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Advisers understand the concept of risk aversion. It is standard practice to assess a client’s
risk aversion (often referred to as 'risk appetite' or 'risk profile') to ensure that they have the
appropriate asset allocation. A related issue that is easily understood, but not necessarily
easily measured, is loss aversion. The concept has been around since Kahneman & Tversky’s
1979 paper on behavioural issues in finance.

The premise of loss aversion is that people dislike losses more than they like gains. While
this is easy to comprehend, measuring it accurately requires an economic utility function
with parameters and assumptions that can be difficult and unreliable. The interesting
fact is that loss aversion trumps risk aversion. Research has shown that people who are
normally risk averse will become risk seeking in order to avoid a certain or likely loss.

The following example highlights the strength of the loss aversion.!

Participants are given $1,000 which they are allowed to keep and not required to wager.
They are then asked to choose between the following 'bets':
1A 1B

50% chance to win another $1,000 Get $500 for sure

The majority in this case prefer the certainty provided by choice 1B, reflecting risk averse preferences.
The alternative comparison describes a loss.

Participants are given? $2,000 and then asked to choose between the following 'bets'.
This time, they are wagering part of their gift:

2A 2B
50% chance to lose $1,000 Lose $500 for sure

1 Adapted from Thinking, Fast and Slow by Kahneman (2011) p280.

2 The fact that the money was a gift is not relevant to most people. They act as if it had always been their money, rather than
saying “Oh well, | started with nothing so I'm square if | lose...” In effect, they just see the ‘win/lose’ bet.
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Now the majority prefer to take the gamble, 2A in the hope of avoiding any loss, even

though the net outcome under both scenarios is exactly the same. The choice is between:
50% chance of +$1,000 +$1,500 for sure
(ie [TA] $1,000+50; [2A] $2,000-51,000) (ie [1B] $1,000+$500; [2B] $2,000-$500)
&

50% chance of +$2,000
(ie [1A] $1,000+$1,000; [2A] $2,000-$0)

The difference in behaviour reflects how people think and manage their money.

There is a related issue for retirement planning around the so-called ‘endowment effect’. It is
evident in the example above as participants immediately view the $1,000/$2,000 as their
own (and not a separate ‘win’ or gift) and make subsequent decisions on that basis. Building
up a lifetime of savings has a similar, and probably more powerful effect. Retirees often

view their retirement savings as capital that should be preserved. In reality, this capital is just
deferred wages + ‘interest’ that should be spent down to provide a higher standard of living
in retirement. The endowment effect means that once the balance is highlighted, many
clients will react negatively to any spending that involves a reduction in the capital, regarding
it as a loss, rather than being part of the retirement plan.

The perceived loss of capital is often stated as a reason for retirees preferring return-seeking
investments over annuities. A lifetime annuity is the most efficient way to turn some capital into a
stream of lifetime income. However, because of loss aversion, many clients will see the possibility
of their premature death as a potential loss of capital that they will seek to avoid. This can be

a barrier to using an annuity for retirement income. The challenge is to overcome this fear by
adding some flexibility features to the lifetime annuity to remove the prospect of a loss of capital.

Most people understand the benefit of life insurance to support their dependants in the
result of their premature death. Payouts are seen as a ‘'win’ from the insurance company so
there is no impact from loss aversion. Typically, people reduce or drop their insurance cover
altogether as they get older. It becomes more expensive, and there are fewer dependants
that would need the benefit. A flexible annuity adds an insurance-like benefit in the case

of an early death, offsetting the perceived loss of capital in the annuity. By packaging the
‘insurance’ element within the annuity, there is no longer a ‘loss’ that can be perceived by
the retiree client. As an additional benefit, it is also possible to provide access to capital so
that if circumstances change dramatically, the client can get capital back, even if they are still
alive 3

Challenger’s flexible lifetime annuity uses a straight-line depreciation method for the available
capital which gradually reduces to zero by life expectancy.* This schedule complies with
superannuation regulations for a (tax-free) income stream. Figure 1 indicates the payments
and available capital for an annuity bought by a 65-year-old female as at 26 February 2018.
This uses nominal payments, but options including indexed payments are also available.

3 The available capital can be less than original capital less payments already received. In early years, the death benefit exceeds the
available capital.

4 This doesn’t include mortality improvements so is slightly shorter than their actual life expectancy.
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Figure 1: Payments and available capital for a flexible lifetime annuity
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Source: Challenger, 26 February 2018. Based on $100,000 investment for a 65-year-old female

In this case, the Treasury estimate for a 65-year-old female is 21 years, so the available
death benefit can be 100% for 10 years, i.e. up to and including age 75, with the available
capital up to age 86 falling by less than $5,000 each year.

The goal of the flexible lifetime annuity is to overcome retiree loss aversion and enable them
to access a higher level of payments through their retirement. To test this, we can consider
what happens to the estate value if someone uses a flexible lifetime annuity, as opposed to
just drawing down on their account-based pension. In this example, as is usually the case,
only a proportion (30%) of the portfolio is invested in the lifetime annuity.

Julie is a 65-year-old widow who has $500,000 in super. She owns her own home and has
$20,000 of personal assets, and no savings outside super (for easy comparison).

She has a lifestyle that is supported by spending $42,000 a year which will increase with
inflation. If she invests this in a balanced account-based pension (matching her risk profile)
she can expect her lifestyle to be maintained to age 90, which is her average life expectancy.

The alternative is to invest 30% ($150,000) in a flexible lifetime annuity paying $10,082
a year. (This payment is fixed and does not adjust for inflation).

Figure 2: Projected retirement income comparison - fixed rates of return “]
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Source: Challenger Retirement lllustrator as at 26 February 2018
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The outcome is that Julie can expect her income to last a couple of years longer.
Using the flexible annuity helps her to manage the risks in retirement, with a
reduction in sequencing risk extending the full payment age to 95, and the longevity
protection paying more than $4,000 a year to Julie even after her capital runs out

at age 95 (as it would in the average case). See Figure 2.

In this example, Julie would have the same or higher income to spend in every year
of her retirement. The question of loss aversion, is how much of her capital would
be left to her children through her estate. The chart below highlights the difference.

In Julie’s case, her estate would be higher with a flexible lifetime annuity than the
alternative if her age at death is anything up to 95. Above 95, she would have no
capital left in either case so the outcome would be the same. The lowest point of
differential is when the 100% death benefit period ends and Julie’s estate at that
time would be limited to the capital accessible, of half the annuity investment plus
the remaining account-based pension.

Figure 3: Projected difference in bequest value at each age

$70,000

$60,000

$50,000

$40,000

$30,000

$20,000

$10,000

$0
65 67 69 71 73 75 77 79 81 83 85 87 89 91 93 95 97 99 101103

Bequest value difference

Source: Challenger Retirement lllustrator as at 26 February 2018

A lifetime annuity can help your clients enjoy a better retirement by generating more
cash flow that they can spend across their retirement, tailored to their projected
lifespans. Using a flexible annuity with in-built death benefits can alleviate loss
aversion concerns by providing access to capital in retirement and, in contrast to the
traditional annuity, enabling a higher estate balance to be left to their beneficiaries
in many cases.

This paper is dated 1 March 2018 and is provided by the authors on behalf of Challenger Limited ABN 85 106 842 371
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