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Understanding how much
money will be needed

is critical in planning for
retirement

A comfortable lifestyle in
retirement will require a lot
more income than the Age
Pension

T«

ONLY FOR USE BY FINANCIAL ADVISERS

How much super does a retiree really need to live
comfortably?

One of the most common questions a person has when they think about retirement

is how much super, or other savings, is needed to be able to retire. This is like asking
'how long is a piece of string?’ It depends. It depends on how well they want to live
and what they spend each year. It depends on how their money is invested. It depends
on how long they are going to live. It depends on how much they budget for cost of
living increases. It also depends on whether or not they want to leave a bequest.

It is possible to come up with a single figure if you make some assumptions. This is
what a lot of retirement calculators do for those building their super.

A comfortable standard of living

The Association of Superannuation Funds of Australia (ASFA) publishes some very
useful indicators on the spending needs of the average retiree. Using data from the
Australian Bureau of Statistics (ABS), ASFA re-constructs hypothetical budgets for
both single and couple households at two levels which it describes as ‘modest’ and
‘comfortable’. These figures are updated every quarter. The most recent annual figures
are provided in Table 1.

Table 1: ASFA budgets for various households and living standards

$per annum Modest lifestyle Comfortable lifestyle
Single person household $22,585 $41,186
Couple household $32,555 $56,339

Source: ASFA, The ASFA Retirement Standard — December quarter 2012

Some people might have a different view of what is comfortable for them, but these
figures are a good starting point. Many people without a lot of savings, super or
otherwise, will have to be content with a fairly basic lifestyle in retirement. With the
Age Pension of $21,018 per annum for a single person ($31,689 for a couple), there
is a clear need for some other form of savings or income support to achieve even a
modest lifestyle.

People who have saved for retirement need to know if they have accumulated enough
to be able to spend $41,186 a year in today’s dollars (i.e. what they need to enjoy a
comfortable lifestyle) without having to worry about running out of money. Couples,
of course need more, but we have approached this analysis from the perspective of

a single male for simplicity’s sake. Women can expect to live longer and therefore are
likely to need somewhat more.
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Projections based on accumulation strategies

A common approach’ is to calculate the amount that would be needed for a
comfortable lifestyle, based on a range of standard assumptions and using long-term
average investment returns that look like this:

e The person lives to age 90. This is a little more than life expectancy for a 65-year-old
retiree;?

e Investment returns are compounded at the long run average every year, even when
investing in volatile assets such as equities;

® Income payments increase in line with inflation; and

e There will be no bequest.

Most projections make fixed For example, if it is assumed that the investments are maintained in a moderately
assumptions about the future balanced strategy (50% growth/50% defensive) that delivers returns (net of fees) of
to come up with an estimate 5.9 per cent a year,? a 65-year-old person would need $630,000 to provide $41,186
of the money needed indexed to inflation for 25 years.* These amounts include an allowance for receipt of a

partial Age Pension in line with the current means test rules. Figure 1 illustrates the cash
flows (which would include income and capital drawdowns) that could be expected
from such an investment from retirement at 65 until age 90. This has been generated
using the data behind the Challenger Retirement Calculator.®

Figure 1: Cash flow estimate for a comfortable lifestyle
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However, like most scenarios built on averages, this estimate masks the investment return

variations that would occur in an actual portfolio compounded with variations in longevity.

' This approach is used by ASIC's MoneySmart website and the numbers published in the Super decisions booklet p37 at
www.moneysmart.gov.au/media/275360/super-decisions.pdf, downloaded 28 February 2013.

2 Life expectancy for a 65-year-old male was 84.1 and for a 65-year-old female was 87.0 based on ABS mortality data over
2009-2011, which do not consider future mortality improvements.

3 5.9 per cent per annum is consistent with the net returns of the moderately balanced strategy (7.0 per cent) with a median
fee (1.1 per cent) in ASIC's website: www.moneysmart.gov.au

4 Inflation is assumed at a constant rate of 2.5 per cent a year.
°> The calculator is available to advisers through Challenger’s Adviser Online: https://adviseronlineportal.com.au
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What about volatile markets?
Volatility in markets can Projecting the growth in super assets in the accumulation phase using average returns is
quickly destroy your capital not too problematic. However, once a retiree starts spending their retirement savings to
base if the sequence of your live on, volatility in markets and the order in which investment returns occur (i.e. path
returns is bad dependency) can make a big difference to the account balance. This is also known as

‘'sequence of returns risk” or ‘sequencing risk’ and has been highlighted previously by
academics.® The problem is that if returns early in retirement are negative, then more
units of capital need to be sold to fund ongoing living expenses. This reduces the base
for future growth and the money runs out earlier. Alternatively, if an account-based
pension enjoys strong investment returns in the first few years of retirement, it is more
able to ride market slumps should they happen later on. Figure 2 gives an example

of an hypothetical retiree who retired with $600,000 at the end of 1979 and spent

33 years in retirement’ compared to what they would have achieved if the market
returns occurred in the reverse order (i.e. backwards from 2012 to 1980). The impact of
the weak markets in recent years can be seen with the fall in the blue line at the end.
Returns in the reverse order would have wiped out the capital much earlier.

Figure 2: Variation in outcomes if the order of returns is reversed
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Source: Challenger estimates, from S&P/ASX 200, UBS and CBA Bond indices, ABS

The problem with averages

Great care needs to be taken in using an estimate of the amount needed to retire
based on average investment returns. The average return represents the middle.
Approximately half the actual outcomes will be better than this and half will be worse.
If you plan for retirement using an estimate of $630,000 as enough to retire on, then
you are having a coin toss on being on the right side of the markets. An alternative
way to think about this would be to ask: how much money gives a 90 per cent chance

6 See for example Milevsky, M. and T. Salisbury, 2006. ‘Asset Allocation and the Transition to Income: The Importance of
Product Allocation in the Retirement Risk Zone" IFID Working paper. http://www.ifid.ca/pdf_workingpapers/WP20060CT3.
pdf

7 The actual amount that would have provided $41,186 indexed at the average inflation rate of 4.4% per annum with
average market returns of 11.3% per annum was $606,810.
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of it lasting as long as the retiree? This can be answered by introducing some volatility
into the return model and seeing how long the money lasts. Using the Towers Watson
simulations underlying the Challenger Retirement Calculator,® the level of savings that
would have a 90 per cent probability of lasting until 90 is about $795,000. Figure 3
shows a marginal example from the Challenger Retirement Calculator, where the initial
amount of $795,000 does not quite make it until the retiree is 90 years old.

Increasing the certainty of $795,000 is a lot higher than the $630,000 figure based on average investment returns
coping with market volatility because it incorporates a much higher margin of safety (i.e. probability of success;
requires a lot more capital 90 per cent for $795,000 versus 50 per cent for $630,000). Some people might want
an even higher probability of success than 90 per cent, and some might tolerate a
lower probability. However, it is hard to imagine that many people would want to
take the same 50 per cent odds as a ‘coin toss’ in managing their income needs in
retirement. Surprisingly, this is too frequently what the industry offers by using expected
(ie average) returns as the cornerstone of many retirement products.

Figure 3: Example where a $795,000 lump sum runs out at age 90
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But nobody knows their own life expectancy!

Another assumption often made is that retirement income planning need only be
One in ten males aged 65 in to estimated average life expectancy. Again, life expectancy estimates represent the
2011 can be expected to live middle result for a group of people the same age and gender. Half will live longer than
to at least 97 years expected and half will not. There is a general tendency for people to live longer and life
expectancy has been increasing over time. If this improvement continues, more than
half will live beyond current life expectancy estimates. Using the expected mortality
assumptions from the 2010 Australian Intergenerational Report (IGR),° people can be
expected to live a couple of years longer than the current standard life tables'® would

8 With fees of 1.1 per cent per annum to provide a net investment return of 5.9 per cent per annum with average inflation of
2.5 per cent per annum.

¢ Made available by the Retirement and Intergenerational Modelling and Analysis unit, The Treasury.
'° Current standard life tables do not project future mortality improvements.
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Living longer than expected
is another source of risk that
also requires more capital to
have some confidence your
money will last the distance

suggest. Indeed, one in five 65-year-old men can be expected to live to 94 and one in
ten to at least 97. The expected age profile can be seen in Figure 4.

Figure 4: Distribution of life expectancy using IGR mortality
assumptions
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If a male retiree wants to make sure that they have a 90 per cent chance of their super
savings lasting as long as they do, you need to plan for them to last until they are 97.
Using average investment returns, this means that $795,000, rather than $630,000,

is needed at retirement. Conversely, if you ‘planned’ for the retiree to live only to life
expectancy, which is 87 for a 65-year-old man in 2011, they would only need $500,000
at retirement.

Again, a lot more money is needed to provide security and for most people there will be
a legacy from the unused capital in the nine out of ten times that they do not live that
long. The fact that the same amount is needed to cover either market risk or longevity
risk is a coincidence, but it does highlight that both are significant risks.

Preparing for both volatile markets and uncertain lifespan

It would be great if there were a way to make super cover:
¢ a comfortable lifestyle;

® a 90 per cent chance of survival; and

e 90 per cent of investment return outcomes.

This would take a large amount of capital and the assets test would be likely to stop
the Age Pension being paid for some time, so let’s ignore it completely, but still assume
that the investment earnings are tax-free for the purposes of this example. In practice,
minimum drawdowns imposed by law' mean that a substantial sum would be
progressively drawn out of the tax-free environment, either to be consumed or building
up a secondary asset base outside super.

" Superannuation Industry (Supervision) Regulations 1994 — Schedule 7. The minimum drawdown for a 65 year old is
normally 5 per cent, but temporarily reduced to 3.75 per cent for the year ending 30 June 2013.
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It takes a lot of money to
cover both market volatility
and an uncertain lifespan

Having enough money to
ensure it lasts for life means
that, on average, you will
leave a substantial estate
behind
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Using the same market scenarios as before, and incorporating some variability in the
rate of inflation, a retiree would need $1,390,000 to have a 90 per cent chance of the
money lasting until age 97. The range of potential outcomes is shown in Figure 5. This
is a large balance and it can also be seen that the median outcome is for the capital

to be higher in nominal terms at age 97 than the starting balance (i.e. at age 65). The
range of outcomes expands over time and the $1,390,000 is chosen because, from this
level, there is only a 10 per cent chance that the money runs out by age 97 (32 years).
The median outcome is a balance of $1,960,000 and still rising by age 97 if returns are
5.9 per cent per annum, net of all fees.

The increase in capital in some of these outcomes is distorted by inflation outcomes.
In some scenarios, high market returns are actually offset by high inflation, so while the
balance is rising in nominal terms, the real value may not be increasing as rapidly.

Figure 5: Range of investment outcomes
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In many cases, this level of initial savings would leave surplus capital, even in weak
market environments, if the retiree doesn’t survive past their average life expectancy.

It is possible to combine a random probability of dying with the scenarios for different
market environments. The amount needed for an overall 90 per cent success rate

is estimated to be $1,079,000. This has modelled five per cent of scenarios where

the market wipes out the capital before age 97 and five per cent of scenarios where
longevity beyond 97 is the main contributor to the consumption of capital. Under these
scenarios, the average time that a male retiree survives after running out of capital is
5.4 years.
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Annuities provide peace of

mind by offering insurance.

The cost of this insurance
could be less than what
is needed to deal with
uncertain outcomes
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An alternative to increase peace of mind

It is possible to have a probability of success (i.e. savings last for life) greater than

90 per cent and to deal with market volatility, longevity risk and inflation. A standard
lifetime annuity is able to provide this certainty. A lifetime annuity can provide a secure
stream of regular payments indexed to inflation that is backed by capital held by an
APRA-regulated life insurance company. Using assumptions similar to those used in the
Challenger Retirement Calculator, it is possible to estimate how much an annuity would
cost to buy. For a 65-year-old male to buy an annuity paying $41,186 a year indexed to
inflation for life, an estimated cost would be around $680,000.' For a female of the
same age, but with a longer life expectancy, the cost would be approximately $70,000
more. These estimates are sensitive to movements in interest rates. A rate increase
makes an annuity cheaper and vice versa.

Based on our assumptions, the capital needed for increased peace of mind in retirement
is lower when a retiree has a lifetime annuity, as opposed to running down an account-
based pension. This should not be surprising because a lifetime annuity is essentially an
insurance contract, designed to increase peace of mind. By using an annuity, you are
effectively outsourcing risks to an insurance company that has the regulatory capital,
systems and scale to deal with them.

There is one other important ingredient regarding lifetime annuities; the pooling of
so-called ‘mortality credits’. Mortality credits arise due to the time value of money
represented by the ‘unconsumed premiums’ of policyholders who die early. This value is
able to be invested and shared between the insurer and surviving policyholders with the
effect that the policyholders can enjoy more attractive annuity payments than would
otherwise be available.

Conclusion

The answer to how much a person needs for retirement still depends on many factors.
If a person wants security and comfort in their own income for life, a sum of around
$680,000 would be needed for a 65-year-old male, for a lifetime annuity. If they are
prepared to roll the dice on market returns, they might be able to get by with only
$630,000, but they would need to be prepared to take the risk of spending several
years of retirement on the more modest Age Pension.

2These estimates are not direct quotes, and assume interest rates of 5 per cent per annum and inflation of 2.5 per cent
per annum, consistent with projections of 5.9 per cent per annum net of fees for a moderately balanced investment in this
paper. Also, no entitlement to the Age Pension has been included.
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