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The ultimate purpose of super is to provide money for a member to spend through their
retirement. Good investment and product design can help maximise the retirement income
for a member, but to best meet the goals of retired members, an understanding of spending
in retirement is also required. This should include coverage of how retirees spend their
money over time and the different types of spending they make.

In striving for a better retirement outcome for members,
funds can utilise a know-build-guide approach. This three-
step approach is simply to:

1. Know your member

2. Build solutions for members based on that knowledge

3. Guide each member to their appropriate solution

Knowing the member is more than just knowing some
of their characteristics and their account balance.

One element is to understand what they want to achieve
through retirement. This paper looks at understanding
statistics on household spending to see what retirees
spend over their retirement.

Retirees often report concerns over having enough income
for their spending in retirement. Recent Nationals Seniors
research’ reveals retirees’ two top financial preferences
include regular income for essentials and being able to
afford care and medical costs (91% and 86% rated these
very important). The level of worry about retirement
income was high, with 66% concerned about keeping up
with the cost of living and 85% worried about outliving
their savings (of those who thought it was possible).

One outcome of excessive worry about retirement income
is the problem of underspending. This happens when
retirees are worried about having money in the future,

so they spend less now to preserve money for later. The
Retirement Income Review? called this out as a problem,
specifically the unintentional bequests that it creates at
the expense of a diminished lifestyle for the retiree.

To improve the outcome for retirees, they need a
retirement income solution that can meet their spending
needs. For a super fund to develop the right solutions,

it should understand the spending behaviour of retirees.

Know

Guide Build

A common assumption is that a retiree will spend a
constant amount in real terms through retirement. This is
the basis for many retirement calculators and academic
comparisons of retirement alternatives. While this makes
the planning process easier, it doesn’t align with how
retirees spend their money.

Studies in the US*# and Australia>® which look at data

on how retirees spend their money note a decline in real
spending over time. While total spending tends to rise
on average, the increase is less than inflation producing a
reduction in real spending over time.

A recent study of UK data’ found a slightly different
relationship. Spending in the UK study increased up to age
80 in real terms and was then flat to falling after. This was
associated with rising saving by age as the increase in real
income exceeded that of spending. Consistent with the
US and Australian studies, the proportion of income that
was spent declined. There was also a clear cohort effect as
younger retirees are spending more than older retirees.
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Figure 1: Average household spending over time 1993 - 2015
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The pattern of spending in the US and Australia is
consistent with the reduction in lifestyle that is described
across three phases of retirement:

1. The active phase when retirees have time and
resources to travel and participate in the activities
often associated with retirement brochures

2. The passive phase where activity is more limited
due to a decline in health and mobility, but normal,
everyday activity is maintained

3. The frail phase when the decline in health prevents
a retiree from enjoying everyday activities and might
even require specialist care.

The spending pattern that follows this path can be seen
in Figure 1. This is from the Grattan Institute’s analysis
of household spending from the Australian Bureau of
Statistics. The chart indicates how spending changes for
an average retiree household.

Improving standards over time

It is often observed that older retirees are spending less

on average than younger retirees. This should not be
confused with any decline in spending by the same cohort
of retirees over time. This was noted in the Retirement
Income Review final report. Figure 2 is taken from Chart
6A-4 in the final report. It shows both the cross-sectional
and the cohort effects of spending over time. The general
pattern is an increase in spending (in real terms) prior

to retirement, with flat or declining spending through
retirement. The cross-section comparison in 2016 is the

8 As at June 2023 Retirement Standard - ASFA (superannuation.asn.au)
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Not every retiree will experience every stage, or in the
same proportions, but the three phases are indicative of
the change in lifestyle that will be experienced by most
retirees. A goal for retirement should be for the retiree to
enjoy the lifestyle that they can afford while they are still
able to enjoy it. For some retirees, medical and aged care
costs increase dramatically in the frail stage. In Australia,
most of this cost is covered either through government
payments or private health insurance. The increase in
out-of-pocket health costs for the average household
are offset by a decline in other spending. The overall
decline in average spending is likely to mask that some
households have higher health expenses while others see
a larger reduction than the average decline in spending.

The decline in spending through retirement can also be
seen in the ASFA Retirement Standards. For each of the
single/ couple and modest/ comfortable standards, ASFA
calculates a spending budget at ages 65-84 and at older
ages of 85+. The four budgets each decline by around
7-8% between the earlier and latter stages of retirement.®

end of each coloured line which highlights the lower
levels of spending at older ages. What is also clear is that
each cohort started retirement with subsequently higher
levels of spending. Effectively, lifestyles are improving
(broadly in line) with real wages while people are working,
but then tend to be sustained through retirement, rather
than increasing. Plans for overall spending in retirement,
should allow for a modest decline in real terms, but they
should be prepared for the ongoing improvement in living
standards and lifestyles.
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Figure 2: Median household weekly expenditure (in 2018-19 dollars)

$

900

800

65-69 in 2016

700 /

S

600

500

400

300

200

100

0
35-39 40-44 45-49 50-54 55-59
Age

Source: Retirement Income Review (2020) Chart 6A-4

The pattern in Figure 1 also highlights the important
difference in the type of spending over time.® Spending on
everyday items, or what might be called essentials tends
to remain relatively stable. The decline in overall spending
comes in more discretionary categories and is likely

to be something that gets reduced over the period of
retirement. This includes items such as travel, household
furniture, clothing and even alcohol and tobacco. These
expenditures are more discretionary in nature and could
represent a more comfortable lifestyle for the retiree who
can afford them.

The different nature of essentials and wants means the
income required to fund the spending types can be
different. If something is essential, there is a strong need
to have the income available to meet that expense.

The survey of NSA members noted that the highest
priority is to have regular income available for essentials
(91% rated very important). For discretionary wants,

If the broad objective of super is to provide income in
retirement, the ultimate reason is for the retiree to spend
their money. This doesn’t include any desire for an inter-
generational bequest but super funds can only provide the
income for their members. Once they have the money,
the retired members will decide how much to spend,
and what to spend their money on. Ideally a super fund
can deliver the cash flows (retirement income) that can
meet the needs of the retired members. The retirement
income covenant has an objective [s52AA(2)(c)] “...to
have flexible access to expected funds over the period

9 This was also evident in Minney (2018) op cit
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there is a potential trade-off where higher income might
be preferable even if it is less certain. The income can be
more variable and flexible, with the expectation that it will
be higher on average. This is important and it influences
the way retirees think about future expenditure.

The reasons for underspending early in retirement

were examined in an earlier survey of National Seniors
Australia members.'® The survey found 70% of older
Australians reportedly maintain ‘rainy day’ funds to
manage unexpected expenses while 84% also highlighted
that they were maintaining some savings capital
(underspending) to have money available for medical
and health needs later in retirement. To increase retiree’s
comfort in spending early in retirement, they need the
confidence that they will have the income to meet their
spending needs late in retirement. There might be some
luxuries that they could do without, but having enough
income for their essential spending is critical.

of retirement”. This flexibility should mean an alignment
between the spending needs of the member and the
availability of the funds.

One advantage of considering the period of retirement
is that members do not need all their income at

once. For example, spending on essentials is relatively
stable and persists across retirement. This provides the
opportunity for an illiquid investment to earn a higher
return (the illiquidity premium) while paying a stable
income over retirement.

10 Hosking, D., A. Minney and J. McCallum (2022) The evolution of retirement income: A 2022 snapshot. Canberra: National Seniors Australia and

Challenger, August 2022
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Another element of flexibility is having the income available for the varying wants of a retiree. This can include a draw-
down approach on investments that are liquid, but don’t have to be locked away in cash. Maintaining liquidity can be
important in case the retired member wants to have additional spending, say for an overseas holiday, but because the
spending can vary, investing for higher returns can create the possibility of higher income to spend.

Figure 3: Matching income options to spending types
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Matching the retirement solution to the member’s than the Age Pension. They will need an income stream
spending needs will help to deliver a better outcome to supplement their Age Pension entitlements. To manage
for the retired member. For some, the existing account- concerns over the cost of living, the income should

based pension in addition to the Age Pension will be increase with inflation, either directly or through some
enough to match the needs of the retiree. Others are ability to generate long-term returns.

expecting that their super will provide a lifestyle better

Concluding remarks

A successful retirement will require adequate funds for the spending that a retiree both needs and wants over their
retirement. There is an opportunity for super to support a better retirement by providing the income for the needs and
wants of the retiree. No single option does this perfectly so there is a role for super funds to combine the various options
and provide guidance to members on how to allocate and draw down on their super savings for a successful retirement.
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