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We've covered off the points that guaranteed withdrawal benefit
plans provide guaranteed income while continuing to offer investors
the opportunity to invest in the market. Investors understand that
these guarantees come with fees. Investing and performance are
not free of the effects of emotion. Investing also comes with a lot

of moving parts and people may be uncomfortable or unable to
handle this on their own. Two questions that come up are these;

Am | locked in to getting a fixed amount of income no matter

how my portfolio performs with one of these plans? And are these
guarantees fixed on my initial deposits?

Investor behaviour

Studies and experience have shown that investor behaviour is frequently
erratic, emotionally driven and inconsistent with illustrations of products
performing under set assumptions. This combination leads to performance
experience that is often lower than illustrations and examples.! When

you couple this with a growing conservatism of an aging population,
nearing or in retirement, stung by market performance, then you have

an environment that welcomes products that offer guaranteed, lifetime
income with upside potential. These product types become even more
attractive when the administration of those product packages sits with
the issuing companies. They provide an administrative system designed
and put in place for people who aren't prepared on their own (or with

a qualified advisor) to assemble customized investment packages and
subsequent withdrawal streams, monitor performance and assume all the
risk themselves.

One thing we have all learned since 2008 is that investors' risk tolerance
to market volatility is much lower than they estimated. Much of that is due
to the fact that people experienced negative volatility. Positive volatility
describes scenarios where rates of return fluctuate, perhaps widely, but
overall performance tends to remain positive, i.e. investors experience
positive rates of return. Market and product performance since 2007
experienced volatility where rates of return not only fluctuated widely,

but where overall performance measured by rates of return was negative.
The fear of loss is a much stronger motivator than the chance of gain,
particularly when the stakes get large.

! Source: Behavioral Economics and Investor Protection 2013; Emotion and Decision Making, 2015
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Setting and resetting the safety net

One of the concerns with retirement products is that
once the income flow starts, they are not designed

to keep up with the consumer price index (CPI) and
especially the cost of living for retirees. The impact of
inflation can be very different for a retiree compared to
the general population. Another concern is that even
with these plans, retirees still face longevity risk once the
guarantees have been exhausted and all the promised
money has been returned. Both of these concerns
highlight the desire for real versus nominal income.

Let's go back to guaranteed minimum withdrawal benefit
plans. The Income Base is the total of all deposits, minus
any withdrawals, plus any increases from Income Base
Resets and Income Base Bonuses. The Income Base value
is used to determine the Lifetime Withdrawal Amount —
the guaranteed retirement income going to the investor.
The Income Base does not impact the market value of
the investments and is not available for withdrawal. When
an investor purchases a Guaranteed Minimum Withdrawal
Benefit plan, the Income Base will be increased by

4-5% every year for the first 20 years, depending on the
particular contract that was purchased. (including the
year of the purchase), provided no withdrawals are made
during that calendar year. Remember that the annual
Income Base Bonus is not a guaranteed rate of return, has
no cash value, and is not available for withdrawal.

Issuing companies, like Empire Life have introduced plans
that step-up or reset the guaranteed base that is used

to calculate the withdrawal benefits. These resets occur

on contract anniversaries, typically every three years but
ranging from quarterly to every five years. Some plans even
guarantee this stepped-up income flow for a couple for
life, providing the additional benefit of longevity insurance
when investing non registered monies.

Each reset increases the Income Base and the resulting
retirement income amount. If the market value of the
underlying investments is higher than the current Income
Base, the new amount is locked in and will not decrease,
except for withdrawals made by the investor. Locked-in
investment growth may increase guaranteed retirement
income, which is important to help offset inflation. This
step-up or reset feature addresses worries about market
downturns and outliving money. It also helps to keep the
guarantees relevant.
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Once the income stream begins, a reset feature may
boost the income base and the resulting income if the
market value is greater than the initial deposit (100,000
in this ongoing example or a subsequent higher market
value at the time of the reset). The reset is calculated
every three years for an Empire Life Class Plus 3.0 plan. If
the market value of the policy is greater than the current
income base, the income base will be reset to equal the
market value of the policy.

The annual payment will be increased by the stipulated
percentage of that income base as contained in the
contract. If the market value is not greater than the
income base, then the payment is guaranteed to remain
at its current level (54,000 in this ongoing example). Upon
the death of the policyholder, the remaining account
value, if any, belongs to the estate or a named beneficiary.

Income base bonus increases asset size
used to calculate guaranteed lifetime
income stream

Analysis of the reset feature by York University?. and
others brings up some important considerations.
Although the retiree can certainly expect to receive a
step-up or reset and the median amount withdrawn
does increase over time, there is at least a 25% chance
that the policyholder will experience no resets during
the first 10 -12 years of the policy. The probability of no
reset is even higher if equities form a small percentage
of the investments in the plan. A healthy allocation in
equities within the underlying portfolio is critical for
the reset feature to actually keep up with the inflation
rate experienced by retirees. However, investors may
be uncomfortable or ill-suited to holding a higher
percentage of their holdings in equities which do
experience higher volatility. Here again, low or negative
returns that occur in the retirement risk zone may boost
the chance that resets will help if investors had held a
significant amount of equities in their portfolio over the
years up to that time.



Another important by-product is the concept of an In a portfolio without guaranteed withdrawals, a

optimal asset allocation within a vehicle that offers a significant allocation to fixed income bonds acts to
guaranteed minimum withdrawal benefit. Preliminary protect future income withdrawals from downturns in
research by York University® seems to indicate that the equity market. This allows little or no opportunity
when investors are protected from prolonged negative for growth. The guarantees in a guaranteed minimum
returns during retirement in a guaranteed minimum withdrawal benefit plan provide that same protection.
withdrawal benefit structure, they can comfortably and If the market declines, a rational and patient investor
rationally accept more financial market risk for a given relies on the guarantee to support higher, future income
risk tolerance level. The study found that optimal investor  needs. The investment portfolio should be structured
behaviour is to select the maximum allocation to equity to maximize exposure to equities in order to provide an
that is allowed by the terms of the particular contract. opportunity for growth.

? (Asset Allocation and the Transition to Income: The Importance of Product Allocation in the Retirement Risk Zone;
Moshe A. Milevsky and Thomas S. Salisbury, Huang, Milevsky and Salisbury (2006))

5 Ibid

Peter Wouters
© 2020 by Peter A Wouters

Related articles and resources

GWB Order to Disorder series 1 of 7: The Risk of Longevity

GWB Order to Disorder series 2 of 7: Rate of Return and Impact on Accumulation vs. Withdrawal periods

GWB Order to Disorder series 3 of 7: When did you get on the rate of return cycle

GWB Order to Disorder series 4 of 7: What is a Guaranteed Withdrawal Minimum Benefit (GMWB)?

GWB Order to Disorder series 6 of 7: Calculating guaranteed retirement income

GWB Order to Disorder series 7of 7: Many Protective Features, Benefits & Advantages

This document reflects the views of Empire Life as of the date published. The information in this document is for general information purposes only
and is not to be construed as providing legal, tax, financial or professional advice. The Empire Life Insurance Company assumes no responsibility for
any reliance on or misuse or omissions of the information contained in this document. Information obtained from and based on third party sources are
believed to be reliable, but accuracy cannot be guaranteed. Please seek professional advice before making any decisions.

A description of the key features of the individual variable insurance contractis contained in the Information Folder for the product being considered.
Any amount that is allocated to a Segregated Fund is invested at the risk of the contract owner and may increase or decrease in value.

FOR ADVISOR USE ONLY

© Registered trademark of The Empire Life Insurance Company. Policies are issued by The Empire Life Insurance Company.

The Empire Life Insurance Company
259 King Street East, Kingston, ON K7L 3A8

Insurance & Investments — Simple. Fast. Easy.’ ‘q Empll‘e

empire.ca info@empire.ca 1877 548-1881 Life
INV-2784-EN-07/20


https://www.empire.ca/docs/pdf/INV-2780-STEPUP-Newsletter-Series1-EN-web.pdf
https://www.empire.ca/docs/pdf/INV-2781-STEPUP-Newsletter-Series2-EN-web.pdf
https://www.empire.ca/docs/pdf/INV-2782-STEPUP-Newsletter-Series3-EN-web.pdf
https://www.empire.ca/docs/pdf/INV-2783-STEPUP-Newsletter-Series4-EN-web.pdf
https://www.empire.ca/docs/pdf/INV-2785-STEPUP-Newsletter-Series6-EN-web.pdf
https://www.empire.ca/docs/pdf/INV-2786-STEPUP-Newsletter-Series7-EN-web.pdf



Accessibility Report



		Filename: 

		INV-2784-STEPUP-Newsletter-Series5-CORRECTED-EN-web.pdf






		Report created by: 

		Akram Alizadehheidary


		Organization: 

		





 [Personal and organization information from the Preferences > Identity dialog.]


Summary


The checker found no problems in this document.



		Needs manual check: 0


		Passed manually: 2


		Failed manually: 0


		Skipped: 2


		Passed: 28


		Failed: 0





Detailed Report



		Document




		Rule Name		Status		Description


		Accessibility permission flag		Passed		Accessibility permission flag must be set


		Image-only PDF		Passed		Document is not image-only PDF


		Tagged PDF		Passed		Document is tagged PDF


		Logical Reading Order		Passed manually		Document structure provides a logical reading order


		Primary language		Passed		Text language is specified


		Title		Passed		Document title is showing in title bar


		Bookmarks		Passed		Bookmarks are present in large documents


		Color contrast		Passed manually		Document has appropriate color contrast


		Page Content




		Rule Name		Status		Description


		Tagged content		Skipped		All page content is tagged


		Tagged annotations		Passed		All annotations are tagged


		Tab order		Passed		Tab order is consistent with structure order


		Character encoding		Passed		Reliable character encoding is provided


		Tagged multimedia		Passed		All multimedia objects are tagged


		Screen flicker		Passed		Page will not cause screen flicker


		Scripts		Passed		No inaccessible scripts


		Timed responses		Passed		Page does not require timed responses


		Navigation links		Passed		Navigation links are not repetitive


		Forms




		Rule Name		Status		Description


		Tagged form fields		Passed		All form fields are tagged


		Field descriptions		Passed		All form fields have description


		Alternate Text




		Rule Name		Status		Description


		Figures alternate text		Passed		Figures require alternate text


		Nested alternate text		Passed		Alternate text that will never be read


		Associated with content		Passed		Alternate text must be associated with some content


		Hides annotation		Passed		Alternate text should not hide annotation


		Other elements alternate text		Passed		Other elements that require alternate text


		Tables




		Rule Name		Status		Description


		Rows		Passed		TR must be a child of Table, THead, TBody, or TFoot


		TH and TD		Passed		TH and TD must be children of TR


		Headers		Passed		Tables should have headers


		Regularity		Passed		Tables must contain the same number of columns in each row and rows in each column


		Summary		Skipped		Tables must have a summary


		Lists




		Rule Name		Status		Description


		List items		Passed		LI must be a child of L


		Lbl and LBody		Passed		Lbl and LBody must be children of LI


		Headings




		Rule Name		Status		Description


		Appropriate nesting		Passed		Appropriate nesting







Back to Top
