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Dear Sir/Madam, 

Consultation: Capital settings for longevity products 

The Actuaries Institute (the ‘Institute’) welcomes the opportunity to respond to the Australian Prudential 

Regulation Authority (‘APRA’) Consultation Paper outlining proposals designed to improve the capital 

framework for annuity products (‘Consultation Paper’).  

The Institute is the peak professional body for actuaries in Australia. Our members work in a wide range 

of fields including insurance, superannuation, investments and retirement incomes, banking, enterprise 

risk management, data science and AI, climate change impacts and government services. The Institute 

has a longstanding commitment to contribute to public policy discussions where our members have 

relevant expertise. The comments made in this submission are guided by the Institute’s ‘Public Policy 

Principles’ that any policy measures or changes should promote public wellbeing, consider potential 

impacts on equity, be evidence-based and support effectively regulated systems. 

The Institute believes that many Australians retirees could enjoy higher standards of living if lifetime 

income products such as annuities played a larger role in the retirement system. When considered 

among the mix of product solutions for funding retirement, annuities distinctly deliver a guaranteed 

income stream. We therefore see annuities as an effective option for retirees wanting to increase 

confidence and manage the risk of exhausting their own financial resources during retirement (longevity 

risk).  

Australia’s annuities market is currently small compared to the size of Australia’s broader retirement 

income system and we share APRA’s commitment to removing unnecessary obstacles that impede the 

development of more innovative and competitively priced longevity products. This will better support the 

Australian insurance market in being an attractive and internationally competitive location for investors 

to deploy capital, including the annuity market (consistent with the Australian Government’s objective of 

expanding options for retirees to manage longevity risk). 

We strongly support APRA’s initiative to improve the current capital framework by adjusting capital 

requirements for these products through a redesigned, market-sensitive illiquidity premium and 

rewarding sound risk management practices. We believe this is an appropriate approach that protects 

policyholders’ interests. 

To inform the detailed design, we offer our suggestions for how APRA’s proposals could be refined to 

align more closely with well-developed regimes and markets globally, in particular the balance between 

a prescriptive vs principles-based approach, the design and applicability of the illiquidity premium, and 

appropriate risk control settings. In addition, we see a further need for more holistic alignment and 
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greater integration between APRA’s capital framework for life insurers (LAGIC1) and broader 

Government policy on retirement (e.g. announced targeted improvements to the existing innovative 

income stream regulations), including as they evolve. 

We recommend: 

• Stronger alignment to comparable international jurisdictions regarding the level of 

illiquidity premium allowances, as well as the risk-sensitivity of these allowances. 

We agree with APRA’s observations in the Consultation Paper that LAGIC imposes relatively 

higher capital requirements for annuity products than other comparable jurisdictions. 

International developments since the introduction of LAGIC, for example the matching 

adjustment provisions under Solvency II and discount rates utilising supporting asset spreads for 

eligible liabilities under the International Association of Insurance Supervisors (IAIS) Insurance 

Capital Standard (ICS), have created a sizable gap between Australia and other comparable 

jurisdictions in this area, which continues to widen2. 

• Specific benchmark/reference indices used to derive the illiquidity premium should be 

reflective of the portfolio characteristics of an individual insurer. 

The benchmark/reference indices should be able to be constructed (with appropriate discretion 

given to the Appointed Actuary) based on its suitability, primarily having regard to: 

o being investable and providing a reasonable representation of the characteristics and 

expected spreads achievable by the underlying investment assets in the insurer’s 

portfolio;  

o having an appropriate duration matching that of the insurer’s liabilities; and  

o having an appropriate level of diversification.  

We believe allowing a level of discretion is important as it acknowledges the different stages of 

development that insurers may be in. The level of discretion permitted could be tied to the 

demonstration of a sufficient standard of capability and risk controls by the insurer. 

Regardless of whether the benchmark/reference indices are prescribed, we do not believe the 

benchmark/reference indices should be restricted to those with securities exclusively issued in 

Australia (which offer more limited opportunity to meet the above factors). 

• The risk adjustment deducted from the spread on the benchmark/reference index should 

reflect a prudent (but not overly conservative) allowance for losses from defaults and 

downgrades of assets over the term of the book of annuity business, and should be 

insensitive to short term market movements in the value of the spread.  

On this basis, our view is supportive of APRA’s proposal that the risk adjustment be expressed 

as a percentage of long-term spreads (rather than the other option of a factor applied to the 

prevailing spread). We believe this is critical, otherwise the resulting illiquidity premium will not 

be appropriately market sensitive and will retain a material portion of the pro-cyclicality under the 

existing LAGIC framework. 

 

1 Life and General Insurance Capital (LAGIC) is APRA’s capital framework for life insurers and general insurers. 
2 E.g. Solvency II in the EU, and equivalent proposals in the UK creating ‘Solvency UK’. 
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Appropriate consideration should be given to the distinction between illiquidity premium 

allowance in the capital base (LPS 112) and a stressed allowance to reflect the associated risks 

(LPS 114), consistent with other assumptions under the LAGIC framework.  

• The level of additional risk controls and governance (including any Appointed Actuary 

attestation requirements) should be commensurate with the level of risk not already 

reflected in the amount of capital held and proportionate when compared to key peer 

jurisdictions. 

Other jurisdictions provide a reference point around the trade-off between risk controls and 

capital treatment. The Consultation Paper’s potential changes include an illiquidity premium of 

50% - 65% of A spreads, which is broadly comparable in quantum to both the Volatility 

Adjustment under Solvency II and the Standard Approach under the Bermudan capital regime. 

In both cases however, these approaches in their respective regimes entail moderate 

requirements in respect of risk guardrails, largely around liquidity management. In addition to 

these ‘basic’ approaches, both regimes also make available a more advanced, risk-sensitive 

approach with higher thresholds in respect of risk management, cashflow matching and reporting 

requirements and correspondingly lower resulting capital requirements.  

Our view is that the proposed risk controls in the Consultation Paper are broadly suitable for a 

risk adjustment that is expressed as a prescribed percentage of the long-term average spread 

based on an appropriate index that is reflective of an insurer’s asset and liability portfolio, but too 

onerous if the risk adjustment is expressed as a percentage of current spreads. We consider the 

appropriate level of controls should ultimately be driven by the final formulation of the illiquidity 

premium. 

We recommend that when assessing the appropriateness of a proposal, APRA should consider 

the relativity to comparable jurisdictions across the capital requirements and risk controls of that 

proposal on a holistic basis. 

• The products where an illiquidity premium (and associated risk guardrails) applies in the 

valuation of the liabilities under LPS 112 should be determined via a principles-based 

assessment of illiquidity rather than applying to a specified list of products.  

The majority of lifetime income streams sold in Australia are sold with a death benefit and 

consequently can be surrendered. Despite having a surrender benefit, these liabilities can often 

be considered illiquid due to the level of surrender penalties and other product features designed 

to comply with the Capital Access Schedule and that disincentivise early withdrawal. However, 

the current LAGIC framework is restrictive in terms of defining a narrow list of criteria a product 

must meet to qualify. 

We believe a principles-based approach is best suited for the current context and navigating 

future industry developments, especially in the context of innovation that is occurring in retirement 

income. This includes non-annuity insurance liabilities that are classified as being highly illiquid 

on similar principles (e.g. Disability Income Disabled Lives Reserves), noting that disabled lives 

reserves are considered illiquid by other capital regimes including ICS. 

• A strong step towards a principles-based philosophy, with a sound and functional basis. 

We note APRA’s comments in the Consultation Paper that the current small size of Australia’s 

annuities market suggests that substantial changes to the current framework are not justified at 

this time. While we acknowledge the current size of the market is a factor, we do not believe it 

should be a major determinant of the resulting impact of the changes or approach in light of the 

need for growth in the market to support the Government’s objective of expanding options for 
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retirees. Prudential settings can influence market capacity and scale to meet the funding needs 

for an ageing population and to accommodate any policy changes to encourage more Australians 

to manage their longevity risk. 

We consider that a similar construct to more principles-based regimes in respect of the illiquidity 

premium, such as Solvency II (including in particular the Matching Adjustment), ICS (with its 

approach to assessing liability characteristics to determine the appropriate discount rate to value 

liabilities) and corresponding risk guardrails, represents an appropriate capital basis for lifetime 

income streams in Australia in the longer term, for which the changes currently being proposed 

are an important first step.  

• In time APRA should consider a range of other changes to the LAGIC framework for 

annuities to increase the availability of retirement products to retirees. 

The current illiquidity premium represents one of several areas of the current standards that could 

be re-assessed to enhance the ability of insurers to develop retirement products and bring them 

to market, including adjustments to asset concentration levels in LPS 117 to enable insurers 

improved access to global reinsurance capability, allowing a principles-based assessment of 

insurance stress margins and asset correlation factors, and the termination value basis specific 

to annuities (refer to our response to Question 9 in the Attachment).  

We set out in the Attachment our specific responses to the questions in the Consultation Paper.  

The Institute may be contacted to discuss this submission. If you would like to do so, please contact the 

Institute via ( )  or . 

Yours sincerely 

(Signed)  

Chief Executive Officer
































