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Retirement income model portfolios:

Introduction

This paper addresses typical questions that arise when designing a retirement income model portfolio that uses an
income-layering approach. The approach can be tailored to sit alongside existing model portfolios, helping to transition
clients from accumulating savings to the retirement phase where they are drawing down on the portfolio.

Regulatory support for retirement incomes

The Australian Government has clarified that the objective of superannuation is to provide income in retirement.

This followed on from the Financial System Inquiry chaired by David Murray, which also noted that the risks in
retirement could be better managed for superannuation members. It proposed a composite product, initially referred

to as a Comprehensive Income Product for Retirement (CIPR). Specifically, the CIPR concept was predicated on the idea
that longevity risk management should be combined with the account-based pension in order to provide a product that
was more suitable for the retirement phase of superannuation. This is how the final report positioned the CIPR:
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Following the changes to superannuation announced in the May 2016 budget, the Government has progressed new
legislation and regulations for the provision of innovative lifetime income stream products from 1 July 2017. It is currently
consulting with superannuation funds about implementing CIPRs, including products with longevity risk management
for retirees.

Goals-based advice process

Retirement is different. Retirees typically have to generate cash flow to meet various objectives, including spending
on needs and wants. The timeframe for distinct objectives can be quite different, with some ongoing (and recurring)
expenses, some one-off in nature and others distant and aspirational (e.g. bequests). The long time in retirement also
means that generating good returns remains an objective for most retirees in addition to generating cash flow.

Advisers can provide a tailored approach to their clients by adopting a goals-based advice process. In essence, this will
comprise several stages:

e Fact finding

e A plan to meet essential objectives (needs)
e A plan to meet desired objectives (wants)
e Ongoing review
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As part of fact finding, advisers need to understand the client’s goals, as well as the full range of resources available to
meet them. Some retirees will be able to meet all of their spending goals through retirement and still sustain or increase
their level of wealth. However, most retirees will need to deplete some of their capital in order to achieve all of their goals
throughout retirement. For these retirees, management of longevity risk is critical. The challenge is to generate cash flows
across an uncertain time-frame so that the retiree’s lifetime savings actually do last for their lifetime. This is where an
income-layering approach can be beneficial for retiree clients.

Benefits of income-layering

There are several benefits to clients from adopting an income-layering approach. Advisers who consistently use a layering approach
are also well-placed to help their clients deal with retirement income challenges, such as clients’ fear of running out of capital.

The primary benefit of income-layering is a ‘safety-first’ concept of ensuring that there will always be income to meet a
level of spending that a client considers to be essential. That is, their needs will always be met, so there is a guaranteed
minimum lifestyle that the retiree will enjoy for the rest of their life.

From a planning point of view, a guaranteed layer enables retirees to have greater freedom managing the majority of their
investment portfolio. With a guaranteed backstop the portfolio can be directed to deliver the highest returns so the retiree
client can get the most out of their savings. After all, even if the minimum is secure, most clients would like a little bit
more if they can get it.

Income-layering works best when retirees are likely to deplete their capital during retirement. Retirees with substantial
balances can still benefit from the peace of mind provided, but the value of a guarantee is not as valuable when the
underlying capital is expected to remain intact.

Figure 1: Income-layering
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Implementation of income-layering

The implementation problem for income-layering can be simplified by considering some of the essential elements of
the fact find. The process, graphically represented in Figure 2, uses the inputs from the fact find to generate the total
portfolio allocation.
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Figure 2 Advice process in retirement
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The difference in retirement is the addition of needs and wants. When the objective is just the accumulation of
assets, factoring in current needs and wants is not necessary to develop an appropriate portfolio allocation. An advice
process can build on the accumulation phase to develop a suitable approach to retirement that is consistent with the
accumulation approach.

The income-layering approach will use a guaranteed income stream, such as a lifetime annuity, in order to ensure that
needs will always be met. The income stream provided by the annuity meets a specific objective of the retiree that is
not present while they are still working and accumulating their savings. Income-layering is a very direct application of a
goals-based approach.

Building a model portfolio

Typical approaches to building a model portfolio adjust the asset allocation to growth and defensive assets, depending
on the client’s risk profile and their level of assets. This is often all that is required for an adviser to recommend a
particular asset allocation. In retirement, a client’s cash flow goals mean that there is an income requirement, in addition
to the growth exposure and allocation to defensive assets, to align with the client’s risk profile. It is possible to use the
annuity in an income-layering approach in either a segregated or an integrated manner. In practice, both methods are
used by some of the larger adviser groups in Australia.

The segregated approach

One approach to income-layering is to consider the layers as segmented goals. The financial plan is split into two
discrete objectives:

The spending needs of a retiree can be viewed as distinct from the investment portfolio which will be used to meet their
non-essential spending wants. In some ways this is like the accumulation portfolio and the risk profile of the retiree will
apply to only this section.

The role of a lifetime annuity is simply to increase the level of essential needs that will be able to be met for life. As these
are essential needs, the retiree’s resources should first be used to provide this cash flow and the remainder of the retiree’s
other wealth can be used to fund the wants.

Challenger



Challenger
Retirement Income Research

Case Study

To help explain the different approaches we use a simple example to develop a case study for each of the different approaches.
The common details, taken from the client’s fact find, can be used to demonstrate alternative strategies.

Consider Barry and Joan. They are a couple, both aged 65 and at the start of their retirement. From discussions
with them, their adviser understands that a layering approach is suitable to help them manage longevity risk in
their retirement. They have:

e $500,000 in combined super accounts

e $40,000 a year of essential income needs

e $15,000 a year in estimate additional spending wants

e $55,000 a year in total expected spending requirements

e They have a balanced risk profile, consistent with 50% growth assets in accumulation
e They own their own home and have no mortgage outstanding

e They have no other financial assets to consider and are assumed to have $10,000 in personal assets for any Age
Pension calculations

Initial allocation

The initial allocation will depend on the income gap that needs to be covered. Using the example of Barry and Joan the
gap can be calculated as:

Gap payment = Essential income needs — maximum Age Pension (as at 1 March 2017)
= $40,000-$34,382 per annum
= $5,618 per annum

As at 1 March 2017, the CPl-indexed lifetime annuity rates for 65-year-olds was $4,690 per $100,000 for males and
$4,454 for females. Thus, investing $62,500 in a lifetime annuity for each will be sufficient to meet the income layer.”

This represents a 25% allocation to annuities to meet the essential income layer.

The 75% of the portfolio that remains will be invested in a balanced portfolio in order to match the risk profile of Barry
and Joan.

Portfolio Allocation

Annuity B Growth Defensive

On-going review and rebalancing

The segregated approach, as the name suggests, splits the allocation for ongoing review. The annuity is monitored to
check that it is still covering the gap between the maximum Age Pension and the client’s essential income needs.

The investment portfolio is rebalanced like an accumulation portfolio. In Barry & Joan's case, the growth asset allocations
are maintained at 50%.

1 Note that these rates do not meet minimum drawdown regulations for superannuation, but investing the same amount in a partially-inflation-indexed
annuity (with a higher initial payment) can complete the income layer.
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The integrated approach

An integrated approach is based on the philosophy that while needs and wants are different, they are essentially provided
by an income stream which comes from one source of total wealth. The allocation to an annuity needs to be considered
as part of the overall risk profile for a retiree. The risk profile is used to determine the basis for investment of the overall
portfolio. The annuity, which provides income, becomes a substitute for the defensive assets in the broader portfolio.

Initial allocation

To illustrate the difference, we can consider the situation for Barry and Joan as discussed previously. The gap required to
be filled by the income layer is the same. What is different is how the 25% allocation to the annuity is considered within
the portfolio.

A balanced portfolio would have a 50% allocation ($250,000 in the case of Barry and Joan) to growth assets. This is
maintained with the integrated approach. The allocation can be represented as:

Portfolio Allocation

Annuity
B Growth

Defensive

This approach provides a higher allocation to growth assets (relative to the segregated approach). There are two bases
which justify this higher allocation:

1. The income-layering provides additional protection, so a higher exposure to risky assets is manageable and preferable
to maximise expected returns.

2. Integration enables the risk profile to be sustained into retirement, rather than diluting exposure to growth through
the annuity. This would compound a natural tendency for older people to be more risk averse.

On-going review and rebalancing

Maintaining an integrated retirement income portfolio does not need to be overly complicated. As all components are
expected to reduce over time, the initial weights can be maintained throughout retirement. It is not necessary to determine
the present value of any potential future annuity payments. The adviser can simply maintain the growth and income assets
in their original proportion. In Barry and Joan’s case, this means rebalancing to a 66.6% growth portfolio. The annuity
income will maintain an overall balanced risk profile — or certainly a very near approximation.

It is possible that the investment portfolio that is not annuitised could grow with time. However, if this occurs, it would be
reasonable to expect total wealth to continue to grow through retirement. This is not consistent with a layering approach
where it is expected that capital will eventually be drawn down, so it is not considered in building these model portfolios.

The KISS principle — why integration is probably better

Not only is retirement different, but it can also be complicated. While either approach can be applied to model portfolios,
there is some benefit in the simplicity of the integrated approach. Both meet the range of retiree objectives, but integration
results in a single portfolio which needs to be maintained by the adviser over time. Advisers are able to access a tool to put
together portfolios for their retiree clients. The next section will illustrate this for Barry and Joan.
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Case study: Barry and Joan

An adviser will be able to assist Barry and Joan build their retirement portfolio to meet a range of different income needs
requirement as well as a range of total assets. The key is to follow the layering process and build the income layer first and
then target the exposure to growth assets that is suitable for the client’s risk profile.

To demonstrate the range of outcomes, we can change the assumption about how much Barry and Joan have, from as
little as a combined $200,000 up to having $1 million in total. We can also adjust their minimum income needs. The range
illustrated here is from $35,000 a year up to $50,000 a year. As the minimum income needs increases, they need a larger
allocation to the annuity. Conversely, with higher savings levels, a smaller allocation is required to meet the minimum
income needs. The asset allocations across the different scenarios look like this:

$200,000 $400,000 $600,000 $800,000 $1,000,000

$50,000

Annual spending needs
$45,000

$40,000

$35,000

There are a couple of scenarios where the layering approach cannot be implemented. This is because the relatively high
levels of guaranteed income require an allocation to the annuity of more than the total allocation to defensive assets
(50%) that is consistent with the (balanced) risk profile. Indeed these levels of income are unlikely to be sustained
throughout retirement. Accurium’s Retirement Healthcheck? suggest that a couple with $200,000 has only a 14% chance
of being able to spend $45,000 a year for life and less than a 5% probability of being able to spend $50,000 a year.

Annuity B Growth Defensive

Conversely, if Barry and Joan have a high balance, but only require a low minimum income level, then the allocation to
the annuity might be too small to be effective. Allocations within an account-based pension are highly likely to last for the
lifetime of the retiree.

2 Available from https://www.accurium.com.au/smsf-services/retirement-healthcheck
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Lifetime spending

It should be clear that different levels of spending for different levels of initial retirement wealth will have different
probabilities of lasting a lifetime. For the same starting balance, a higher level of spending is less likely to last for life.
Indeed, if we consider the original Barry and Joan situation of seeking to spend $55,000 a year from $500,000 there is
only a one in three (33%) chance that this can be sustained for the life of both Barry and Joan. Indeed the median scenario
is that the money runs out when they are 89.

By applying the layering approach Barry and Joan can get a secondary benefit. In addition to ensuring that they will have
a layer of income above the Age Pension to meet their minimum spending needs, Barry and Joan also increase the chance
that their money will last for life. This is only a small increase to 36% but they will always have the income to meet their
minimum spending needs. This is a typical outcome for a layering strategy. When a retiree is likely to run out of money
during their lifetime, the layering approach will:

e Always provide a higher level of minimum income for life
e Generally provide a great chance that total desired spending can be maintained for life.

The reduction in spending from desired levels to minimum levels later in life is consistent with the stages of retirement
that are observed in Australian retirees. Another change is that spending levels by a couple drop significantly when one
partner passes. A widow/widower can spend about 30% less than the couple. A projection with this adjustment estimates
that the desired level of spending is more likely to be sustained for the life of the surviving partner. The probability
increases 36% to 69%.
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are subject to change at any time without notice to us or you. We may rely on assumptions or
information, any of which might not prove to be correct, and your particular situation, needs and
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