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A High Wire Act

Leverage and the Guaranteed Minimum Withdrawal Benefit
Plan

The following analysis and commentary is aimed at some of the finer points of financial leverage within the
context of the new Guaranteed Income Withdrawal Benefit plans. It would appear that some in the insurance
community are recommending that “investors in the retirement risk zone” have “good reason” to borrow to
invest in guaranteed minimum withdrawal bonds.

The object of this analysis is to look more deeply at the impact of costs and risks of this strategy for a range
of different returns. In short to look at the wider issues often ignored in sales and marketing presentations.

The example discussed here is drawn from a specific case. This document also notes the very loose
disclosure of the risks and the costs of a leveraged GMWB exercise and, the predominant focus of the sales
process on illustrations that paint the product and leverage recommendation in the best light.

Risk it would appear is painted as more the consequence of not making the investment. The problems noted
here also apply to industry promotion of leverage in particular. While incidental to the analysis, the case also
highlights the deficiency of the supporting sales and marketing communication in explaining the risks of
leveraged strategies.

As the document also explains, the use of leverage within a GMWB structure violates the very basic risk
management framework the product provides. Leverage and an inflexible GMWB structure simply do not
mixX. You get the worst of both worlds, higher risks and lower returns.

Contents

1 LEVERAGE AND THE GMWB — THE BASICS ...ttt e e et e e s e st s s e s aann s e s sestaneaseees 2
1.1 INTEREST DEDUGCTIONS ..etuuitttuttttuteessetssnetssssssssssssseessssessssesssssssssssssssssesssssessstessssessseerssmeresaneesnneees 2
1.2 HURDLE RATES ...tuittuuittuntetunteesntetssssessssesassssssesssessssssssssssssssssssesnssssssssssssessnsssessssesssesnssesnssesnssesnns 4
1.3 LEVERAGE AS A STRATEGY ..ettuuiiitttuetttusunteeestsneestssssssessssssseesssssseesssssneeesstsnestessnieeesse. 5

2 MODELING ANA LY SIS oottt st e et e e et eat e essaaaaeeeeata e s sasaseeeesbansaesasssnsaasssansseesssantansaseenn 6
2.1 SIMPLE RETURN ANALYSIS — INCLUDING NET INTEREST COSTS ...euuuuuiiiittuneeererssneesssnneeeeessneesseesnnieesesnes 7
2.2 COMPARATIVE RETURN ANALY SIS .1t tttuuittunteesnteraneresnssesnseesnsesssssssstesssssrssessssnseessteessteesststsseeneer. 8
2.3 A\ RISK PERSPECTIVE ....ttuuuiitttttuettesssttessstsaesssssssssesssssneesesssnssssssssseessssaneesesssnteeesssneeeesneeetes. 12
2.4 IMODELING CONGCLUSIONS . ...ttt ttttuttttutsttuneessneesssessssssssessssssssssssssssessssessstesssssssetssesesmeessneessneessntee 13

3 INSURANCE CO LEVERAGE ILLUSTRATIONS AND MARKETING .....ccciiiiiiiiiiciiiiieececeee e 15
3.1 INVESTMENT LOAN DISCLOSURE INFORMATION ...uueeunserenseeesnersnerssseesssessnseesssssssnsssssesrssssrenseenneeennns 15
0 I A - Vo =0 110 1S3 1 >0 o PRSP 15

N O = Vo [T |11 = Lo o PP P PP PP 15

3.2 ALTERNATIVE MODELLING SCENARIOS ...uuuiitutittsneessntsesneseensressstesseeesssessssssesesneersnsessmessneessnmeeensne 16
3.2.1  True illustration of IevVeraged retUIM...........ccueiiiiiiiiiiiiie e 16
3.2.2 Opportunity cost comparisons with real investment alternatives ............ccccceeeecceeeeeceivveeenn, 18

3.3 OTHER MARKETING MATERIAL «..eetuuuetetttueetessssieessssssessesssnneessssnneeesssansssesssssesssssnseesessnmeesssnnseeeessnns 22

4 (@@ ]\ [ I 05 0 PPN 23

The TAMRIS Consultancy 1

8 Algo Court, Willowdale, Ontario, Canada, M2M 3P1
Telephone 416 730 8103, E mail atamris@sympatico.ca
http://moneymanagedproperly.com




