Part Ill: Improving outcome for middle-income

retirees

9 The policy reform framework

9.1 Overview

Despite the contentious political environment surrounding superannuation litye po
mix of a basic state pension and voluntary saving has broad popular support a
outlined in chapter 2. Nevertheless, as described in chaptensl 3,athere is a
significant gap in income protection for middle-income people asdhter old age.

The baby-boom cohorts will have almost zero opportunities for tieadisnuitisation

of additional wealth to supplement New Zealand Superannuation. Foditegrthere

is little opportunity for this group to insure for long-term caretsofhe unresolved
policy issues around the removal of the asset test as outlinedptec 4, suggest that
imposing further costs on the working age population by funding more of long-term
care from general taxation will be cost ineffective and ineglitebpecially in light

of the growing wealth of the top deciles of the baby-boom cohorts.

The dependency model, as outlined in chapter 7 (section 7.2) is usefultianking
about shares between the old and the young. This model was im@iuithysed by
the Periodic Report Group (1997a) who argued for parametric adjustnagrts
rejected the need for radical changes to the structure cémetint income policies,
such as the introduction of compulsory saving schemes or tax incenfilies
investigations in chapters 6 and 7 into the case for a compulsory Pillar Il and subsidies
for saving did not unearth any new considerations that might change tlodi®eri
Report Group’s verdict. The economics is clear. Merely alerfinancing
arrangements, that is, paying given pensions out of one pot of mohey tiaan
another, does not affect the real resource issue, nor dogcttthe fact that between
2010 and 2030, the old will need a growing share of total output if their sthofla
living is to be maintained relative to those of working age.
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The policy design challenge is to achieve fair resource sharesdretive young and
the old while allowing for generational interdependency effects whiphy that the
needs and well-being of the old and the young are mutually determine@ gt
generational equity were detailed in chapter 7, section'®7.B)the old are well
supported, the young are relieved of the pressure to contribute toptremt’s
retirement directly. If the young are well supported, the old aedylito enjoy better
quality services from a skilled workforce. On the other hand, ibtleare given an
income share greater than workers see as fair, adjustments takghthe form of
workers themselves demanding a greater share through higher wagskaiégoing
to the old may hence be reduced through a fall in their receiptvfedds and

profits, while that of the young rises.

If what the old are given is less than is fair, they may ineréfaes draw-down of their
assets and leave fewer bequests. On the other hand, the young may npaissl fioe
buy the assets from the old at expected prices, and falling ass=t will have other
redistributional effects. While these adjustments can miteatenjust sharing arising
from policy decisions for some, for others at the margins, suclstagiuts may
worsen injustice. So the old who have no assets to sell, have ramsu to

mitigate an unfair pension, and will suffer ever-rising prices tier gkilled services
they need. Workers on low wages and without skills may find it haghito wage

increases to offset the high taxes they must pay for the pensions ot getceive

as more wealthy. Thus they may also fall further behind. In orderninise these

undesirable distributional effects policies need to be carefulgigded to give

perceptions of fair treatmetit.

It is clear that normative judgements cannot be avoided. While ecstisopnefer to
frame discussions in efficiency terms, equity issues arecinfd@damental to age-

related policy design. Policies for the retired have a criticl@ in determining the

187 The framework provided by generational accounts generational equity in the sense used in the
literature is explicitly rejected (see section 7.5)

18 A confounding factor arises from expectations. tTieapensions may be fairly designed, but high
expectations of living standards in retirement nggnerate demands on output at the expense of
workers especially by the wealthy. An example migatin healthcare, where the wealthy old may
appropriate resources in the health system, batlatprand public, at the expense of working age
families.
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shares of output between the old and the young. The impacts on the macroyeconom
itself are of secondary importance, as discussed in section fiué, s Aaron (1982)
suggested, the decision about the shape of pension schemes needs to ba made
equity grounds rather than on the grounds that one or other approaclyitoliiéfect
economic growth or incentivé¥. Following this conclusion, some possible and
plausible objectives are outlined in section 9.2 below and somableuitriteria

discussed.

Even if it was possible politically, or desirable in economimtg there is insufficient
time now to change the pre-retirement saving phase in New Zeslaodler to
influence outcomes significantly when the baby-boom generation retiresdret
2010 and 2030. Moreover, instigating change in New Zealand has a fpalighal
history as outlined in chapter 2. The Periodic Report Group is duedonvened in
2003 as required under the Retirement Income®Adtut with the demise of the
Accord there is little chance of it providing a comprehensive adependent review
of retirement income policies. At best, changes to restore hutma private
superannuation will be discussed, but immediate implementation of any
recommendations is unlikely. The parametric changes outlined by9#¥e Reriodic
Report Group with respect to the need for raising the age, changimgdthetion
formula, or reintroducing income testing will not be part of #ens of reference.
This is because the current government believes the existing giararare now an

integral part of what is guaranteed under the New Zealand Superannuation Act 2001.

In this climate it is both possible and useful to refocus the debatto the
decumulation phase of the baby-boomers’ assets, with a lead-tinleviof@@ new

products and policies to be offered from 2010. This new focus follotesniational

trends where an appreciation is emerging that traditionakemeint policies have
determined the shape of pay-out profiles and, to date, have largelydectcdlojective
policy design considerations.

189 Aaron as cited in Barr 1998, p.231

1% As at the end of December 2002 there have bedornml announcements of this taskforce, but
there is some indication that a group will be caomad to examine the tax treatment of private

provision.
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Yet it is the retirement phase where many of the financilke @ssociated
with the elderly, which cannot be adequately insured against in an
unregulated private market, are confrontgoyle & Piggott, 1999, p.1)

Once the current anomalies in tax are addressed (see section 134ta) aeutrality
is again a reality, there will be a clean slate for the desfigippropriate interventions

at the point of retirement, enabling clear goals to be specified.

9.2 What are suitable objectives of pension policy?

There has been much debate in the literature about what pensignipslipposed to
achieve. Characteristically there have been mixed and even complej@ogives. In
particular, the failure to prioritise among first and second ordeectbgs has
produced confusion in the minds of the public, politicians, and even ecosahist
times. This is well illustrated in the case of the debate @w NZealand over
compulsory superannuation, a debate revisited vociferously in each a@fsthree

decades®

In particular, the issue of provision of retirement income has beadosely
associated with the goal of increasing national saving. The advocacynsibmpe
privatisation promulgated by the World Bank has also been assbuidteissues of

improving capital markets and development.

In principle, national saving can be increased by a variety chamsms of which
funded pensions may possibly be one. The discussion in chapter 7 did not thajgest
pensions policy is a necessary, let alone a sufficient, tool doonaplishing an
increase in national saving (see section 7.4.2). Rather, saving, inveatmdegrowth
objectives can be met in a variety of ways. This is not to atgigensions policy is
not of importance. Pensions policy should be designed in order to ensure firaas
possible these goals are enhanced or at least not damaged. But ibeauidistake

to tie achievement of these important macro goals closely to persgsigh. This is
true whether or not the issue is PAYG versus prefunding, public versagepror
privatisation of existing state PAYG schemes. The impact on naBawmang, growth

and economic efficiency could be regarded as a second-order objectias, ibiis

%1 The debate in the mid 1970s is documented in R&h97); Ashton & St John (1988) and St John
(1992). The issue was revisited in the 1980s, asmented in St John & Ashton (1993), and again in
1997 documented in St John (1999b).
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taken here, one of the criteria. Pension design, as far as possibld, estimance the
likelihood of improved saving for individuals as well as nationally, andimse

impediments to growth.

A major purpose of retirement incomes policy is to assist ecopson smoothing
over time for individuals, in cost-effective ways that are notlilgavailable in a
purely private setting. The goals of pensions policy should be construdtrths of
achieving normative equity objectives of agreed relative income vaitdbeing

outcomes for the retired.

9.2.1 Possible normative objectives

The history of pension policy in New Zealand briefly outlinedhapter 2, illustrates
the tensions between the goal of poverty alleviation (which @apdi minimalist
safety net approach) and income maintenance (which implies, todegree at least,

earnings replacement). The emergent flat-rate universal pensitin,little other

government involvement in private supplementation, may be viewed as a casgrom

between these goals.

Distilling the wisdom from the diverse range of reviews on suparation, including
the Royal Commission of Inquiry on Social Security in New Zealand, (1&7@Yhe
Royal Commission on Social Policy, (1988), and from recent effortedabnsensus
such as the Periodic Report Group, (1997a), (1997b); Report of The Tastforce
Private Provision for Retirement, (1992); and the 1993 Accord, it iopeapthat the
following are suitable primary goals for New Zealand retirement policies:

* The access to resources enjoyed by older people should be, at minimum,
enough to provide the ability fmarticipate and belongh New Zealand society

and to remain an active contributor to it in ways chosen by the rétiree.

* Income shares must be fair between working-age and older populations, that

is, intergenerational equitynust be one of the policy targets.

192 The ability to ‘participate and belong’ is an innfant concept in the social welfare system dating
from the 1972 Royal Commission. The words are imhetlin the 1993 Accord appended to the
Retirement Income Act 1993, but do not appear @énRktirement Income Act itself.
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» Policies should facilitate consumption smoothing over-time and hence achieve

a degree of income replacement for middle-income retirees with suitable

protections.

» The cost of healthcare and long-term care should be equitably shared among

the working age population, the older person needing care, and the retired

population. The aim is to achieve both intergenerational and intragenerational

equity.

In addition to meeting these policy objectives a policy mix may be judgaids a

range of design criteria. The following criteria are selected:

Neutrality in terms of gender and marital status
Fiscal sustainability

Economic efficiency

Impact on private provision

Administrative efficiency and simplicity
Transparency and accountability

Political sustainability

Transitional equity.

Looking at each of these criteria in turn:

Gender and marital status neutraligan imply that men and women, married or

single should receive the same annuity for the same capital ghar.ifterpretations

are that where there is strong statistical evidence oaxgectancy to justify different

treatment, women should receive a lower annuity, thus equalisingexpalcted

lifetime payments with men. The first treatment implies tedistion from men to

women, and carries significant worries of adverse selectionvisluatary annuities

market. The second approach does not allow for the fact that thbudistrs of life

expectancy for men and women have at least an 86 per cent aWddpworth et

al., 2001, p.48). Treating all women as long-lived and all men as shexitis far

from justified. The criterion selected for the purposes of ttiesis is thamen and

women should be treated the same by getting the same annuity for theagaiale
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sum This already happens implicitly in New Zealand Superannuationthe

Government Superannuation Fund, and in many defined benefit company schemes.

Marital neutrality is already implicit in the tax system ieviNZealand where there is
no recognition of the spouse in a taxpayer’s retlirdvhile untrue of the broad
welfare state where benefits are income-tested on arnjomine basis, the marital unit
is not the unit for New Zealand Superannuation. Each partner red&&s his/her
own right at the same amount, taxed along with their other persormainenc
irrespective of their partner’s situation. Even the surcharge, wheperated, was
based on an individual not a joint income test. Different ratesevenwdo apply to a
married person compared to a single person and a person who livealecegnise
some economies of scale in co-habitatiténThis system appears popular with New
Zealanders, who have expressed little desire to follow the Aastrald age pension
model of joint income and asset testing. Women are better trieatéelw Zealand
than in most other countries in having a pension by their own right (Gianh, et
2001)

Fiscal sustainabilityrequires that goals be achieved without unsustainable rises in
taxation. The ageing of the population suggests some rise in taxeaseatpge of
GDP is inevitable, but this principle stresses the need foretfesitive spending. It is
important that the fiscal cost is not disguised: the true odsiet fiscal position is the
total expenditure through the government’'s budget including any spernidargédd

by the New Zealand Superannuation Fund, or by tax expenditures such aslitsx cr

and tax concessions.

Economic efficiencymplies that policies should not impede economic growth by
introducing economic distortions and should, as far as possible improeaahat
saving. Policies should have positive impact on private provisionWVhile the

ultimate resource-sharing problem is unaltered by the origin of iegometirement,

193 New Zealand is unusual for the purity of the indial base for taxation. There is some recognition
of the presence of children.

194 Only the living alone rate difference can be fiesti. The distinction between married and single
person rates does not acknowledge that single meisn also have economies of scale when they live
together (Periodic Report Group, 1997a).

19 The analysis in chapter 10 is based on the indalicather than the married couple as the unit.
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more private provision can make the need for explicit redistribubetween
generations less necessary. The more the private provision for exdmeptgeater
the ability of the retired to meet their healthcare and othds ahbectly. Attitudes,
expectations, and behaviours can all be influenced by policy and the inflgdnest i

in the direction of making self-provision a desirable activity.

Administrative efficiencys crucial and nonproductive activity and management costs
should be minimizedSimplicityis desired as far as possible, so that the system is easy
to comply with and understand. Policies are best if they are transpnansparency
requires clarity in objectives and the costs of polickscountability requires full

disclosure and regular monitoring and evaluation.

Political sustainabilityimplies a stable process for making and assessing policy that
has widespread political and public supp®ransitional equityrequires that costs be
not unfairly imposed on one generation with no warning. If there arettoanadicosts

they must be shared fairly.

9.3 Assessment of the current policy mix

The current mix of policies falls short of meeting the objestiand criteria as set out
above in various respects. There are concerns that New ZealamdriBuagion at 65
per cent of the net average wage for a couple, while above othal swmifare
benefits, is now as low, relative to wages, as it was in thg £#870s when poverty
among the aged was a real issue. This was illustrated ireR2gliin chapter 2 of this
thesis. While the living-standards survey, discussed in chapter Snoiogsggest that
most older people are currently experiencing hardship, especiallgldbe retired
who are in good health and own their own homes, many low-income baby-boom
retirees, especially those who have spent some time on income-teslfare
benefits, may have only the state pension as income in retiremastthirefore
essential that the basic pension provides a participatory stawidantig. To achieve
this, the floor of 65 per cent of the net average wage, must be prbted the level
constantly monitored to assess its basic adedtfakfythis is not done the danger is

that New Zealand will follow the UK pattern of ever increasing asmeans-tested

1% |n more expensive parts of New Zealand additiamadme is likely to be essential.
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top-ups to the basic pension amid growing dissension as to policy direkdioms6n,
1999).

Nevertheless, many of the about-to-retire baby-boom generation ganéctantly

in the 1990s and some are at the very top of the income and wealtiutist. There

are no death duties, inheritance taxes or meaningful capital gaesto restrain the
growing income and wealth inequality. The use of trusts as an avoidsut@nism

to qualify for long-term care subsidies has increased, disguisingctinal wealth
position of many of the wealthy. Tax reductions in 1996 and the abolition of the
surcharge in 1998 redistributed highly significant extra income taittesst income

and wealthiest superannuitants. These gains have only marginallyeloaptured by

the imposition of the top tax rate of 39 per cent as outlined in séciipohapter 5 of

this thesis.

As discussed in section 5.9, a universal pension paid to all age 65rggard]ess of
wealth or whether still working in the context of an otherwise liggiargeted welfare
state does not achieugergenerational equityn the sense of fairness in the standard
of living between the old and the young. Policies initiated in the 1990s0ipavated
against vertical equity by redistributing to the rich, and thus uiéiyao their
families via inheritances, further widening the income and weadthilition gap.
New Zealand has, however, successfully eliminated the regreagiwecentives that

provide much pro-rich redistribution in other countries (see section 6.4.1).

While theadministrative efficiencyf the current simple pension arrangements is a
clear advantage, simplicity has been achieved at the price ofguthlst Policies fail

to encourage at least some degree of income continuance aboevdheflNew
Zealand Superannuation to facilitatensumption smoothind@he next three decades
portend compression in the distribution among middle-income retirees whose
additional saving will not protect them adequately from increasing Vaoyge

unanticipated inflation, and poor investments.

Healthcare is funded on a population-wide basis, but increasingly sadigt of
meeting all health needs of retirees. Without additional regutame to meet these
costs, many may go without, impose costs on their children, or requirestested
top-ups from Work and Income New Zealand. Current policies do noteetigirthe

costs of long-term care aequitably sharedbetween generations, nor among the
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retired population as a group. Thus there are serious intergeneratodal
intragenerational equity issues that are set to intensifythihetirement of the baby

boomers.

Current income and asset testing for long-term care is complesogsdnot achieve
gender or marital status neutralitySection 4.4.3 outlined some needed policy
reforms with respect to the means test. The proposed remowedaiftasting, on the
other hand, has the potential to shift costs from well-off edite younger working-
age taxpayers and thus further subsidise inheritaft&sal sustainabilityis affected
especially as fiscal costs will increase progressivelpsa®t testing is removed, to
result in high costs just at the time the demographic change iagh#ési most

dramatic impact.

The combination of a simple universal New Zealand Superannuation andual
saving in theory should have a low distortionary impactoonomic incentivedn
contrast, however, means testing for long-term care distorts eaobamaviour in
undesirable ways by encouraging the formation of family trusts and o@gie

divestment of assets.

The most recent policy intervention, the New Zealand Superannuation FRund, i
controversial in its economic impact, (see section 2.7.1) andtiatlilemise of the
Accord (see section 2.5) gives rise to concerns forptiigical sustainabilityand

transparencyof superannuation policy.

9.4 New Zealand Superannuation as a life annuity

To address the problems outlined above, chapter 10 will propose subgtahtial
reforms to provide access by middle-income retirees to life aeswd long-term
care insurance. New Zealand Superannuation (NZS) already providesanuity

with many desirable characteristics. It is individually basedhat it is marriage and
gender neutral. It is inflation-adjusted and reflects movements/ing |standards
through the wage-band formula. It protects against the longevity risk and the
investment risk but while it is an ideal source of income tofpajong-term care it

cannot meet more than a small part of the cost.
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The 2002 rates for NZS are given in Table 9.1 below, from which thenmaxinet
annual amount for a married person of $9,552 is derived and used in tequmiriis

analysis.

Table 9.1: New Zealand Superannuation weekly ratess at 1 April 2002

Net Rate Net Rate Gross
Pension Type (Tax at ‘M")* (Tax at 'S’)* Rate
NZ Superannuation/Veteran’s
Pension (Standard Rates)
Single Living Alone $238.80 $227.83 $288.31
Single Sharing $220.43 $209.46 $264.90
Married Person $183.69 $172.72 $218.50
Married Couple (both gualify) $367.38 $345.44 $437.00

Source: Ministry of Social Development
Notes: * Tax at ‘M’ is for those whose income isydnom NZS, Tax at ‘S’ reflects a higher tax litlgi
at a flat 21 per cent. Those on higher marginaésatan elect a higher deduction.

The wealth represented by New Zealand Superannuation is substaraiale 9.2
gives some estimates of the underlying capital sum the pensiosaefzdor the
married retiree on the lowest tax rate at age 65 assumimusgrost-tax rates of
interest, and based on a life expectancy at age 65 for men of 16Apdavomen of
19.8 years (Statistics New Zealand, 2002c). The NZS annuity is amaity, so that
a real discount rate is appropriate. In after-tax terms,skdree real rate of interest
in 2002 is around 1.2 percent, and using this rate, NZS currently repraseaygal
sum of approximately $140,000 for men and $170,000 for women at age 65.

Table 9.2: Capitalised value of New Zealand Superamation in 2002

Discount factor 0% 2% 4 %
Men at 65 $156,653 $132,439 $113,287
Women at 65 $189,130 $154,913 $128,957

Source: author’s calculations, at 1999/2001 lifpestancy figures
Note: 2002 married rate of net $9552 assumed.

Table 9.3 gives the capitalisation estimates for a specific wagre a man lives 30
years from age 65 to age 95 and a woman lives 35 years to atjélaQ@bis scenario,
current capitalisation of the real annuity would be approximately $240¢00the
man and $270,000 for the woman

The estimates above for the capital value of a real annuity Bwbleof today’s NZS
may be compared to the net worth data reported in Table 5.7 of cbajitee mean
net worth of those aged 65 and over is $186,000 and the median is only $112,000.

1971t should be noted that longevity is increasingleer age groups.
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These wealth figures include the retiree’s own home, but do rettr¢he capital
value of private pensions. The younger age group currently aged 45-64, have mean
net worth of $221,000 and a median of $140,000, but as discussed in early chapters,
this group is much less likely than the currently retired to bpiesds of private

pensions in retirement.

Table 9.3: Capitalised value of New Zealand Superamation in 2002. Maximum
longevity: men 95, women 100

Discount rate 0% 2% 4 %
Men at 65 $286,560.00 $213,930.94 $165,173.50
Women at 65 $334,320.00 $238,786.81 $178,284.39

Source: author’s calculations, at 1999/2001 lifpestancy figures
Note: 2002 married rate of net $9552 assumed.

For many baby-boom retirees, a large portion of their total notionaltiwes
represented by New Zealand Superannuation and they may consider thatebis gi
them an adequate amount of annuitisation. Nevertheless, this dngges that for
middle-income retirees the current level of annuitisation of te¢alth including the

state pension is sub-optimal both for them and for society.

The lack of access to suitable additional life annuities fleptivate sector may also
increase the need for subsidies for means-tested provision incliisg for long-
term care. The rationale for state subsidisation of privaeltihuities can be viewed
as partly paternalistic and partly related to the failure oinmheket to secure all the
insurance needs of middle-income people. There is also an impargamhent that
supplementary annuitisation might facilitate more intrageneratisinating of the
costs of long-term care and save on other direct state expenditutdder persons.
Indeed more attention to intragenerational sharing of the costsiofjaggems highly
desirable as the retirement of baby-boom generation approachegrépsed in
chapter 10 that the subsidy for the new annuities market should cometlie
reintroduction of a mechanism that re-coups all or part of the géasion from those

at the top of the income and wealth distribution.
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10 The Enhanced Life Annuity

10.1 Introduction

Early chapters to this thesis have identified various weaknasddew Zealand’s
retirement income policies, especially for middle-income retiréiéhe lack of a
market for suitable private life annuities has the potentiahttermine the quality of
retirement for many people. This issue is particularly importahen private
employment-based pensions are receding. As in other countries, thg afji¢he
population also raises urgent issues of who should pay for long-term tase. |
surprising therefore that there is so little policy debate. Wihiéee New Zealand
Superannuation Fund is a recent policy innovation that purports to malstathe
pension more secure for the future, it does not solve the increasihgroblems of
the ageing population, nor can it guarantee certainty and securitgn@urthere are
no policies that address the decumulation phase of retirement sagmgre there
policy forums within which to plan how the quality of the baby-boomergeraent

may be improved.

The annuities market as it currently operates is unattragtidenigh cost, especially
for the annuitant whose life expectancy is no more than the averabe general
population. A larger pool of people would enable the cost to come down kgingdu
the adverse selection effect. In the case of long-term oargance the market is
virtually non-existent. In the context of recent political intensi to abolish the asset
test for long-term care, this thesis has argued thathectation for well-off people
to contribute to their care, either from their assets if tmewary wealthy or through
opportunities to insure is hard to dislodge. While legislation to abdieshgset test is
imminent in early 2003, the rationale for this policy reform has nat beevincingly

articulated.

The underdevelopment of the annuities market and the market for lomgtee
insurance raises the possibility that a combined product might botheredats and
make these forms of insurance available to more people. Murtaugh (@081) for
example, estimate for US data that simulated single premiumgaibined product
can be 3-5 per cent cheaper than stand alone premiums, and applyetpeople.
The literature that explores this possibility is both recentliamted as was discussed

in section 8.6. Contributing a substantial portion of the emerging literatu
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Warshawsky et al., (2002) outlined how the innovation of integratingféharnuity
and long-term care insurance might work in the US. They concludéhthadea is
viable but much more research is needed:
The tax treatment of this combination could be improved, and the product
design issues must be considered carefully. Furthermore, additional
research is required to look at more recent data and different permgati
of the product as well as a more refined analysis of population groups who
might utilize it. A favourable public policy environment, including daxi
insurance regulations is needed to encourage this innovation, and insurance

companies must be creative in exploring the possibility of improwiag
financial security of current and future retirep.217)

As set out in equation 8.2 in chapter 8, an actuarially fairdfiie annuityy,
purchased from a given capital sufnis dependent on the probability of survival t
periods from age, tpx, wherex is the age of the annuitant at time of up-také,
The maximum life span is given lwand the risk-free rate of return is givenrby

=K/ X 10.1
V=K ey

A joint product requires that equation 10.1 incleidlee probability of needing long-
term care,dy at agex, and factors in the necessary increases in theitgnon

diagnosis of the need for such care. This can peeeged as:

w 1
=K/)» (tp, +Qtp.d,)——— )
y ;( p, +Qtp,d,) Loy 10.2

where the annuity would increase by a factof2ofvhen long-term care is required.
In this chapter, a specific application of thisnforisk product is explored to address

the gaps in insurance for older New Zealanders.

10.2 The Enhanced Life Annuity

In order to distinguish the joint product undercdission in this section as one
uniquely designed to meet the requirements of taer Mealand situation, | name it
the Enhanced Life AnnuitfELA). The purpose of the ELA is to offer middigebme

New Zealanders the opportunity to annuitise modestunts of wealth on retirement
to supplement the regular income provided by Newla®d Superannuation, and to

insure against long-term care costs.
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As noted in section 8.6, those who are likely toeeluded from private long-term
care insurance on current medical grounds, ardylike be ‘good’ risks for life
annuities. The ELA operates to widen the pool afsth who are eligible, thus

reducing adverse selection.

In principle it may seem to be in the interestgpoVate suppliers to develop such a
product. In practice there has been little evidetit the market is capable of

developing this or any other annuity product formass market. Market failure

explains the underdeveloped nature of the annuitiasket in New Zealand (see

section 8.2) and why long-term care insurancess abn-existent (see section 8.4).
Where private long-term care insurance is providedh as in the US, it is expensive,
based on annual premiums, excludes many on megioahds and can be a poor
investment as the appendix to chapter 8 descriBedipeting providers face large

risks including the uncertain nature of the besefjiaranteed as the end product,
suggesting that some elements at least of a sosialance approach is required.

It is assumed therefore that it is both necessadylegitimate for the government to
be the catalyst for the development of the ELA.e Tirstory of New Zealand policies
outlined in Part | suggests the carrot of subsidisas an appropriate intervention as
it is clear that under the tax-neutral voluntaryisg regime, the ELA cannot be made
mandatory. It is suggested that the appropriateigoeent intervention will require
taking a sophisticated view of social insurancejlevhot excluding private sector

involvement.

10.2.1 The dimensions of the ELA

Currently the maximum that a resident for long-tewmsidential care contributes is
$636 a week or $33,000 per annum, with the govenhipaying the fees above this.
Had the cap been adjusted for inflation since 1#84value in 2002 would be $750
per week or $39,000 per anndthior purposes of the analysis, which is conduated i
2002 dollars, $39,000 is taken to be the requiedribution under the cap. The aim
of the ELA is to allow this capped contribution lbe met comfortably by middle-

income retirees.

198 This adjustment is well overdue and is contribyftio the fiscal pressures on this sector as discuss
in chapter 4.
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The ELA would be offered to all people at age @fra politically agreed date, such
as 2010. Its form would be an immediate or defergehder-neutral, inflation-

adjusted annuity based on a tax-free, real rateetoin, with an added compulsory
bonus of long-term care insurance. A guaranteeo@esiould normally apply, of 10

years if the annuity is paid from age 65, or 5 gedrcommencement is at the age of
70. The market may however be segmented by offéheghoice of a zero guarantee
period for those who either have no wish to leavegacy and/or expect to be long-

lived (see section 8.2.1).

For the population as a whole, high incomes arengty correlated with high net
worth (Statistics New Zealand, 2002b, Table 3.058y. the time of retirement,
however, some people may be asset rich and incame put those on high income

will tend to also have high net worth.

The data are scanty, but based on the evidencesdisg in section 5.4, and 9.4 one
half of individuals aged over 65 have net worthrad&12,800 and one half of those
aged 45-65 have net worth of over $140,000. Itmassumed that housing accounts
for most of the median net worth. For both thosedagver 65 and those aged 45-64,
median net worth is well below mean net worth, watihout three quarters of both
populations located in the range $20,000-$500,08@m Table 5.7, repeated below,
some crude deductions of the target market foElb® can be made.

Table 10.1: The distribution of net worth of thoseover 65 and those aged 45-64

% % % % Mean Median
Individuals Under $20,001- $100,001- Over $ $
$20,000 $100,000 $500,000 $500,000
Over 65 15.9 29.6 47. 3 7.2 186,400 112,800
45-64 14.5 25.5 50.8 9.2 220,900 140,000

Source: Statistics New Zealand (2002hb)

The baby-boom generation’s fortunes are likelyeécshmilar to the age bracket 45-64
in Table 10.1 above. From this it might be surmitieat very few from the lowest
four deciles, with net worth less than $100,008,l&ely to be interested in the ELA.
The middle to upper group, that is, the'Se®ciles comprising around 50 per cent of
the population with net worth between $100,000-0$800 are the obvious candidates
for the proposed ELA. The top decile of net wortts fa lower bound of $500,000,
and a proportion in this decile could also be isézd in the ELA. It is surmised that

the really wealthy would prefer to self-insure.
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It is proposed that the ELA should provide a raatuty of approximately $9000-
$10,000. Joint annuities for couples would alsantygortant products to develop, but

the analysis here is all done on an individual$asi

It is possible that the target population of midsleome retirees may have higher
than average life expectancy. In the absence of Risaland data to support such life
expectancy differentials, the estimates are basdtie® 1995-1997 Life Tables that in
turn are based on the whole population, from wrdod derived the probability of
survival at each age group (see Table 10.7 andeTaAbI8 in the appendix to this

chapter):®

Improvements in future longevity are also likely he significant but in order to
include this in the estimates, birth cohort motyalables are needed that incorporate
the expected gains in life expectancy for eachgagap (Mitchell, Bodie, Hammond
& Zeldes, 2002). There are no birth cohort Life [Babfor New Zealand, however
between 1975-77 and 1998-2000, males have gainegtem4.4 years and females an
extra 3.2 years of life expectancy at age 65. ks obvious implications for pricing
annuities and any continuation of this trend widled to be considered for future

development of applications like the proposed ELA.

If the ELA is of the order of $9000-$10,000, a \&ahf 2 forQ would mean the total
annuity would be trebled on diagnosis of the neadl|dng-term care. The ELA
together with NZS at current levels would then jmleva sum of $36,000-$40,000,
which should enable the capped fee for residecdiad to be met. Estimates of the Net
Present Value of the ELA for different valuexpfand different starting annuities are
explored in Table 10.3.

The enhancement fact@r may itself be adjusted in light of the developmehtosts

of care. This may be appropriate for example if¢bsts of care increase faster than
the rate of inflation, as is likely to be the capeen the labour intensiveness of the
industry. An element of choice may also be buitbithe size of the factor with a
corresponding adjustment in initial annuity. Forample, in order to secure full
protection for long-term care costs when availatapital is limited, a lower annuity

with a higher enhancement factor may be appropriate

199 The 1998/2002 Full Life Tables are not yet avadadi the time of writing.
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One of the advantages of linking both risks in Bhé\ is to overcome the reluctance
to buy annuities when the bequest motive is strdigg ELA offers protection for
family heirs against the erosion of their paremissets if the parent needs long-term
care. On the other hand, if the need for long-teare falls within the guarantee
period of the ELA, the enhanced portion that isdpeould be subtracted from any
final payout to the estate.

The successful development of the new product reguhat it is made clear to new
retirees from the introduction of the programmet tiiey are expected to use their
assets and income to help pay for long-term cardépwa capped level indexed to the
Consumer Price Index. Over and above the cap, dsts ®f more expensive care
should be carried by the state. An education progra would also be necessary to
inform the target group of retirees the advantagesertainty and security the

subsidised ELA would provide.

10.2.2 Coverage of the ELA

As discussed in section 10.2.1 above, low-incortieees in the bottom 3-4 deciles of
the net worth distribution have little by way ofdincial assets, and are also likely to
have little income in addition to NZS. If they neledig-term care they are likely to

qualify for existing long-term care subsidies. T&anay be some who do own
significant but illiquid home equity however and avbould take advantage of the
ELA. High-income and wealthy people may opt to g ELA, but may prefer to

meet the costs of long-term care from their owroueses. Clearly the latter are not
income-constrained through the lack of annuitied aan comfortably manage the

long-term care risk through self-insurance.

Retirees, mainly from the middle-income, middle-ittealeciles could purchase the
ELA with their cash saving, supplemented in sugatdses by an equity share of their
owner-occupied home (see discussion in section.3®m&low). There could be a
range of ELAs offered but any one person would bk @ buy only up to the
maximum permitted, because as developed later ign diapter the ELA requires
subsidisation. Variable annuity products might baative to those who want a
higher expected rate of return than mere inflagiostection, joint annuities within the

ELA frame work would also be possible but are nqilered here.
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Some plausible probabilities of being in long-terane at various ages can be derived
from Figure 4.3 and are given in Table 10.2 belohable 10.3 shows the possible
impact on the Net Present Value of a $10,000 apmuite the probability of needing

long-term residential care is incorporated, begigrat p = 0.02 from age 75.

Table 10.2: Probability (approx) of being in care deach age

Age Male Female Average*
Combined
@ 2 3
70 0.01 0.01 0.01
75 0.02 0.02 0.02
80 0.04 0.06 0.05
85 0.08 0.11 0.10
90 0.18 0.30 0.25
95 0.30 0.50 0.45
100 0.31 0.60 0.53

Source: 1996 Census
*weighted to reflect the higher proportion of wonierhe population at older ages

A gender-neutral annuity is proposed, so the ELA loa provided on the same basis
to both men and women. This will involve some sdissition of women by men, but,
as discussed in section 9.2.1 is a great dealr faorethe majority of both men and
women. The estimates of the ELA in section 10.3ehiaeen conducted for men and

women separately, but the results are also avetaggse a gender-neutral premium.

10.2.3 Use of home equity

To augment the capital people have on retiremerth®ELA purchase, it is proposed
that the provider could take an equity share, gaytau50 per cent of an owner-
occupied dwelling in lieu of cash. Such a ‘homeersion’ is a property transaction
rather than a reverse mortgage. As discussed iinC@®02), such products are at
the innovative end of discussions on home equigase products and there are few
international examples of such arrangements. Tlaae la number of features that
make them attractive. Among these is the potentalreduce the moral hazard
problem that can plague traditional reverse modgagducts where the owner has no
incentive to maintain the total value of the houBee return to the provider on this
investment is the capital gain on the equity slo&es the lifetime of the insured for as
long as they live in the house or until they sdéllaplin, 2002). While capital
appreciation on the house may well exceed the gttmflation, the share of the
annuity financed by the home equity share mighgiilven a zero real rate of interest

for the purpose of the annuity calculation. Th@act would be to raise the purchase
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price compared to an all cash purchase reflechiagit the meantime the asset is an
illiquid one for the provider.

There are many different considerations and rigiisile home reversions have been
discussed in some policy circles (for example, e Royal Commission on Long-
Term Care, 1999) they have not yet been developdtled manner suggested here.
One of the impediments is the complex tax treatroéhbusing in other countries. In
having a very simple tax regime for housing andrgawn general, it may be more
straightforward for New Zealand to consider thisiawation of home reversion

schemes.

10.2.4 Interest rates, inflation and tax treatment

When an annuity is backed by inflation-adjustedtruraents, such as inflation-
indexed government bonds that give a full, or safustl, inflation adjustment to the
principal, annual inflation protection can, in priple be offered. The alternative of
using the current, long-term, risk-free rate oénest and applying an escalation factor

of 2 per cent per annum is a poor proxy for arairdh adjustment (see section 8.2.4).

Current annuities are life insurance products toame under the same tax treatment
(TTE) as superannuation schemes. The insuranagdéhgised out of tax-paid income,
while earnings on investments are taxed at 33 @etr &s a proxy for the marginal tax
of policyholders. In other countries an EET regiapplies, so that the analysis is
quite different for New Zealand where a tax-freawty would be paid. For the ELA
discussed in this section, all purchases are ouwftef-tax income so the first (T)
stays, consistent with saving for retirement beinfE. As discussed below, the
government itself would be the initiator and pravict least in the first instance and

under such an arrangement, there would be an adswalerate of return.

In the event of the private sector supplying egenaELAS, the tax treatment could
be formally modified, for example, the rate of reticould be tax-free, so that the
ELA is TEE. If the annuity is to be inflation-adjed and thus based on a real rate of
return, a higher real rate could hence be useditftmmpanies had to use an after-tax
rate. This tax concession can be viewed as orfeeoivalys that government underpins

this market and offers an incentive for participati

On withdrawal the annuity is tax-free capital, lstwhen the old surcharge used to

apply, one half of any annuity or reverse mortgpggment would be considered to
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be income for purposes of artragenerational contributioroutlined below in section
10.4 Just as with the old surcharge provisions, if theas no other income, annuity
income for a couple would have to exceed $32,006rbehey were liable for any

intragenerational contribution at &0.

10.3 Estimates of the ELA

Tables 10.3 and 10.4 summarise the estimates éoELA derived from Table 10.7
and Table 10.8 in the appendix to this chapters&hables in turn provide estimates
of the model outlined in equation 10.2 above.sItlear that the value of the ELA is
not particularly sensitive to assumptions aboutehlancement fact@. The results

are, however, sensitive to the assumed rate afrednd highly sensitive to gender.

Table 10.3: Expected value of a real $10,000 annyjtl0 year guarantee, with long-term
care insurance

Male 1% 2% 3% 6%
real real real nominal

Standard life

annuity 148,000 136,000 124,000 98,000
With long-term

care insurance

0=20 156,000 142,000 130,000 102,000
Q=25 158,000 144,000 131,000 103,000
Q=3.0 160,000 146,000 133,000 103,000
Female 1% 2% 3% 6%
real real real nominal

Standard life

annuity 173,000 156,000 141,000 108,000
With long-term

care insurance

Q=20 194,000 173,000 155,000 116,000
Q=25 200,000 177,000 159,000 118,000
Q =3.0 205,000 182,000 162,000 120,000

Source: Based on equation 10.2, Life Tables 95A8#or’s calculations
Note: Figures are rounded to nearest '00.

With a real rate of return of 2 per cent dad 2, a man would face an actuarially fair
premium of $142,000 for an inflation-adjusted EL#real value $10,000 at age ©5.
On needing long-term care his annuity would trebl&30,000, which together with

2% This exemption is at the level that applied to shecharge at the time of its abolition, adjusted f
inflation.

21 The estimates are all in 2002 dollars.
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NZS would enable him to meet the capped fee. Kdwdd not afford an ELA of this
size, he could take a lower annuity with a high@rancement factor. For instance for
an actuarially fair premium of $109,500 and an eckanent factof2 = 3 the annuity
would be $7500, which, on being diagnosed in néddng-term care, would also rise
to $30,000.

With a real rate of 2 per cent afd= 2, a woman would face an actuarially fair
premium of $173,000 for an inflation-adjusted ELA mal value $10,000. On
needing long-term care her annuity would trebl§36,000, which together with New
Zealand Superannuation would enable her to meetdpped fee. If she could not
afford an annuity of that size, she could takeveeloannuity with a highe® factor.
For instance for an actuarially fair premium of $ BD0 and an enhancement fac@or
= 3, the annuity would be $7500, which, on beinggdosed in need of long-term

care, would also rise to $30,000.

Table 10.3 presented the expected NPV of an ELAatdie $10,000 and gives the
actuarially fair price. Table 10.4 presents the es@amormation, but shows the annuity
that can be purchased with a given sum of $100t@@llow for comparisons with the

annuities currently on offer in the New Zealand kefias was outlined in section 3.6.

Table 10.4:Expected value of annuity, purchase prec $100,000

Male 1% 2% 3% 6%
real real real nominal
Standard life annuity. 6,757 7,353 8,065 10,204
With long-term care
insurance
Q=20 6,410 7,042 7,692 9,804
Q=25 6,329 6,944 7,634 9,708
Q=3.0 6,250 6,849 7,519 9,709
Female 1% 2% 3% 6%
real real real nominal
Standard life annuity. 5,780 6,410 7,092 9,259
With long-term care
insurance
Q=20 5,155 5,780 6,452 8,621
Q=25 5,000 5,650 6,289 8,475
Q=3.0 4,878 5,495 6,173 8,333

Source: Source: Based on equation 10.2, Life TedBe87, Author’s calculations.



Women live longer on average and are more likelggan care in old age than their
male counterparts. They are also less likely toehavsubstantial capital sum to
purchase an annuity and are more likely to havatspears of their life care-giving
for other elderly people including their own spaug®reover as discussed in section
8.2 most women do not have a mortality experieheg is significantly different to
most men. The approach suggested in this thesigmisthe ELA should be gender-
neutral. Table 10.5 estimates the gender neutrad, Bhy a process of simple

averaging.

Table 10.5: Expected value of gender neutral annujt purchase price $100,000

1% 2% 3% 6%
real real real nominal
Standard life
annuity. 6,269 6,882 7,579 9,732
With long-term
care insurance
Q=20 5,783 6,411 7,072 9,213
Q=25 5,665 6,297 6,962 9,092
Q=3.0 5,564 6,172 6,846 9,021

Source: Based on Table 10.4, Author’s calculations

The averaging in Table 10.5 is clearly helpful tormen in this market. Moreover
compared with actual value of annuities on the mars was set out in section 3.6,
the results for the real ELA in Table 10.5 areaatiive, even if just the initial annuity
is considered. In December 2001 a female at ageo6ll buy a nominal annuity of
only about $6360 for $100,000 without any add-ootgxtions for inflation or long-
term care? With an assumed real interest rate of 2 per cadtan enhancement
factor, Q = 2.0, her actuarially fair ELA is also approximigt $6400. For men, the
average annuity purchasable in December 2001 id@Akhich is higher than the
ELA for an assumed real interest rate of 2 per eadtan enhancement factr= 2

in Table 10.5. However, the compensation for mernh&t the ELA offers much

superior benefits.

The implicit price of long-term care insurance fromable 10.5 is the difference
between the estimated standard annuity and theneatiannuity. At an assumed real
interest rate of 2 per cent and an enhancemerdrf&et= 2.0, the costs of long-term

202 By February 2003, based on a benchmark beforintarest rate of around 6 per cent the average
annuity for a female had fallen to $5975 (Aon Artp8urveys).
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care insurance is just $470 per annum or less $i@na week. This price might be
compared to annual ongoing costs for the annuatretfor a family trust.

Of course there are several factors to take intowatt in making the observation that
the ELA appears to offer good value for money. €bttmates presented here do not

allow for:
e The costs of marketing or overheads.

* The purchasers of the ELA are likely to have advettortality profile than the

average for all aged 65 and over that has beemassu

* The Life Tables relate to 1995-97 and will be sepded by the 1998-2000
Life Tables in 2003. It is expected that increaseengevity will need to be
factored in by using birth cohort mortality tables.

* The assumed real rate of return is an after-taxebrate. The nominal annuity
in Table 10.5 is based on a rate of 6 percentweile currently available

annuities are priced using an after-tax rate.

* The cost of inflation protection depends on beib{g do guarantee the real
rate of return. The cost of not meeting the rateetdirn might be met from a
subsidy from the Crown, or there might be protectily use of inflation-
adjusted bonds that pay a real after-tax retuth@fequired per cent. The use
of indexed bonds is not costless, however, andhia tase the costs of
unexpected inflation is borne by the taxpayers.

* There is no factoring in of likely expected increasn the relative costs of
long-term care.

10.4 The intragenerational contribution

This section addresses the issue of the sourdeedubsidy that would be required to
supply the ELA as estimated above and also as#istfunding the long-term care
costs for the 40 per cent of the population whoehasufficient assets to buy an ELA

product.

Various social insurance options are possible fimding at least part of long-term
care costs as was discussed in section 8.5. Fotralas McCallum (1998) has
suggested a tax on all those over 25 earning o¥6r080. A broad-based social

insurance scheme funded largely by the workingmagmilation has the advantage of
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a very wide pool of contributors. A disadvantagehat intergenerational unease is
likely as workers perceive their higher taxes aneding the wealth accumulation of
the older well-off population. The higher contritlmns of skilled workers may be
shifted forward on to higher wages and the longdistributional implications may

be adverse.

Chen (see section 8.5.2) advocates more intragemabfinancing of long-term care,
suggesting a flat-rate contribution of 5 per cemsocial security pensions for a social
insurance scheme to partially fund long-term cdfethe pension is only at the
minimum adequacy level, exemptions for low-incomeome will be needed. The
problem of how to phase in the contribution wheer¢his other income is not
straightforward especially when, as is the casbBlew Zealand, so many appear to

have only modest amounts of extra income.

Data in chapter 5 do not suggest that the currat® of pension provision is too

generous for those with nothing else to live orged there may be problems of
insufficiency emerging. Thus imposing a direct légy this purpose on New Zealand

is unlikely to be acceptable. Rather it is proposede that contributions should

involve a strong degree of intragenerational prsgjkgty. The previous surcharge

mechanism lends itself to adaptation for this pagpd his has the potential to raise as
much, if not more, revenue, more fairly than a-fite levy on NZS itself.

In essence, it is proposed that better-off superisamts (those in the top two deciles
of the income and wealth distribution) provide theding for the subsidisation of the
Enhanced Life Annuities (ELAsS) and contribute aleahe other costs of long-term
care. This reform improves the intragenerationabime and wealth distribution of the
over-65 year olds as a group. For the ELA itsblbse who die early subsidise those
who live the longest time. At the same time, the-fich distribution that this implies
is mitigated by the highly progressive funding bé tsubsidy. The social pay-off of
the proposed approach is multi-fold. For the indiisl, the uncertainty about future
expenses for care is eliminated, and they gainre@thconsumption smoothing and
additional protection from the risks associatechviiingevity. At the same time, the
concerns of the working-age population that thel mave to shoulder an increasing

and unfair burden are alleviated.
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10.4.1 Adapting the surcharge to provide the Intragenerational

Contribution

Given that the right to universal pensions is navtually guaranteed by the New
Zealand Superannuation Act 2001, any proposalindrogluce a surcharge for general
tax purposes would be politically difficult, if natuicidal. The advantage of the
package proposed here is that the evident gain®lfter people might result in

political support. This is particularly likely whehe fiscal costs of long-term care are
acknowledged and it becomes clear that to a laegee@, means testing for long-term

care must remain.

For the exposition here it is proposed that théent@duction of a mechanism to
facilitate an intergenerational contribution showgdply to all retirees from the
introduction of the ELA. As observed above, in tase of New Zealand ideally this
reform should be in place from 2010 to meet theirbegg of the retirement of the

baby-boom generation.

It is important for presentational and politicalrposes that the intragenerational
contribution is not simply seen as the re-impositaf the old and much reviled

surcharge (see section 2.6). What is requiredyenrational form of social insurance
tax from which a real benefit is derived for thengeation that pays. To understand
how this might operate it is instructive to examhmv the surcharge operated and

show how such a mechanism may be adapted.

Between 1985 and 1998 the surcharge operated to blck New Zealand
Superannuation from the top 15-30 per cent of @esir(see Table 5.1%j.If the
exemption for the surcharge had not been abolish&898, and it had been indexed,

by 2002 the married person exemption would be at@#000 per annum.

203 |f the parameters of the proposed surcharge replant paralleled those for the year ended 1998,

only about 16 per cent of those aged over 65 whddaffected. The gains in revenue would be
substantial and would increase over time in linthvincreasing affluence among the highest income
retirees.
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Table 10.6:The impact of an abating tax credit or rgative income tax with same effects as the 1998charge

Disposable Disposable
income income
Disposable NZS, with Disposable Annual Negative Annual
Disposable income witr 25% income witk gains and income tax gains and
income NZS* Net surcharge, Loss from tax credit losses rate 46%  losses

Other without NZS  without  advantage exemption introductionabating fron Surcharge® $4000 surcharge"
income 2002 tax rates surcharge from NZS  $8000 of surcharge $8000  tax credit exemption  NIT

€)) ) (©) (4) Q) (6) () (8) () (10)

0 0 9,546 9,546 9,546 0 9,546 0 9,546 0
2,000 1,700 11,126 9,426 11,126 0 11,246 -120 12,466 -1,340
4,000 3,400 12,706 9,306 12,706 0 12,946 -240 13,546 -840
6,000 5,100 14,286 9,186 14,286 0 14,646 -360 14,626 -340
8,000 6,800 15,866 9,066 15,866 0 16,346 -480 15,706 160

10,000 8,470 17,446 8,976 16,946 500 17,516 -570 16,786 160
15,000 12,420 21,396 8,976 19,646 1,750 20,216 -570 19,486 160
20,000 16,370 25,346 8,976 22,346 3,000 22,916 -570 22,186 160
25,000 20,320 29,296 8,976 25,046 4,250 25,616 -570 24,886 160
30,000 24,270 32,843 8,573 27,343 5,500 28,316 -973 27,586 -243
35,000 28,220 36,193 7,973 29,443 6,750 31,016 -1,573 30,286 -843
40,000 31,930 39,543 7,613 31,930 7,613 33,476 -1,546 32,986 -1,056
45,000 35,280 42,893 7,613 35,280 7,613 35,576 -296 35,686 -406
60,000 45,330 52,261 6,931 45,330 6,931 45,330 0 43,786 1,544
70,000 51,430 58,361 6,931 51,430 6,931 51,430 0 49,186 2,244
80,000 57,530 64,461 6,931 57,530 6,931 57,530 0 54,586 2,944

Source: Author’s calculations
* 2002 married person rate of New Zealand Superatina
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Table 10.6 estimates the adjusted surcharge foR@02 rate of married pension of
gross $11,362 per annum (see Table 9.1), a 25 grrate of surcharge, and the
Consumer Price Index adjusted exemption of $8000ameum. The B column
shows the disposable income at different level®tbker income with the adjusted
surcharge for 2002. The annual losses each incemat Would experience compared
to the current, 2002, no surcharge situation ismgivnn column 6.

It is possible to duplicate the outcomes of thelsarge using a tax credit approach as
first suggested by the Periodic Report Group (1993b as to be simple and more
acceptable. Figure 10.1 shows the distributiongbaon of the tax credit that has

broadly the same effects as the 1997/98 surcharghle tax credit approach, the net
rate of pension is paid as a tax crédit.

Figure 10.1: The tax credit mechanism duplicatinghte surcharge: 1997/98
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Source: Periodic Report Group (1997b, p.80)

The former tax credit was abated at 25 cents foh emllar of income above $7,500
(1998 figures) so that the effective marginal tateron incomes up to $38,000 of

294 Figure 10.1 also compares the ‘participation livstandard in 2020’ of the pension if the tax dredi
is adjusted in line with growth in average earnjr@s it would be if the wage band floor is always
triggered. This is contrasted with the level ofane if the pension was only price-adjusted, ighdf

absolute rather than the relative level of New ZedISuperannuation was maintained.
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other income was 46 per cent and 53 per cent be$88@00, until the tax credit was
fully abated away, which occurs just beyond thep@&centile (effect not shown in
Figure 10.1).

The old surcharge was an income test applied tonmecother than New Zealand
Superannuation income until the net pension wasedaback. The pension itself was
treated as an addition to gross income rather blearg a tax rebate. In contrast there
are advantages in treating NZS as an abating &titciFirst it is clearly different to
the despised social welfare benefit abatement isyétee section 2.6). Second, it is
administered by the Inland Revenue Department (I&i) is based on individual not
joint income. It may be simpler to administer thaas the complex and unpopular
surcharge, and, after a time, it should be easrgpdople to understand, remembering
the old surcharge was so complex many people hagéttthe IRD to calculate it for
them (St John, 1991). Third, the accounting predemt of government expenditure
on the pension comprising a net rebate rather dhgwoss pension means the costs of

pensions can appear lower.

Most people would receive the full net amount @& thax credit, and there would be no
need for any adjustments. This is because thegrdihive no extra income or, if they
do, it is under $8000 (the exemption estimate®ff2). Any pension income from a
private scheme is counted in this model as 50 @efriacome, so that pension income
of $16,000, well above an average private pens®rexempt. For those who are
affected by the abatement (from about the 85thqmdile), the tax credit could be
paid as an estimated weekly sum with an end of ggmciliation, or else the whole
tax credit could be taken as an end of year adprstnTable 10.6, column 7, shows
the effect of paying the 2002 net rate of NZS asaating tax credit with a 25 per
cent abatement. Column 8 gives the annual differdietween the surcharge and an
abating tax credit. At each income level, the afgptiax credit is better for the
individual than the surcharge, but for most incornse®ls, this is only about $10 a
week. The reason is that the pension adds to gazable income in the case of the

surcharge, more quickly pushing people into highribrackets.

When the top tax threshold was moved to $38,001B8v/8, the surcharge had fully
clawed back all the net pension before the 33 pat tax rate was reached. Thus the
effective marginal tax rate never became 53 pet. ddns means that over all of the

range of additional income the effective margiaal tate was 46 per cent. This makes
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it relatively simple to go further than suggestgdhe Periodic Report Group (1997b)
and transform the abating tax credit option inteegative income tax (NIT), (St John,
1991).

If the intragenerational contribution is paid thgbutaking a NIT approach, the net
pension is paid as a negative tax from the IRD amdnstant 46 per cent tax rate is
applied to all other income. To have a similar &eipto the surcharge, there needs to
be an exemption of about $4,000. Once again faettvath little or no extra income,
the full net amount of pension ($9,546) is paidtesnegative income tax. For those
with other income, a new tax code would make shia¢ &ll income is taxed at 46 per
cent. At very high incomes, repayments under thE Wbuld begin to exceed the net
pension. For example, as Table 10.6 shows, at 8@Qtre would be a refund due at
the end of year reconciliation. Those with largeoimes may choose to retain the
standard tax scales for their earned income arel daakadjustment, if any, as an end

of year tax refund.

The final two columns of Table 10.6, show how a NEE at the net rate of pension of
$9,546 and an effective flat rate of tax of 46 pent on income over $4,000, closely
duplicates the impact of the surcharge. Gainslasgkes over the surcharge situation
are recorded in the final column. As with the taedit option there are marginal
differences, whose impact can be adjusted by adgugte exemption level. With the
NIT rate and exemption set as per the table, thezegains for those on very low-
incomes compared to the surcharge case (columhphiy.may be a selling point for

the acceptability of the policy by the retired agaup.

The cost saving from the surcharge was estimatée tround 10 per cent of the net
cost of NZS (Periodic Report Group, 1997a). In 200Re intragenerational
contribution funded by a NIT replacement for theckarge, if fully implemented for
all retirees might also save 10 per cent, or ardbd@Dm. One half of the proposed
ELA as with all other private pensions would be red for purposes of determining
liable income. With the costs of NZS expectedise to a net $9.5 billion by 2030,
providing the leakages discussed below are addtessesaving of $950m can be
expected. If the large younger baby-boom cohodyg &inger in the workforce as
labour shortages may demand, the saving via thagaherational contribution may

grow to be even higher.
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Only the intragenerational contribution from newtirees from the date of

introduction of the ELA would subsidise the prowisiof ELAs. The impost on those
who retired prior to 2010 could also be rationaliss a social insurance contribution
however, as it could provide the funding for theowal of asset testing for this group
(as they have been promised). Thus for all neweedi from 2010, a requirement to
use income and assets for long-term care shouldetzened, subject to reforms
outlined in section 4.4.3 to provide an additiomalentive to annuitise and protect

with long-term care insurance.

10.4.2 Income sheltering

A critical element in both this proposition andtire design of a reformed means test
for long-term care is how trusts and tax paid fuads to be treated. Despite the
removal of income testing for New Zealand Superation, the spectre of the need
for expensive long-term care and perhaps the feat tleath duties may be
reintroduced has fueled a growth in trusts amongedhabout to retire. Trusts can be
however a two-edged sword. On the one hand ifngjfto trusts is left too late, Work
and Income New Zealand may decide that there has deprivation of assets and
income for purposes of circumventing the means @stthe other hand, if setting up
the trust takes place early, an older person msg ¢ontrol of personal assets at too
young an age. There are also the not inconsideraidés of the setting up and
administrating the trust that should be balancearesg the perceived protection the

trust affords

In New Zealand, asset testing has not been usddefarZealand Superannuation and
is to be abolished for long-term residential carbs&dies. There has therefore been
little official attention to the issue. Frawley @® argued for a ‘look through rule’,
especially for discretionary trusts where controd aenjoyment of the assets is
retained. Under this rule income and assets helttusts would be attributed to
individuals for purposes of the means test. ¥ ttould be clarified it may also act as
a brake on the lucrative industry that has arisemirad setting up trusts. Indeed if
control by the settlor is maintained over the asBethe trusts, there is always the risk
that the rules will change one day along the litve$ Frawley has suggested. Such a
change could be achieved by changing the admitiistraules, without the need for

the time delays associated with new legislation.
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The Australians have had a much more stable histbnycome and asset testing and
are reviewing the treatment of trusts:
This proposed new treatment has been prompted déyntireased use of
private trusts and private company structures toingaocial security

entittements. A primary aim of the proposal isféoestall the continued
growth in the use of this strategy.

It also seeks to avoid a loss of public confideincthe system, which could
be expected if well-off and even wealthy people receiving taxpayer-
funded income support when they have the meanppweg themselves.

The proposed new means test treatment is seen ebyGdvernment as
helping to ensure an affordable, sustainable sose&tdurity system through
continued targeting of benefits to those most Edn€éNewman, 1999)

The Australian discussion is very much in the dioecof improving the integrity of
the means test:
Interposed structures— private trusts and private companies allow
people to transfer legal ownership of assets argbeiated income without

giving up control of the assets and the income.s Témables them to
circumvent the means test.

The Government proposes to use specially desigrstsl o “look through”
these interposed structures and identify who castifttem and the source of
their assets. These source and control tests wenddble ‘ownership’ of the
assets and income to be attributed to individuals the purpose of the
means tes{Newman, 1999)

What is being proposed in the ELA and the intragan@nal contribution is a major
reform with wide ramifications. The next sectionnsmlers the way in which the

scheme could be administered and the possibldghelprivate sector may play.

10.5 Institutional arrangements

The general discussion in previous chapters sugidkat without state intervention
the annuities market almost certainly will not depe There are some historical
precedents for the state acting as annuities peovid New Zealand as outlined in
sections 2.3.1 and 3.1 and it is time to reactiviaét concept. Because the ELA in
effect marries private insurance principles witoaial insurance approach, a separate
Crown Entity is proposed. A precedent of this tygbeCrown Entity is the Accident
Compensation Corporation (ACC), which is managedablyoard and has its own

funding source. Just as for ACC, private sectoolvement in the long run as the

243



scheme develops would not be precluded. The CromtityEfor purposes here is
named the ‘Enhanced Life Annuities Corporation’(EL)Aand would operate under
its own Act. As with Accident Compensation, a Rogalmmission process prior to
establishment of the ELAC may be required to engemdde public understanding of

the broad social objectives and principles ancttoeve multiparty support.

The ELAC could administer the revenue received frdime intragenerational
contribution and employ fund managers at arms letginvest the funds it receives
from the sales of the ELAs. As social insurancéeaathan private insurance, the
connection between funds and future payments doebsave to be fully actuarially
based but like the ACC the ELAs would be substiptipre-funded rather than
PAYG. The advantage is much more flexibility thas possible with a private
company. It may also be possible for the ELAC t@eta more aggressive investment
stance than individual companies would find prud&ather than confining the ELA
to an inflation-adjusted annuity, some measuredplistiment for real growth in the
economy may then be possible. Nevertheless, pripateiders could ultimately
provide and develop new variations of the ELA legvihe ELAC to regulate and to
underwrite the market in various ways, by for exlanpacting as the insurer of the
risk of excess longevity and improvements in lontyevn addition, the Reserve Bank
also needs to provide suitable inflation-indexeddso

The gender neutrality aim makes it more difficalt private insurers if they are to be
included in the ELA provision unless there is soreésurance mechanism that
compensates those companies whose pool has morenwibian men. This might be
either funded by ELAC, or from a levy on schemes thave more men than women.
Similarly, annuities could be adjusted on a fiveaye basis to reflect changes in
cohort longevity experience and changes in longrtesire demands. With luck, these
could operate to offset each other, thus peoplehtmiog living longer and taking

annuities for longer, but might be less likely teed long-term care as ‘ageing in
place’ policies reduce the incidence of long-tereapehdency. Who bears the risk
however is one of the design features to be deb#téxisuggested below that these
risks are carried not by adjustment to annuitiest by a subsidy using the

intragenerational contribution.

It is proposed that the ELAC would sell the ELAraiirees from the age of 65 and

invest the proceeds. State equity in any housisgtasused as part- payment for the
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ELA would appear on the ELAC’s balance sheet. knghent of privatisation of the
ELA provision, the ELAC may need to assist in somay with the housing
component of the purchase price. For example gteganand access to liquidity

might be provided.

If, as suggested, NZS was paid as a NIT, the nehga compared to a universal
taxable pension would be estimated and paid to Eh&C annually as the
intragenerational contribution. The purpose of mgkithe intragenerational
contribution explicit in this manner is to reinferthe social ownership of the scheme
and its social insurance nature. Looking at thet firanche of the baby-boom
retirement in the years 2010-14, there are expeotbée 170,000 retirees aged 65-69.
In constant dollars (2002), the gross cost of N&SHis age band will be around $1.9
billion. If the NIT or abating tax credit in plaggelds a 10 per cent overall return
(and it is expected to be higher given the weatith imcome of this group) there will
be approximately $190m in intragenerational conotidn revenue. This could be
applied to the set up costs of the ELA, the co$tadministration of the ELAC, an

education campaign and the costs of the variousidiels implied by the ELA.

10.5.1 Long-term care costs

The intragenerational contribution might also gateesufficient income to provide a
subsidy to allow for improving longevity and podsilbelative escalation in the costs
of long-term care. The remaining revenue from tlieagenerational contribution can
be allocated to meet the costs of long-term cardhfose who have few assets and
cannot be covered by the ELA. This could be arrdnge a PAYG basis with the
revenue contributing to the long-term costs of dader age group already in care.
Alternatively, it could be invested to provide prefling for each of the baby-boom
cohorts. This latter suggestion may be akin toveming the case for the New
Zealand Superannuation Fund, however, and raisesplem questions around
investment strategy. In the meantime, the taxpayest meet the needs of the old in
long-term care and these costs are unlikely toutlg fnet by the intragenerational
contribution from that population itself, being etd poorer and in greater need of

care.

If the excess intragenerational contribution revefmom the baby-boom cohorts is

used to meet the needs of the older group curremtlgng-term care, there are few
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apparent risks from the demographics of ageingafdeast 30 years. Once the baby
boomers enter their eighties and the demand fog-term care escalates, the
investments made by the ELAC should provide thearo&d life annuities needed for

much of their care.

The policy reform outlined in this chapter is basedthe assumption that if the old
pay more for their own social provisions, espegihg-term care, they will impose
less of a burden directly on the working-age pojaa It is true however that
inheritances may be lower. It is also based orafisaimption that there are significant
welfare gains from the provision of insurance fond-term care costs from the
perspective of the older person and their familidscombination of the ELA, New
Zealand Superannuation, together with a contribuffom general tax revenue will

obviate the need for catastrophic user pays catioibs.

The analysis here is partial and there is no attemymodel the supply of long-term
care. A wide study would consider the capital regaents, workforce skills, training
and technological advances of the industry. Whieré has been substantial
discussion about a national health strategy foeroftersons, few details have been
available on funding issues. One major policy dicechas however been signaled by
‘Ageing in place’. This strategy involves an intatgd service provision, from home
based to intensive residential care, with a viewniaimising the use of the latter
(Dyson, 2002; Ministry of Social Development, 2001)

The cost of long-term care depends on the typeud and can range from low level
care costing around $20,000 a year to residendigd costing around $50,000 (see
Table 4.3). An integrated approach to long-termeda likely to require different
levels of funding for different needs assessmexther than be focused on long-term
residential care exclusively. Thus the simplifiedl AE proposed in this chapter
requires further development to provide a suffitierflexible response to meet
different needs, especially if ‘ageing in placedyes to be a successful strategy. For
instance, the ELA may cover full-time or part-tithee-in care at home as the major

alternative to residential care.

It is not pretended that changing financial arrangets necessarily solves the
demographic realities, but the funding of speciid age costs from among the
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elderly as a group rather than from general taxemae may be an effective way to
reduce their average consumption expectations anndgie intergenerational equity.

10.6 Summary and evaluation

The life annuity provided by the ELA is welfare amnlcing by providing certainty of
income, access to otherwise illiquid resources &y ffor consumption needs,
protection from the longevity and investment risknd clarity about bequest
intentions. It solves the problem of people dyirthwinintended bequests and having
an unduly restricted retirement, while a guarangesod protects the old person’s
estate from early death. The proposed reform aglauges the welfare loss,
especially for middle-income retirees implied by tthemise of private pensions, and

the underdevelopment of the private annuities ntarke

Any disincentives to work or accumulate assets wride existing means-testing
regime for long-term care are likely to be moreridetntal to economic efficiency

than a slightly higher premium paid for a giver ldnnuity, especially since the risk
is to be spread over a large pool of people wholdvimsure at a relatively young age

such as 65.

The proposed ELA by ensuring that more people @ntpe cap of $36-40,000 per

annum of long-term care costs obviates the needlolishing asset testing. This new
source of funding will facilitate quality adjustntsrior long-term care. In the industry

current subsides are widely perceived as inadegaateremoval of asset testing may
only exacerbate this problem. The extra fiscal guess associated with the ageing of
the population will make it more difficult to in@se these subsidies.

In terms of the goals discussed in section 9.2h&, ELA enhances the ability
participate and belongthroughout the whole of a middle-income retiremelnt
improvesintergenerational equitypy making income shares fairer between working-
age and older populationBhe ELA facilitates consumption smoothing over tiamel

a degree of real income replacement for middlermeoetirees while sharing the cost
of healthcare and long-term care more equitablyregtbe working age population,
the older person needing care, and the retiredlatpo. Bothintergenerationakand
intragenerational equityare enhanced.
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The ELA meets the criteria ajender and marital status neutralityt offers an
alternative to the costly abolition of asset tegtiand thus improvediscal
sustainability. This becomes more important over time as the despbgc pressures
rapidly increase the fiscal cost of asset-test kahoBy reducing the number of
people affected by asset testing or the fear oétasssting, the ELA enhances
economic efficiencylt makes the goal of saving for a lump sum on eetignt more
attractive and should have positive impact on private provisioi.his thesis has
suggested that the over-taxation of employmentédbasgperannuation must be
addressed urgently. It may be feasible and sentbtmmpel employers to at least
offer the facility for a part of a worker’'s pay b® automatically deducted for their
private superannuation. Should employment supegdimmurecover employers may
find it attractive to offer schemes that make tlhiechase of a minimum level of the
ELA compulsory. In this way, within the voluntarggime, more people will buy the
ELA and adverse selection will be further reduced

The price of the ELA isome increasealdministrative costand loss osimplicity, but
those who might have faced asset testing will havenore certain and simple
outcome. On balance it is likely to be positivetbase criteria. The intragenerational
contribution can be costed annually and subsidigbé ELA made explicit meeting
the transparency and accountabilitiest. Political sustainabilityis dependent on
mulit-party agreement and reaching a new accord.thé ELA and the
intragenerational contribution was to apply onlynew retirees from 2010, while
removing asset testing and keeping universal pessior those who have already
retired, transitional equity might be ensured. To the extent that this denms a
improvement in living standards through accessh® ELA by those who have
already retired, some unfairness remains. Tradge-tfe phasing-in and timing need

wide debate.
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Appendix Chapter 10: The Enhanced Life Annuity

Table 10.7: Value of $1 Enhanced Life Annuity 10 ya& guarantee, (Male).

Age (| Probability of| Expected |1/(1+r)*n n NPV of $1 r Probability| NPV with long{NPV with lon¢{f NPV with
being alive | proportion annuity of needing|term care factqterm care factd long-term
after one yeaf alive at age long-term =2 =25 care factor|
care =3
65 1.000000 1.000000 0.01
66 0.979988 0.979988| 0.943396 1 0.943396| 0.02 0 0.94339628 0.943396 0.943B96
67 0.978057 0.958484| 0.889996 2 0.889996| 0.03 0 0.88999644 0.889996 0.889p96
68 0.975982 0.935463| 0.839619 3 0.839619| 0.04 0 0.83961928 0.839619 0.839p19
69 0.973703 0.910863| 0.792094 4 0.792094| 0.05 0 0.79209366 0.792094 0.792p94
70 0.971192 0.884623| 0.7472%8 5 0.747258| 0.06 0.01 0.7604790[L 0.76378¢ 0.767089
71 0.968384 0.856655| 0.704961 6 0.704961| 0.07 0.01 0.7170387 0.720058 0.723p78
72 0.965234 0.826872| 0.665057 7 0.665057 0.08 0.01 0.6760554p6 0.67880p 0.681H55
73 0.961711 0.795212( 0.6274]12 8 0.627412 0.09 0.01 0.6373908P 0.63988p 0.64238
74 0.957764 0.761626| 0.591898 9 0.591898 0.1 0.01 0.6009145f 0.603169¢ 0.605423
75 0.953323 0.726075| 0.558395 10 0.558395 0.02 0.5746122p 0.578661 0.582y21
76 0.948401 0.688611| 0.526788 11 0.362752 0.02 0.37726156 0.380889 0.384p17
77 0.942976 0.649344| 0.496969 12 0.322704 0.03 0.34206606 0.346907 0.351y47
78 0.937001 0.608436| 0.468889 13 0.285258 0.03 0.30237384 0.306653 0.310p32
79 0.930457 0.566123| 0.442301 14 0.250397 0.03 0.2654205} 0.26917Y 0.272p32
80 0.923327 0.522717| 0.417265 15 0.218111 0.04 0.23556029 0.2399238 0.244p85
81 0.915581 0.478589( 0.393646 16 0.188395 0.04 0.2034664f 0.207234 0.211p02
82 0.907200 0.434176| 0.3713¢4 17 0.161238 0.05 0.1773612Y 0.181392 0.1854123
83 0.898251 0.389999| 0.350344 18 0.136634 0.06 0.15302974 0.157129 0.161p28
84 0.888669 0.346580| 0.330513 19 0.114549 0.07 0.1305861] 0.13459% 0.138p05
85 0.878452 0.304454| 0.3118p5 20 0.09493 0.08 0.11011901 0.11391¢4 0.117y13
86 0.867472 0.264105| 0.294155 21 0.077688 0.1 0.09322563 0.09711 0.100994
87 0.855791 0.226019| 0.277505 22 0.062721 0.12 0.07777461 0.08153 0.085801
88 0.843315 0.190605( 0.261797 23 0.049900 0.14 0.0638719p 0.06736% 0.070858
89 0.829855 0.158175( 0.246979 24 0.039066 0.16 0.0515668% 0.054692 0.057817
90 0.815167 0.128939| 0.232999 25 0.030043 0.18 0.0408579p 0.043562 0.046p66
91 0.799190 0.103047| 0.21941 26 0.022651 0.2 0.08M16| 0.034542 0.036921
92 0.781423 0.080523| 0.207368 27 0.016698 0.24 0.02471291 0.02671Y 0.028y20
93 0.761809 0.061343| 0.19543 28 0.012001 0.2y 0.0d848 0.020101 0.021721
94 0.740020 0.045395| 0.184557 29 0.008378 0.3 0.0134048 0.014661 0.015918
95 0.716046 0.032505| 0.174110 30 0.005659 0.3 0.00905514 0.009904 0.010Y53
96 0.689484 0.022412| 0.1642p%5 31 0.003681 0.3 0.00588998 0.0064412 0.006994
97 0.660566 0.014804( 0.1549%7 32 0.002294 0.3 0.00367049 0.00401% 0.004859
98 0.628044 0.009298| 0.146186 33 0.001359 0.3 0.00217474 0.002379 0.002583
99 0.593583 0.005519| 0.137912 34 0.000761 0.3 0.0012178% 0.00133% 0.001446
100 0.556306 0.003070| 0.130195 35 0.000399 0.3 0.00063913 0.000699 0.000Y59
101 0.514170 0.001579| 0.122741 36 0.000194 0.3 0.0003100% 0.000339 0.000$68
Total r=0.01 14.84 15.64 15.84 16.04
Total r=0.02 13.55 14.21 14.38 14.55
Total r=0.03 12.43 12.98 13.12 13.26
Total r=0.06 9.83 10.17 10.25 10.34

Source: New Zealand Life Tables 1995-1997and Aighestimations
Note: Figures are shown in columns for case whefe(6
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Table 10.8: Value of $1 Enhanced Life Annuity 10 ya guarantee, (Female)

Age |Probability oj Expected| 1/(2+r)"n| n [NPVof$] r Probability NPV with lon¢- NPV with lon¢-{f NPV with
being alive | proportion annuity of needing|term care factqterm care factq long-term
after one yedmlive at age long-term =2 =25 care factoi]
care =3
65 0.01
66 0.988328 | 0.988328 0.9433p6l [0.943394 0.02 0 0.9433962 0.9433962 0.9433p6
67 0.987205 | 0.975688 0.8899p&2 [0.889994 0.03 0 0.8899964 0.8899964 0.8899p6
68 0.985948 0.961972 0.8396[L93 | 0.839619 0.04 0 0.8396193 0.8396193 0.8396)19
69 0.984580 0.947139 0.7920p4 | 0.792094 0.05 0 0.7920937 0.7920937 0.7920p4
70 0.983081 | 0.931114 0.7472p8& [0.747254 0.06 0.01 0.7611738 0.7646521 0.768132
71 0.981449 0.913841 0.7049p16 | 0.704961 0.07 0.01 0.7178450 0.721066] 0.7242B87
72 0.979682 | 0.895274 0.6650p77 [0.665057 0.08 0.01 0.6769653 0.6799423 0.682919
73 0.977764 | 0.875367 0.6274[128 [0.627414 0.09 0.01 0.6383967 0.6411424 0.643889
74 0.975701 | 0.85409¢ 0.5918p8&9 [0.591894 0.1 0.01 0.6020092 0.6045369 0.6070p5
75 0.973446 0.83141y 0.5583p8.0 | 0.558394 0.02 0.5769651 0.5816077] 0.58645
76 0.970779 0.80712%2 0.5267B81 | 0.42518% 0.02 0.4421892 0.4464410] 0.450693
77 0.967516 0.780904 0.4969p92 | 0.388084 0.03 0.4113702 0.4171915 0.4230}3
78 0.963594 | 0.752474 0.4688B43 [ 0.352789 0.04 0.3810124 0.3880682 0.3951p4
79 0.959037 | 0.72165]1 0.4423p14 [ 0.319187% 0.05 0.3511055 0.3590852 0.3670$5
80 0.953859 | 0.688358 0.4172p35 [ 0.287224 0.06 0.3216929 0.3303097 0.3389p6
81 0.948066 | 0.65260% 0.393646.6 [ 0.256894 0.07 0.2928608 0.3018521 0.3108§3
82 0.941659 0.614531 0.3713p47 | 0.228215 0.08 0.2647293 0.2738579 0.282986
83 0.934614 | 0.574349 0.3503448 [ 0.20122( 0.09 0.2374393 0.2464942 0.2555419
84 0.926869 0.532347 0.3305[L39 | 0.175944 0.1 0.2111370 0.2199344 0.228782
85 0.918302 0.48885% 0.3118P=20 | 0.152427 0.14 0.1951070 0.2057769 0.216447
86 0.908808 | 0.44427% 0.2941p21 [ 0.130684 0.18 0.1777329 0.1894946 0.2012p6
87 0.898291 | 0.399088 0.2775p22 [ 0.110749 0.22 0.1594786 0.171661 0.183843
88 0.886660 | 0.35385% 0.2617p23 [ 0.092634 0.26 0.1408104 0.1528534 0.1648p6
89 0.873855 | 0.309218 0.2469(24 | 0.07637 0.29 0.1206651 0.131738B 0.142812
90 0.859535 | 0.265784 0.2329p25 [ 0.061927 0.3 0.0990837 0.1083728 0.117642
91 0.843691 | 0.224239 0.21941 P6 0.04929 0.3 8WR2 0.0911866 0.09956p
92 0.826174 0.185261 0.2073p&7 | 0.038417 0.38 0.0676142 0.0749134] 0.0822]3
93 0.806974 0.149501 0.19563 $8 0.029p47 0.42 0.0538142 0.059956 0.066098
94 0.786163 | 0.117532 0.1845p29 [ 0.021691 0.46 0.0416473 0.0466363 0.0516p5
95 0.763668 | 0.08975% 0.17411 B0 0.015p27 0.5 0.0312546 0.0351615 0.039048
96 0.739408 | 0.066366 0.1642p31 [ 0.010901 0.52 0.0222378 0.0250721 0.027996
97 0.713152 | 0.047329 0.1549p82 [ 0.007334 0.54 0.0152546 0.0172348 0.0192}5
98 0.684898 | 0.03241% 0.1461BB3 [ 0.004739 0.56 0.010046 0.0113729 0.012]
99 0.654770 | 0.02122% 0.1379[L134 [ 0.002927 0.58 0.0063226 0.0071715 0.00802
100 0.621695 0.01319% 0.1301p35 | 0.001717 0.6 0.0037769 0.0042919 0.004807
101 0.585938 0.007732 0.12274AB6 | 0.000944 0.6 0.0020878 0.0023725 0.0026%7
102 | 0.546667 | 0.00422y 0.1157P37 [ 0.000489 0.6 0.0010767 0.0012235 0.00137
Total r=0.01 17.3 19.43 19.96 20.49
Total r=0.02 15.56 17.29 17.72 18.15
Total r=0.03 14.1 155 15.85 16.2
Total r=0.06 10.8 11.58 11.78 11.97

Source: New Zealand Life Tables 1995-1997 and Alstlestimations
Note: Figures are shown in columns for case whefe06
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11 Conclusion and recommendations

This thesis began in Part | by covering the wideepvof the history of pension
provision in New Zealand. The New Zealand pensiadehcomprising New Zealand
Superannuation, a flat rate universal pension avldntary saving is unique, and
stands in stark contrast to the conventional wisdbthe World Bank and the current
trends in international pension reforms. Nevert®lehis thesis concludes the New
Zealand model is credible and indeed, offers a rmund§ advantages over other
approaches in light of the impending demographitt ak the baby-boom generation

enters retirement between 2010 and 2030.

Yet, fundamental problems have been described, sdmeéhich are inherent in the
model, others that reflect poor design and/or pgoglementation. The decline in
employment-based superannuation, for example, cteflean large part poor
implementation of the voluntary model, which regsirfor its success a strong
education programme and the achievement of germaaeeutrality’®™ In contrast
many other countries, either through mandatoryngeeents or subsidisation have
been endeavoring to increase their work-based giong because they can be one of
the most efficient ways to help people accumulaigrement saving. Chapter 3
concluded that the trend away from employment-basegerannuation in New
Zealand is unsatisfactory and, at very least, requurgent tax reform to restore

neutrality.

Part | detailed the profound events affecting theuanulation phase for retirement
saving, internationally as well as in New Zealahte shift from defined benefit to
defined contribution schemes is one clear trendh e implications for fewer
pensions in the future and higher risks for indists. Another is the aftermath of
pension scheme collapses in companies such as Emrtime US, and a highly
uncertain equities market that may not recoverilgédm a world-wide decline that
began in 2000. The neglect of the policy issuesiratoproviding access to saved
resources during retirement has left many middésime people anxious and
vulnerable. In particular, this thesis has argusat tmiddle-income people in New

205 Tax neutrality is used here in the sense of mgatll saving the same in a T/T/E environment.
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Zealand have been deprived of suitable mechanisthsakich to annuitise sufficient
of their wealth to provide a reasonable incomeaegent for the whole of their

retirement period.

The disadvantages of current arrangements for teri@anuities are obvious. Private
annuities currently in force in New Zealand arera¢able, inflexible, and have a
fixed nominal value, putting the purchaser at msth an instrument whose term may
be as much as 30-40 years. The locking-in to ooeiger and the risk of the provider
being bankrupt are high in a lightly-regulated istiy. The annuity determination
locks in the current after-tax interest rate, whitlay make the purchase of the
annuity somewhat of a lottery. The use of seleeteuuitant mortality rates reflects
good insurance practice but further encouragesrad\selection effects. This is borne
out by the analysis in chapter 3 which indicateat #mnuities in New Zealand are not
good value for money for most of the general pdputa due to large adverse
selection effects in a small market and high coatlings. Another factor is the tax
disadvantage of annuities for the majority of extipeople who do not pay the 33 per
cent income tax rate. Under the assumptions useathapter 3, retail annuities are
sold at approximately 20 per cent above their Nesént Value which, even allowing
for adverse selection, suggests relatively highleea&ds. The downward trend in the
Money Worth Ratios (ratio of the NPV to the annigitgrice) estimated in chapter 3,
is symptomatic of a poorly functioning and unattiise market where the trends

suggest there will be no spontaneous recovery.

Historically New Zealand has been a nation of priypdraders with a strong

predilection for investment in residential housifdnis has been reinforced by the
favourable tax treatment of housing compared terotbrms of saving. The outcome
has been that many people enter retirement witjuid capital and little opportunity

to access the equity in their own homes to enhtreieliving standards. As is largely
the case in other countries, the discussion in telna$ indicated that the reverse
mortgage market in New Zealand is very underdewalaggnd there is little evidence

that it could ever develop significantly if it isft purely to the private sector.

Along with other OECD countries, there is a growiglisation of the increased
health and long-term costs expected with an ag@aopulation. Few countries,
including New Zealand, have paid much attentionthis aspect, either from the

perspective of the individual who is affected arwkit families, or from the
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perspective of how the burden of this cost is tshared and the fiscal implications.
Chapter 4 concluded that the proposed legislababblish asset-testing of long-term
care is inappropriate. This is not to argue thatesu arrangements could not be better
designed, but the expectation that those who ctordato pay should contribute
significantly to the costs of their care should betrelinquished, especially in light of
the coming fiscal explosion in the costs of sucteance the baby-boom generation
enter their eighties. What is required is a meansvbich insurance can share the

costs of long-term care more fairly among the eétias a group.

With respect to gender concerns, while women aaed well with flat-rate universal
NZS, they face particular risks in the private psmns of annuities and private
financing of long-term care. On average they lieager than men, they reach
retirement with lower average additional extra sgsi and are far less likely than
men to have access to a private pension, and amadee likely to need long-term
care. Middle-income women in particular may be eudtble for long periods of their

old age to the risks of inflation, poor returns aedlining living standards.

The private market for insurance for the risks wf age cannot be relied on. The
inherent limitations of such insurance are appabetih for annuities and long-term
care insurance. Thus the challenge for policy-makerto design policies for the
decumulation phase of retirement saving that arst-efficient, equitable and
consistent with people’s preferences, at the same addressing the needs of the

retired population holistically, including that méeding long-term care.

This challenge has been taken up in this thesisleUthe proposed Enhanced Life
Annuity (ELA) together with an ‘intragenerational ordribution’, welfare
improvements for middle-income baby-boom cohorts @early possible, as well as
improvements in both intragenerational, intergeti@nal and gender equity. The
ELA combines a life annuity with long-term care urence, with all elements
inflation-indexed. Some of the market failures aiincentives inherent in both the
annuities market and private insurance for longiteare are overcome in the joint
product with particular advantages for women. Iditoin the ELA offers a simple
mechanism for people to unlock some of the equigythold in their own home
where this is appropriate. In the scheme envis&ged, because of the poor state of
the current annuity market, the small populatiosebaf New Zealand, and inherent

market failure problems, the government itself mieiatl the reform process.
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With respect to reform of retirement income arrangats, it is clearly easiest to build
on the existing set of policies unless currentrageanents are totally deficient and
unsustainable. This thesis corroborates the coodus the Periodic Report Group
1997 which found that the basic New Zealand systesound but that parametric
changes will be necessary over time. One of ttie Appreciated consequences of the
New Zealand approach, however, is that a tax newagpproach precludes the
government’s right to regulate the form of retireneaving for social purposes.
While this thesis has found no justification foropting a compulsory Pillar 11, such
as the World Bank have promulgated, the opportunitiegislate for the purchase of
an annuity from the retiree’s lump sum has beeagone.

This thesis has argued that government intervenisomeeded on a number of
different fronts to improve welfare outcomes. Whileere are sound reasons to
maintain the tax-neutral voluntary saving regimasitargued that there should be
explicit subsidisation of life annuities at age 6By leaving subsidisation to the
decumulation phase, costs can be transparent aplitiesocial objectives can be
addressed. The subsidy also provides some leveragrethe products which may

emerge from private market participation in the Enarket by permitting regulation.

Institutional arrangements are likely to require Wisdom of a Royal Commission to
determine how the scheme is to be structured amihéstered. Chapter 10 suggested
a Crown entity might be established and known a&s ‘Bnhanced Life Annuity
Corporation’ (ELAC). The proposal would see the ELAccept lump sums from new
retirees aged 65 and supply immediate, inflatiatexed, gender-neutral annuities, or
similar deferred annuities at the age of 70.

A critical and compulsory feature of the ELA is timsurance protection it offers for
long-term residential care. The ELA increases bgredetermined multiple on the
assessment of the need for such care to enableafiped fee to be met without the
accelerated draw-down of assets. The cost of suslrance is low because of the
young age at which it is purchased and the widdipgof risk the ELA implies. The

quasi-social insurance nature of the ELA allowsrentents for long-term care to
reflect changing relative prices over time if negey, and is adaptable to other
changes in the delivery and nature of such careeByving the fear of catastrophic

expenditure in old age, the ELA has the potentatrthance welfare not only of the
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older person, but also of their families, and tduee the inappropriate use of family

trusts.

As with the New Zealand Superannuation Fund, theagament and investment
decisions of the ELAC can be at arms length by B&peed private sector people.
Unlike private providers, the Crown does not havede an immediate profit as it can
take a long view with social goals in mind. In thegard it can accept equity in
illiquid residential property as part of its potito of assets to back the ELA.
Nevertheless, there may well be a role for othewiders over time, with the state
offering insurance for some of the uncertaintiest tprivate providers facé.

Eventually one would expect product innovation éone from the private sector, for
example, profit-sharing annuities in which the isiveent risk is shared between

provider and investor on an agreed basis.

The subsidy for the proposed ELA is funded from étired themselves through an
intragenerational contribution. The intrageneratiocontribution is the cost savings
that arises from treating New Zealand Superannoiadither as an abating tax credit
or a negative income tax. This provides a progvessiawback facility, comparable
to the old surcharge, but is significantly differ@mits presentation. The arrangement
is much more progressive than a flat-rate socia@ursly tax on New Zealand
Superannuation and does not impose a cost onrghé fileciles of retirees.

The strength of the economist’s dependency modemmed in Part 1l lies in their
ability to predict the impact of parametric changese the objectives of a scheme
have been determined. That is, they do not maler@aisist society in making what
are essential normative judgements. It has beguedrin this thesis is that these
normative judgements cannot be ignored as thewtlithe heart of public pension
policy. This thesis has emphasised the concepitsj@ériod intergenerational equity,
intragenerational equity, and intergenerationaletelence drawing the conclusion
that pension policy must achieve a fair and widalgeptable standard of living for all
age groups. Intragenerational equity is enhancethbyELA by sharing longevity
risks among the older aged group, and by the pssgre funding of the subsidies for
the ELA through the intragenerational contribution.

208 Among these is the improvement in longevity riskam indebted to discussions with Michael

Littlewood and Michael Chamberlain on these issues.
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Part | of this thesis especially chapter 2 outlirted fraught political history of
superannuation policy making in New Zealand. Theslof the Accord after its
painful negotiation in 1993 has been particularlyisive. The surcharge, it was
argued, was one of the elements that held the Actomgether, because it acted as a
compromise between entrenched views on universaliy minimalist safety net
provision. There are now intergenerational concénas bode ill for the future that
arise because universal and generous pensionsiaréopall aged over 65 regardless

of income or wealth in an otherwise tightly-targkteelfare state.

The lesson to be learned from New Zealand’s pdbegnation history is that sudden
unilateral shifts in pension policy are unlikely be successful. The latest of these
moves has been the introduction of the New Zeatupkrannuation Fund which has
raised many controversies including concerns aromtetgenerational equity. To
restore the integrity of the New Zealand model, lael blood of the past and the
failed Accord process needs to be exorcised. Thet golitical cycle requires that
there is buy in from all the leading political past With goodwill and vision this
should be possible. The Periodic Report Group (hp%uggested a path to re-
establishing an accord process. This advice shobeldrevisited. The six-yearly
Periodic Report Group process, which appears te fh&en substantially diluted for
the 2003 review, must be given a higher profile amling. It is to be hoped that a
statutory body, such as the Retirement Commiss®®dfice might begin to provide
New Zealand with a much-needed focus for reseanth debate on pensions and
annuities. Within such a stable political framewottke role of the ELA could be
examined and may offer all parties in governmentredible reason for putting

superannuation accord above party politics in mberésts of the whole country.

In early 2003 there remains just seven years betioeefirst of the baby-boom
generation retires. This thesis suggests that sathe time for New Zealand to give
annuities their rightful place in the retirementome mix. The way forward involves
recognition of the special character of the riskd ancertainties of old age, and the
creative role that principles of social insuranoealed with private provision might
play. As with other innovations of the past in N&®aland’s social and political
history some bold new thinking is required to mak®muities a valuable part of the

retirement package and be a source of nationat jdl political unity.
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