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Lifetime annuities can provide significant benefits for retirees. For some, the concessional
social security means test assessment can improve their Age Pension outcomes. For others,
the benefit of income certainty for life helps them manage longevity risk in retirement.

Information on the technicalities of Challenger’s lifetime annuity including its social security
treatment can be found in Challenger’s lifetime annuities technical guide on AdviserOnline.

An investment into a lifetime annuity can also help diversify the defensive component of

a retiree’s investment portfolio and help provide tax effective retirement income. An investment
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A Challenger lifetime annuity can generally only be commenced with superannuation effective retirement
money for investors age 60 and over. For these investors, the regular payments are tax income.

free. Any lump sum death benefit payable is subject to superannuation death benefit tax
rules — tax-free if paid to a tax dependent and up to 15% tax on the taxable component
(element taxed) if paid to a non-tax dependent, plus Medicare Levy (where applicable).

Lifetime annuities referred to in this article are for Challenger’s Lifetime Annuity
(Liquid Lifetime) — Flexible Income option.

Tax treatment of superannuation sourced lifetime annuities

For transfer balance cap considerations, the purchase price of a superannuation lifetime
annuity will be a credit towards the investor's personal transfer balance account and a
lump sum commutation will be a debit.

Tax treatment of non-superannuation sourced lifetime annuities

Unlike other non-superannuation investments, the regular payments from a non-
superannuation sourced lifetime annuity are afforded a deductible amount. Only the
portion of the annuity’s reqular payments that are above the deductible amount are
subject to tax. The deductible amount also plays a role in determining whether a lump
sum death benefit is subject to tax for the beneficiaries or estate.
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https://www.adviseronlineportal.com.au/secure/resources/adviser-resources/lifetime-annuity-technical-guide

Tax treatment of a lifetime annuity’s regular payment

The tax treatment of a lifetime annuity’s regular payment is as follows:

Assessable income for tax purposes = Regular payment less deductible amount

The deductible amount is the part of each regular payment that broadly represents the
return of the original investment capital. This amount is tax free.

The deductible amount is calculated as follows:

Deductible amount = Purchase price / Investor’s life expectancy at commencement

For lifetime annuities commenced from 1 January 2020 the Australian Life Tables
2015-2017 is used to determine life expectancy. For policies with a reversionary

beneficiary, the longest life expectancy of the investor and beneficiary is used to
calculate the deductible amount.

The deductible amount does not change and continues for the life of the policy even
if the investor lives past their life expectancy.

Where the regular payment from the annuity is less than the deductible amount, there
is no assessable income for tax purposes. The excess deductible amount does not reduce
other assessable income of the individual. The excess deductible amount is carried
forward and may be used to offset assessable income from the same lifetime annuity

in future years (if any). This can occur where payments have been indexed over time.

Example: Melissa using a lifetime annuity to provide tax-effective retirement
income

Melissa (age 75) is a single homeowner who has recently sold her investment property
for $1 million to continue to fund the retirement lifestyle she desires. She has been
spending $60,000 p.a. over the last few years and expects this to continue into the
foreseeable future.

She now has $1.1 million invested in a range of cash and term deposit investments
(which are currently earning 4% p.a.) and does not see a need or have a desire to invest
in growth assets.

As an alternative to her cash and term deposit investments, Melissa can consider investing
a portion of her portfolio into another defensive asset — a lifetime annuity — which can
provide her with more tax effective income.

Based on a Challenger quote as at 24 October 2023, an investment of $220,000 (20%)
into a lifetime annuity provides Melissa with regular payments of $15,436 p.a. indexed to
CPl or $19,268 p.a. without any indexation.

The deductible amount for Melissa’s lifetime annuity will be $220,000/ 14.15 = $15,548 p.a.
Table 1 below compares Melissa’s year 1 income and tax position for the following scenarios:
1. $1.1 million invested in term deposits earning 4% p.a.

2. $880,000 invested in term deposits earning 4% p.a. and $220,000 (20% of
her portfolio) invested in a Challenger lifetime annuity with regular payments
not indexed.

3. $880,000 invested in term deposits earning 4% p.a. and $220,000 (20% of
her portfolio) invested in a Challenger lifetime annuity with regular payments
indexed to CPI.
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Table 1: Year 1 cash flow and tax comparison for Melissa

$880,000 $880,000

Term deposit Term deposit

$220,000 $220,000

$1,100,000 Lifetime annuity  Lifetime annuity

Year 1 Term deposit (no indexation) (CPI indexation)
Interest income' $44,000 $35,200 $35,200
Annuity regular payments N/A $19,268 $15,436
Annuity deductible amount N/A $15,548 $15,548
Annuity assessable income N/A $3,720 $0
Total assessable income $44,000 $38,920 $35,200
Estimated tax? $4,325 $1,963 $665
Required income $60,000 $60,000 $60,000
Total net of tax income $39,675 $52,505 $49,971
Capital drawdown $20,325 $7,495 $10,029

Melissa can reduce her tax liability by $2,362 in the first year if she invests in a
Challenger lifetime annuity with no indexation or by $3,660 in the first year if she
chooses CPI indexation.

Taxation of a voluntary withdrawal for a non-superannuation sourced Challenger
lifetime annuity

While Challenger’s lifetime annuity is designed to provide income for life, there is
flexibility to withdraw from the investment if circumstances change.? The maximum
voluntary withdrawal benefit reduces gradually from 100% of the investment amount
at commencement to zero at the end of the withdrawal period.# Refer to the Product
Disclosure Statement for further information on withdrawal periods and voluntary
withdrawal benefits.

The voluntary withdrawal benefit generally represents a return of the remaining capital
and is not subject to tax.

Taxation of lump sum death benefits for a non-superannuation sourced
Challenger lifetime annuity

Challenger’s lifetime annuity also pays a lump sum death benefit during the withdrawal
period. For the first half of the withdrawal period (rounded down to the nearest whole
number) a death benefit equal to 100% of the investment amount is payable. During the
second half of the withdrawal period, a reducing death benefit is payable until it reduces
to zero at the end of the withdrawal period. For further information on lump sum death
benefits, refer to the Product Disclosure Statement.

1 Assumed to earn 4% p.a. based on the average 5 year term deposit rates from the big four
banks (interest paid annually) as at 24/10/2023.

2 Based on tax calculations from paycalculator.com.au including SAPTO.

3 Investors can forgo the ability to withdraw in return for a higher starting payment by selecting the
‘Enhanced Income option’

4 The withdrawal period is based on the life expectancy of the investor rounded down to the nearest
whole number and capped at 27 years.
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Death benefits paid from a Challenger lifetime annuity during the first half of the
withdrawal period will comprise of an income component and a component representing
a return of the remaining capital.

Death benefits paid during the second half of the annuity’s withdrawal period generally
represents only a return of the remaining capital and is not subject to tax.

The income component is assessable for tax purposes to the beneficiaries or estate and
is worked out as the sum of all the deductible amounts used to reduce the assessable
income of the regular payments up to the time of death.

In Melissa’s example, her annuity’s withdrawal period is 14 years and during the first 7
years, a death benefit equal to 100% of her investment amount is payable.

If she chose to invest in the non-indexed annuity and passed away after 2 years, she
would have used 2 years of deductible amounts ($15,548 x 2 = $31,096) to offset the
assessable income from her regular payments up to her time of death. Therefore, of her
$220,000 death benefit, the income component will be $31,096 and the balance of
$188,904 will represent a return of the remaining capital and is not subject to tax.

If she chose to invest in the CPl indexed annuity, and if we assume CPI increases by
2.5% p.a., her first and second year’s regular payments will be $15,436 and $15,822
respectively. The deductible amount used in the first year would be $15,436 and

the unused deductible amount of $112 would be carried forward and used to offset
assessable income from the annuity in the second year. In the second year she would
use a deductible amount $15,548 + $112 = $15,660 to offset assessable income. After
2 years, she would have used a total of $31,096 to reduce assessable income and in the
event of her death, this amount will be the income component of her death benefit.

How likely will a non-superannuation lifetime annuity lump sum
death benefit be subject to tax?

Statistics have shown that life expectancies have increased significantly over the last

40 years and is expected to increase further over the next 40 years. Based on the
Government's most recent Intergenerational Report published in August this year, life
expectancy at age 65 is expected to continue increasing from 20.1 years for men and
22.7 years for women in 2022-23, to 24.7 years for men and 26.2 years for women by
2062-63 (see Chart 2.5 from the report replicated below).
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Source: ABS, Historical Population Statistics; ABS Life Tables: States, Territories and Australia, 2016—18; ABS Life
Tables, 2017-19; ABS Life Tables, 2018-20; ABS Life Tables, 2019-21; and Treasury.
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In Melissa’s example, her life expectancy based on the Australian Government Actuary’s
2015-2017 Life Tables (which is currently being used to calculate deductible amounts for
tax purposes for income streams that commence from 1 January 2020) is 14.15 years.

However, medical improvements and healthier lifestyle choices mean that mortality rates
have been constantly declining and can be expected to continue to do so in the future.
The Australian Government Actuary also publishes the 25-year mortality improvement
factors, and applying these factors to the 2015-2017 Life Tables we can work out the
likelihood of Melissa being alive at certain ages (see chart 1 below).

This chart was obtained from Challenger’s Retirement lllustrator available to advisers on
AdviserOnline. Advisers can use the Retirement illustrator to work out life expectancies that
factors in these 25 year mortality improvement factors specific to clients based on their age.

Chart 1: Probability that a 75 year old female will be alive at various ages
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Whilst there are tax considerations for Melissa’s beneficiaries or estate during the first

7 years where the non-superannuation lifetime annuity’s lump sum death benefit can be
subject to tax, the likelihood of this occurring is low based on life expectancy estimates in
the chart above.
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The information in this article is current as at 2 October 2023 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. Challenger Life
and CRISL are not an authorised deposit-taking institution for the purpose of the Banking Act 1959 (Cth), and its obligations do
not represent deposits or liabilities of an authorised deposit-taking institution in the Challenger Group (Challenger ADI) and no
Challenger ADI provides a guarantee or otherwise provides assurance in respect of the obligations of Challenger Life.
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