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It is widely accepted that an allocation to a lifetime income
stream can help many clients maximise Age Pension
entitlements, improve the confidence of meeting their spending
goals and manage longevity risk in retirement. Perhaps less
widely known is that a partial allocation to a lifetime income
stream, even for those with significant assets, can also help
improve total portfolio and estate outcomes.

In this month’s article, we introduce retirees Charlotte and Collin
and explore how a partial allocation of their portfolio into a
lifetime income stream can help improve the likelihood of them
achieving their spending goals as well as improve their portfolio
and estate outcomes.

Charlotte and Collin

Age: Both age 62

Assets: Homeowners, $1,000,000 each in superannuation (50/50 growth
defensive), $100,000 cash/term deposits and $50,000 non-financial assets

Goals: To spend comfortably, but confidently, through retirement

Charlotte and Collin have recently sold their business. Their once-small labour hire
business had gone from strength to strength over recent years. A convincing buy-
out from a competitor has set Charlotte and Collin up nicely for retirement and
earlier than they anticipated. With appropriate planning Charlotte and Collin find
themselves in a position where much of their retirement savings are now held via
superannuation allowing them to structure tax effective retirement income streams.
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In Charlotte and Collin's own words, they want to be able to spend “comfortably,
but confidently” through retirement. In other words, they want to be able to spend
as much as they can to enjoy their retirement to the fullest but also ensure that level
of spending is sustainable. Ultimately, they want to understand how much they can
afford to spend throughout their retirement based on the savings they have built.

They are happy that their current home is where they would like to live for most,

or all, of their retirement. They are keen to help out their kids and grandkids from
time to time and will do this from their retirement income rather than the capital
from their retirement savings. They would like to leave their kids a significant benefit
following their eventual deaths (hopefully many decades into the future) and believe
that their current home will be sufficient for this purpose.

Comfortable as well as confident retirement spending

Charlotte and Collin’s challenge to their financial planner was to develop a retirement
drawdown strategy that lets them draw the highest retirement income possible each
year, so they can enjoy their retirement to the fullest, and with a suitably high level

of confidence or probability that this level of income could continue to be achieved
through a long retirement.

Using Challenger’s Retirement illustrator (accessible to all financial planners via
Challenger's AdviserOnline portal), their financial planner has tested a range of
retirement income drawdowns based on them investing their superannuation savings
in an account-based pension with a 50/50 growth defensive asset allocation. The
table below summarises the financial planner’s findings:

First year's income drawdown Probability of achieving this income
indexed to CPI each year each year until the couple’s life
thereafter expectancy' (age 94)

$120,000 45%

$110,000 65%

$100,000 81%

A total retirement income starting at $100,000 p.a. and increasing with CPI is shown
to have an 81% probability of being sustained to Charlotte and Collin’s couple life
expectancy of age 94.

Their financial planner explains that the probabilities are based on testing each
income drawdown strategy across 2,000 different market scenarios. With a starting
drawdown of $100,000, and increasing by CPI each year thereafter, 1,620 of the
2,000 (81%) different market scenarios allowed Charlotte and Collin to achieve this
level of income each year until age 94.

Each market scenario has different asset class returns and related market indicators
such as the level of inflation and interest rates. The market scenarios are provided
by Moody’s Analytics and are generated using the Moody’s Analytics Scenario
Generator. The scenarios are designed to be representative of how real-world
markets could behave in the future.

1 Life expectancy is the average age a person is expected to survive to (or at least one person in
a couple will survive to). This calculation are Challenger estimates based on the Australian Life
Tables (ALT) produced by the Australian Government Actuary. The mortality rates used are the
ALT 2015-17 tables with 25 year improvement factors, allowing for the fact that people are living
longer due to improvements in medicine, science and nutrition.
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Using fixed returns for illustrative purposes, Charlotte and Collin’s $100,000 p.a.
retirement income strategy is shown in the graph below.
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All values are shown in today’s dollars

Assumptions: CPl of 2.5% p.a. Defensive and growth returns of 8% p.a. and 4.5% p.a. before fees
respectively. Account-based pension fees of 0.80% p.a. for the growth component, 0.40% p.a. for
the defensive component and 0.40% p.a. platform fees. Social security rates and thresholds as at

20 March 2024.

This fixed return analysis shows income projected to last out past age 97 (beyond
their couple life expectancy) and will meet Charlotte’s and Collin’s “comfortable”
income requirements.

Improving confidence without sacrificing income

While broadly comfortable that there is a 4 in 5 chance they can sustain a
comfortable retirement income of $100,000 per annum for their life expectancies,
they were also keen to explore any alternatives that can help improve this probability
but without needing to sacrifice more income.

With this in mind, their financial planner modelled the outcomes of a 20% allocation
to guaranteed lifetime income (in the form of a guaranteed, CPI-linked lifetime
annuity) from Charlotte and Collin’s super savings and what that could deliver.

When building out this alternative retirement portfolio their financial planner has
carefully ensured Charlotte and Collin's exposure to growth assets is maintained.
This is achieved by the replacement of some of the defensive assets within their
account-based pensions while maintaining their growth assets. This changes the
asset allocation of their remaining account-based pensions from 50/50 to 67/33 but
maintains their overall total assets allocation at 50/50 when including the allocation
to the lifetime annuity as a defensive asset. The revised account-based pension asset
allocation is shown below.

ABP Only asset allocation ABP and Lifetime asset allocation

M ABP Growth 1 ABP Defensive M ABP Growth I ABP Defensive M Guaranteed Lifetime




Using fixed returns for illustrative purposes, the income from this combination of
income streams is shown in the graph below.
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Assumptions: CPl of 2.5% p.a. Defensive and growth returns of 8% p.a. and 4.5% p.a. before fees
respectively. Account-based pension fees of 0.80% p.a. for the growth component, 0.40% p.a. for
the defensive component and 0.40% p.a. platform fees. Social security rates and thresholds as at

20 March 2024. Challenger's Liquid Lifetime annuity (flexible income immediate payments option) is
used as the CPI-linked lifetime annuity with pricing as at 23/05/2024 using default settings from the
Retirement illustrator — refer the following assumptions guide for further details.

In this fixed return projection a 20% allocation to a CPI-linked lifetime annuity helps
Charlotte and Collin meet their desired level of spending for longer (with their

income target of $100,000 p.a. projected to be met past age 100).

When tested across the 2,000 market scenarios, this 20% allocation to a CPI-linked
lifetime annuity also (modestly) improves the probability of meeting their desired
level of income to the couple’s life expectancy from an 81% probability to

an 86% probability.

% of times ‘needs & wants’ income of $100,000 was met to life expectancy

Current portfolio Lifetime portfolio
~ Medium _ Medium
Low N Low B The chance of needs and wants
) - : ; 2
Amgh ; Amgh being met increased by 5%
81% 86%

Source: Comprehensive report generated from Challenger’s Retirement lllustrator as at 23/05/2024.

Importantly for Charlotte and Collin, this 20% allocation to a CPI-linked lifetime
annuity also ensures that for the 14% probability that their total retirement

income objective of $100,000 p.a. is not met (because their retirement savings
have been depleted), they would still receive a guaranteed lifetime income of
$19,015 p.a indexed to CPI for life in addition to any Age Pension they may be
eligible for very late in life — the current maximum rate of Age Pension for a couple
is $43,752.80 p.a. This ensures there is never a situation where Charlotte and Collin
will need to solely rely on income from the Age Pension alone.



https://www.challenger.com.au/-/media/aol/documents/tools/assumptions.pdf

What if one of us needs to enter residential aged care later
in life?

Looking into the longer term, and the potential for aged care, Charlotte and Collin
are comfortable with the idea of selling the family home to fund any required
Refundable Accommodation Deposit (RAD) if both of them need to enter residential
aged care at similar times. As RADs are refunded at the end of their tenure in an
aged care home, this would still broadly allow them to achieve their estate planning
goals and leave a sizable estate to their kids.

Charlotte and Collin are committed, with the help of any available Home Care
Package and their kids, to providing care for one another for as long as possible

in their home. However, they also want to understand if a partial allocation to a
lifetime income stream would impact their liquidity later in life if only one of them
were required to move into an aged care home, and the other remaining in the
family home.

Statistics from GEN aged care data shows that during 2021-22, 54% of residential
aged care admissions were for people age 85 and over, with an average of 83.3 for
men and 85.2 for women.

Total admissions into permanent residential care by age group, 2021-22
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Using the same fixed return assumptions, their financial planner compared the
projected balances of Charlotte and Collin’s account-based pensions later in
life starting at age 85 and summarised the outcomes across the two alternative
drawdown strategies in the table below.

Comparison of Charlotte and Collin’s ABP account balances at future ages
(in today’s dollars)

Age ABP only ABP and lifetime Difference
85 $650,742 $650,913 $171

88 $476,216 $522,734 $46,518
91 $327,962 $411,800 $83,838
94 $185,243 $317,927 $132,684

Source: Challenger’s Retirement lllustrator as at 23/05/2024.

At age 85 their remaining account balances of their account-based pensions were
broadly the same whether or not they had a partial allocation to a CPI-linked lifetime
annuity. Later in life however, the account balance was higher if they had a 20%
allocation to a lifetime annuity. At age 94 (their life expectancy), their account-based
pension balances was shown to be $132,684 higher in today’s dollars. In addition to
their account-based pensions, they would also have their $100,000 cash balance.


https://www.gen-agedcaredata.gov.au/topics/admissions-into-aged-care

This higher balance at life expectancy comes from a combination of variables
including the total return on the lifetime annuity over this period relative to replaced
defensive assets, the different drawdowns from the account-based pensions over
time, and the assumption that the account-based pension’s asset allocation is
maintained overtime.

In addition to similar or higher account-based pension balances later in life, Charlotte
and Collin would also continue to receive CPl-indexed lifetime income to help with
funding aged care costs.

Summary

Based on the analysis and modelling performed (including the assumptions used
in the Retirement lllustrator) by their financial planner, Charlotte and Collin are
able to achieve the following by incorporating a CPI-linked lifetime annuity into
their portfolio:

¢ Higher portfolio/estate outcomes later in life from their higher account-based
pension balances.

¢ Higher probability and confidence of achieving their target income of $100,000
p.a. for their life expectancy.

* Helped managed longevity risk and ensured they would never need to solely rely
on just the Age Pension alone if they lived past life expectancy.

Other considerations of lifetime annuities for clients
with significant retirement savings

For clients with even more significant retirement savings, including clients with assets
greater than the superannuation transfer balance cap ($1,900,000 in 2024/25),

a non-superannuation lifetime annuity may represent a particularly tax-effective
structure for retirement income. The availability of a deductible amount in respect
of payments (where only the portion of payments above the deductible amount are
taxable) will mean, for many clients, less tax payable on retirement savings.

The taxation benefits of lifetime annuities are discussed in detail in this issue of
Challenger Tech News.



https://www.adviseronlineportal.com.au/-/media/shared/challenger/document/challenger-tech/taxation-benefits-of-lifetime-annuities.pdf
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The information in this article is current as at 1 June 2024 unless otherwise specified and is provided by Challenger Life Company Limited ABN 44 072 486 938,
AFSL 234670 (Challenger, our, we), the issuer of the Challenger annuities (Annuity(ies)) and Challenger Retirement and Investment Services Limited
ABN 80 115 534 453, AFSL 295642 (CRISL). The information in this article is general information only about our financial products and is intended solely
for licensed financial advisers or authorised representatives of licensed financial advisers, and is provided to them on a confidential basis. It is not intended
to constitute financial product advice. This information must not be distributed, delivered, disclosed or otherwise disseminated to any investor, without
our express prior approval. Investors should consider the applicable Annuity Target Market Determination (TMD) and Product Disclosure Statement (PDS)
available at challenger.com.au and the appropriateness of the applicable product to their circumstances before making an investment decision. This
information has been prepared without taking into account any person’s objectives, financial situation or needs. Neither Challenger and/or CRISL, nor
any of its officers or employees, are a registered tax agent or a registered tax (financial) adviser under the Tax Agent Services Act 2009 (Cth) and none of
them is licensed or authorised to provide tax or social security advice. Before acting, we strongly recommend that prospective investors obtain financial
product advice, as well as taxation and applicable social security advice, from qualified professional advisers who are able to take into account the investor’s
individual circumstances. Each person should, therefore, consider its appropriateness having regard to these matters and the information in the Target
Market Determination (TMD) and Product Disclosure Statement (PDS) for the applicable Annuity before deciding whether to acquire or continue to hold
the product. A copy of the TMD and PDS is available at challenger.com.au or by contacting our Adviser Services Team on 13 35 66. Any examples shown in
this article are for illustrative purposes only and are not a prediction or guarantee of any particular outcome. Age Pension benefits described in this article
will not apply to all individuals. Age Pension outcomes depend on an individual (or couple’s) personal circumstances and may change over time. This article
may include statements of opinion, forward looking statements, forecasts or predictions based on current expectations about future events and results.
Actual results may be materially different from those shown. This is because outcomes reflect the assumptions made and may be affected by known or
unknown risks and uncertainties that are not able to be presently identified. Where information about our products is past performance information, past
performance is not a reliable indicator of future performance. Challenger and CRISL relied on publicly available information and sources believed to be
reliable, however, the information has not been independently verified by Challenger and CRISL. While due care and attention has been exercised in the
preparation of this information, Challenger and CRISL gives no representation or warranty (express or implied) as to its accuracy, completeness or reliability.
The information presented in this article is not intended to be a complete statement or summary of the matters to which reference is made in this article.
To the maximum extent permissible under law, neither Challenger, CRISL, nor its related entities, nor any of their directors, employees or agents, accept
any liability for any loss or damage in connection with the use of or reliance on all or part of, or any omission inadequacy or inaccuracy in, the information
in this article.
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