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1	 Farrelly’s Report Lower for longer: What is means for portfolio construction September 2021

2	 The S&P/ASX200 returned 9.3% p.a. over the 10 years to June 2021

$	 %	 Bucket	
	
$100,000	 14	 Cash	 Two years of spending in cash 

$250,000	 36	 Defensive	 This is the residual after  
			   the cash bucket and growth  
			   assets are invested to match  
			   the risk profile

			   Earnings of 5% p.a. can be  
			   used to top up cash bucket

$350,000	 50	 Growth	 Invested in growth assets  
			   reflecting overall allocation  
			   of 50% growth exposure for  
			   a balanced investor

This core strategy is to split the investments into  
three buckets:

1. �A cash bucket to meet the short-term spending 
requirements

2. �A defensive bucket that targets income needs  
in the few years after the cash bucket

3. �A growth bucket which is aimed at generating 
high returns to meet future income needs.

One advantage of a bucket strategy like this is that  
it can protect against the adverse outcome known  
as sequencing risk. The cash and defensive buckets 
provide the funds to meet spending needs at the 
start of retirement. If markets experience a downturn 
at this time there is no need to sell anything in the 
growth bucket. The provides time for the assumed 
market recovery to restore the lost capital. The events 
of 2020 highlight the value of a bucket approach to 
a retiree. The sharp decline in markets at the start of 
the COVID-19 pandemic had the potential to wipe-out 
a lot of a retiree’s savings. If they had the cash that 
they needed to spend in retirement and could keep 
the growth assets invested, they would be in a strong 
position. The recovery to June 2021 gave super funds 
their strongest returns in over 20 years.

The impact of low rates
Historical returns provided a solid basis for bucketing 
strategies. High interest rates mean that a smaller 
amount of capital is required in the cash and defensive 
buckets to provide the required cash flows. More is 
earned from interest. 

Looking forward, the low interest rate environment  
will require an adjustment to the bucketing approach. 
Either more capital will need to be invested in the 
defensive bucket or the length of time cash flows are 
provided need to be shortened. A second impact, 
as noted in the research note by Farrelly’s1, is that 
investment returns are likely to be lower across the board. 
That is, the return on the growth bucket will be lower. 

These two changes work against the principle of 
bucketing to give growth assets time to recover and 
grow. The lower returns mean that the portfolio needs 
longer to grow, but the strategy will have to manage 

with a shorter time frame. Left alone, this will increase 
the risk of a bucketing strategy relative to the past.  
We can see the impact in the following example.

The three-bucket strategy  
with recent historical returns
Consider a retired couple, Don and Denise who  
have $700,000 in their super accounts. They want  
a comfortable standard of living in retirement  
(ASFA comfortable standard = $62,828 as at March 
2021). With no financial assets outside super, Don and 
Denise receive $12,500 a year from a part Age Pension. 
To meet their lifestyle target, they need to draw more 
than $50,000 in the first year from their super. 

Their portfolio split under the three-bucket strategy 
would be:

Boosting a bucket strategy in a low-rate environment
A bucketing strategy is used by some financial advisers to help their clients manage their 
investments to provide retirement income. The specifics of each strategy can vary by adviser, 
but the underlying mechanism is similar across most approaches. 

This bucket strategy is expected to deliver growth 
over the seven-year period to restore most of the 
original capital. With an expected return of 9.0% p.a.2 
from the growth assets the growth bucket would be 
worth $639,000 at the end of the seven years with 
an additional $87,500 available from the returns in 
the defensive bucket. In practice dividends could be 
used to top up the cash bucket over time which would 
reduce some of the growth. The balance, might be 
spread across the buckets, but it can be expected to 
the original balance or more after seven years.
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$	 %	 Bucket	

$100,000	 14	 Cash	 Same two years  
			   of spending

$250,000	 36	 Defensive	 The income from this  
			   bucket will not last as  
			   long as before

$350,000	 50	 Growth	 Maintaining the same  
			   growth as before

The low interest rate environment will change how 
effective this strategy will be going forward. Assuming 
a 1.5% return from defensive assets and 6.0% p.a. for 
growth, this is how the portfolio would change3:

Now over the next seven years, earning 6.0% p.a. 
would rebuild the growth bucket to only $526,000. 
Adding $26,000 from the defensive bucket returns 
and the total of just over $550,000 is well short of the 
original strategy. Increasing exposure to growth assets 
would help this, but that would load the investor with 
more risk beyond their comfort level.

Part of this shortfall is because the level of income is 
harder to sustain in a lower interest rate environment. 
Without some adjustment, the reduced capital for 
reinvestment will result in a dramatic reduction in 
lifestyle at some point through retirement. The longer 
the delay, the larger the drop.

There is a, perhaps, surprising addition to this strategy 
that can boost the overall performance of the buckets: 
Using a lifetime annuity. This has several benefits  
but two additional advantages would apply to  
Don and Denise:

•	Part pensioners, like Don and Denise, can benefit 
from an up-front lift to their Age Pension payments 
when using a lifetime annuity.

•	The cashflows that are secured for life mean that 
less is required from the growth portfolio later 
in retirement. Lowering the target, improves the 
effectiveness of the strategy.

Rebalancing the buckets  
with a lifetime annuity
Yes, the starting payment for a lifetime annuity  
is lower in a low-rate environment, but so are the 
returns for other defensive investments. The capital 
return embedded in lifetime annuities reflects the 
pooling advantage of lifetime annuities that provide 
increased yields to annuity holders. This yield (called a 
mortality credit by actuaries) is not linked to markets, 
so when interest rates are low, this credit is worth 
relatively more. When rates are low, efficient 
income is more valuable to retirees.

The allocations to the different buckets change when a 
lifetime annuity is added to the base. The income from 
the annuity can be considered like the Age Pension 
reducing the need to draw down from invested 
savings. For example consider if Don and Denise invest 
$140,000 of their super into a lifetime annuity. As they 
are both 67, this would provide them with $5,625  
a year in income from the lifetime annuity. 

How much should I allocate to a lifetime 
annuity as part of a bucketing strategy?
As with all strategies, the allocation to a lifetime annuity 
depends on the client’s goals.

A lifetime annuity generates guaranteed monthly 
payments and has the potential to immediately increase 
Age Pension entitlements due to the (favourable) assets 
test assessment. Many advisers consider the sum of 
the additional Age Pension and guaranteed income 
generated by the annuity and reduce their clients’ cash 
bucket accordingly.

Maintaining flexibility to replenish the traditional buckets 
(despite their reduced drawings) is important. As such, 
one common approach is to use an allocation to the 
lifetime annuity that so that the ABP can be aligned to 
a higher weighting of growth assets (one step up the 
risk profile). The allocation keeps the overall portfolio in 
line with the client’s target risk profile as the annuity is 
captured as part of the defensive weighting.

The greater the allocation to the annuity, the greater the 
reduction to the balance of your cash bucket. However, 
there is a maximum as your client still needs to meet 
the minimum drawdown requirements from their ABP. 
In Don and Denise’s case, this maximum would be a 
40% allocation, but the adviser has chosen a half-way 
allocation of 20%. This will move the growth allocation 
in the remaining ABP to 62.5% (50/80) but maintain the 
overall balanced (50% growth) risk profile. 

3	 These returns are from the Farrelly’s report: Lower for longer: What is means for portfolio construction September 2021
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They would also receive an increase in their Age Pension payments. As only 60% of the lifetime annuity is 
included in the Age Pension assets test, Don and Denise would receive an additional $4,368 in additional  
Age Pension in the first year. The additional Age Pension on top of the annuity payments of $9,993 which is no 
longer needed in the cash bucket. The defensive bucket can also be smaller because the annuity will be paying 
income in those years. The portfolio allocation will now be:

$	 %	 % of ABP	 Bucket	
	
$140,000	 20	 –	 Lifetime annuity	 Provides base income for the buckets

$80,000	 11	 14	 Cash	 Smaller requirement for two years of spending

$130,000	 19	 23.5	 Defensive	 Smaller but supplemented by annuity payments

$350,000	 50	 62.5	 Growth	 Maintain 50% overall growth exposure 

Using the lifetime annuity provides a guarantee  
that some income will be paid for the life of the 
investor. This is an additional reduction in risk  
provided to the retiree which is not available from 
other defensive assets.4 

Over the next seven years, the growth bucket,  
growing at 6.0% p.a. would reach over $525,000 
without rebalancing. In practice, dividends are 
often used to top-up the cash bucket, but when 
the defensive bucket has been emptied, the growth 
bucket might have grown to nearly $400,000 With the 
annuity still providing income, this is a better expected 
position than without the annuity. The capital is 
still not as high as the original example (with higher 
expected returns), but the income from the annuity 
will have grown to over $6,335 p.a. (assuming 2% 
inflation) over the seven years. 

The growing income is shown in the following chart. 
It shows nominal income, so the total is rising with 
inflation at 2% p.a. Over time, higher Age Pension 
payments will reduce the drawdown from cash, but 
drawdowns will be needed from the defensive bucket 
at some stage. It is assumed that a full rebalance 
would be done after seven years to reduce the growth 
bucket and top up the other buckets.

4	 Wade Pfau describes the risk management benefits of lifetime annuities over bonds in his book: Safety-First Retirement Planning: An Integrated 
Approach for a Worry-Free Retirement. Vienna, VA: Retirement Researcher Media 2019.

$0

$10,000

$20,000

$30,000

$40,000

$50,000

$60,000

$70,000

$80,000

1 2 3 4 5 6 7

Income source: first seven years

 Age Pension	  Annuity	  Cash	  Defensive	  Growth



Benefits of the rebalanced bucket strategy
A bucket strategy enables a retiree to generate the income that they require from their portfolio while leaving 
most of their assets to grow over time. With the bulk of the portfolio invested, the retiree can enjoy the benefit  
of higher income over time. 

This is challenged by the low interest rate environment. The bucket strategy is not fool-proof and if returns don’t 
meet expectations, the bucket approach can fail.

However, an appropriate application of a lifetime annuity can restore the benefits of the bucket approach by  
doing some of the heavy lifting in generating income while still allowing a large part of the portfolio to be 
invested for growth other time. It will also ensure that the cost of failure is not a total reliance on the social 
security of the Age Pension.

The information in this article is current as at 13 September 2021 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. 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 Challenger Guaranteed 
Annuity (Liquid Lifetime) Target Market Determination (TMD) and Product Disclosure Statement (PDS) available at www.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. 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 Challenger Guaranteed Annuity (Liquid Lifetime) before deciding whether to acquire or continue to hold the product. A copy 
of the TMD and PDS is available at www.challenger.com.au or by contacting our Adviser Services Team on 1800 621 009. Any examples shown in 
this article are for illustrative purposes only and are not a prediction or guarantee of any particular outcome. 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. To the maximum extent permissible under law, neither Challenger 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.com.au

We’re always ready to support you and your clients
Challenger has a range of tools to help you and your clients with their retirement and aged care planning, 
including calculators, videos and case studies. 

To access them or find out more:

 Visit challenger.com.au 

 Log in, or register for AdviserOnline at adviseronlineportal.com.au

Speak to your Challenger BDM

Call Adviser Services 1800 621 009

The information in this article is current as at 2 November 2020 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. 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 [relevant product] 
Product Disclosure Statement 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. Each 
person should, therefore, consider its appropriateness having regard to these matters and the information in the Product Disclosure Statement (PDS) 
for the relevant product before deciding whether to acquire or continue to hold the product. A copy of the PDS is available at challenger.com.au or by 
contacting our Adviser Services Team on 1800 621 009. Any examples shown in this article are for illustrative purposes only and are not a prediction 
or guarantee of any particular outcome. 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. To the maximum 
extent permissible under law, neither Challenger 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. 43
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The information in the report has been compiled by the Challenger Retirement Income 
Research team.
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