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Measuring success for
the purpose of saving

for retirement

Retirement is meant to be a time of enjoyment at the end of a long working career
but it needs financial preparation. How can we measure the success of retirement
planning? Retirees should not have to worry about having enough money to last,

or fret over leaving something for the next generation, but they do. Success is
usually measured when the event is finished, but for retirement that is too late to do
anything. Retirees need a measure that can help them adjust to keep their finances
in retirement on track. This paper explores ways to measure the financial success of
retirement, both the saving for, and living in, retirement.

The question can be approached in three stages. Firstly, we
need to understand why people save for retirement. Super is
compulsory, but neither compulsion nor retirement itself is
the sole reason for saving. There is also a need to consider
the changes over a lifetime. Saving for retirement involves
putting aside some earnings while working to build up a pool
of capital that can provide income once the source of income

The purpose of saving

The Government’s recent consultation on the objective for
super has revealed diverging views among industry participants,
despite most agreeing that super is there to provide income

in retirement. A challenge in gathering and interpreting these
differing views is that many people confuse the role of super
with the role of savings. One of the primary reasons that the
super system was set up was in response to the view that
people tended to under-save for retirement so a compulsory
system for people to save provides benefits to all. This is possibly
the most highly regarded element of Australia’s superannuation
system in global comparisons.

In practice, saving is broader than super. People save across
different periods of their lives for reasons other than having
income in retirement. Income does not always align with desired
consumption so saving enables a smoothing of consumption
over time. People also save for major life milestones such as
buying a home, starting a family, or holidays as well as making
sure they have enough for a ‘rainy day’. The alternative to saving
is often acquiring more debt which can be expensive to service
and potentially difficult to access, although unavoidable for
most looking to buy their own home.

from employment is gone. Other savings can be for a different
purpose (e.g. a holiday) over a different timeframe. While there
are measures on building up savings available, there is a need
to measure retirement outcomes. This is about more than just
investment performance, but the challenges are surmountable,
so it is possible for super funds and regulators to have a good
idea if their retirement income strategy is a good one or not.

Considering a broader frame about the role of savings, it is
possible to think more clearly about the role for super within a
person’s overall savings. It can also clarify why it helps for super
to be compulsory even though the account is personal, rather
than government money.

To assist thinking about the reason for saving, consider two
allegories: the corn economy and the shade of the oak tree.




The corn economy — put some
savings away today, to enjoy
tomorrow

The corn economy is often used in the study of economics

to introduce the concept of investment and savings and how
they operate in an economy over time. Many simple retirement
models start with the same frame, with a period of working
followed by a period of retirement. The choice is how much
salary to save while working so you can continue to consume
(a desired lifestyle) in retirement.

The premise is simple. In a corn economy all that matters is the
corn that is grown in a field and the food that it becomes after
harvest. Once harvested the corn is either consumed in the
current period or saved as seed for next year’s crop. The saved
corn is ‘invested’ by planting next year’s crop so that there will
be something to eat in the future.

If all the corn is consumed today, there will be no crop
tomorrow, highlighting the need for saving and investment.
The amount of corn to save depends on the ‘investment’
returns, the appetite for risks, such as crop failure due to
weather and the amount of consumption desired next year.

The economy can be extended to consider multiple years of
consumption, but the basic model has just two time periods,
today and the future.

Many simple retirement models start with the same frame, with
a period of working followed by a period of retirement. The
choice is how much salary to save while working so you can
continue to consume (a desired lifestyle) in retirement.

The focus of the corn economy is the individual consumer. It

is their preferences (along with the rates of return) that will
determine the optimal amount to save and invest. In practice,
saving can be for any consumption, not just retirement. A
holiday might be considered like a planned feast. To afford
the feast, savings will be increased for a year producing a
bumper crop which can be consumed as part of the feast (on
the holiday). Normal consumption and savings patterns can be
resumed later.

The essence of savings in a corn economy is to defer
consumption from today to a later date. The choice of savings
will depend on the preferences of the individual consumer.
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The shade of the oak tree — defer
consumption today to benefit future
generations

There is a saying' that the meaning of life can only be understood
by considering the old man who plants the acorn knowing that
he will never sit under the shade of the oak tree that grows.
This describes a motive for saving that is almost the opposite

of the corn economy. Some consumption (eating the acorn) is
given up now for the future benefit of someone else (sitting
under the tree). This is not necessarily purely altruistic but can
reflect an inter-generational transfer between the acorn-planter
and the shade recipient. The concept of leaving a legacy can be
important as a motivator for savings. Surveys suggest that it is
important consideration for about one in four older Australians.?

The objective of the super system

So how does the corn economy and the shade of the oak tree
relate to the Government's proposed objective of super?

Simply, the proposed objective is that super is about the corn
economy. It is a mandatory system because people generally
don't save enough for their own retirement. This lack of savings
through earlier stages of life would otherwise lead to the
government needing to fund retirement for everyone, which
becomes increasingly unaffordable as the dependency ratio
deteriorates. You only need to look at this year’s pension reform
riots in France to see that it is difficult to take away perceived
entitlements from people.?

To balance the mandatory nature of superannuation and

the lack of access before retirement, tax concessions are
provided. While the concessions are not a deferral of taxes (as
under an EET model) there is a cost to revenue from the (ttE)
concessions.* Considerations for the objective of super can be
positioned as what savings should receive the tax concession.
Taking this approach, it is clear that the aim is to encourage
corn economy savings through super. If there is an established
oak forest, the government is not keen on providing a tax
concession for the shade provided to future generations. The
view might be that those who want to plant an oak tree (leave
a legacy) will not need any tax concession to do so. It's surplus
savings not needed in the corn economy model.

1 Often described as a Greek or Chinese proverb but the source is probably more modern.
2 For example, 801 out of 3,345 retirees (24%) reported maintaining some or all of their capital in retirement for their beneficiaries in Hosking, D.,
Minney, A. and McCallum J. The evolution of retirement income: A 2022 snapshot. Canberra: National Seniors Australia and Challenger, August 2022.
3 France pension reforms: Macron signs pension age rise to 64 into law - BBC News (retrieved 27 November 2023).
4 An EET (Exempt, Exempt, Taxed) model for pensions is one where the contributions and the earnings on the pension investments are tax-exempt
but every dollar taken out is subject to full marginal tax-rates. Australia’s ttE super system has a tax on contributions and investment earnings in the
accumulation phase but no tax on payments or earnings is the pension phase or on withdrawals. The little ‘t" is used because the tax rate of 15%
is (generally) below marginal tax rates. For more details on the tax of super see How is super taxed? — Parliament of Australia (aph.gov.au).


https://www.bbc.com/news/world-europe-65279818
https://www.pbo.gov.au/publications-and-data/publications

What does a lifetime of super look like?

If the purpose of super is to save money to provide retirement income, then there are three clear elements:

The best outcomes will only happen if all three ingredients are
combined appropriately. In the corn economy, the outcomes will
depend on the choices within each of the stages. In practice,
the outcome will also depend on how much can be added from
an external source, such as government payments. The outcome
also depends on how much is maintained in the superannuation
system. Any money that is left for a future generation reduces
the retirement income of the person who saved their wages.
For an initial assessment, we can consider the effectiveness

of super in generating retirement income. The implication of
including the value of an intergenerational bequest as part of
the retirement savings system is considered later in this paper.

Globally, the Mercer CFA Institute Global Pension Index® rates
the retirement savings system of countries in their ability to
deliver income in retirement. It is based on three aspects of each
country’s retirement savings system:

e Adequacy - Does the system provide enough income in
retirement to the retiree

e Sustainability — Can the country afford to maintain the
current structure of the retirement saving system

e Integrity — Is the system well run and engender confidence
in participants

Measuring the integrity of a system as a whole is important
for policy, but funds and members have to operate within

the existing system. There is tension between adequacy and
sustainability. Higher levels of government subsidy will improve
adequacy but can reduce sustainability. Similarly a system with
low payments can be sustained, but it won't be adequate.
The aim should be to maximise the adequacy for a system
that is sustainable. This also requires that the level of savings
(contribution rate) be set at the right level. The retirement
savings system needs to be sustained by the inputs into the
system. An efficient system will generate the most income
(outputs) from the available inputs.

The lifecycle perspective is often represented as a mountain.
This reflects the slow accumulation of savings capital over time
until the point of retirement. In retirement, the drawdown of
capital results in the slow decline in capital. One aim is to make
sure the money does not run out while the retiree is still alive.
Figure 1 illustrates a typical rise and fall of capita.®

Figure 1: Accumulated savings over a lifetime
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5 Mercer (2022), Mercer CFA Institute Global Pension Index Available at: Mercer CFA Institute Global Pension Index 2022.

6 The illustration follows a random scenario based on contributions of 12% of a $40,000 salary starting at 25, with salary increasing by 4% p.a.
in real terms until age 40 and then constant with inflation rising at an average 2.5% p.a. Real returns are assumed to be 4% p.a. (pre-tax,
net of investment fees) with drawdown in retirement smoothed by drawing the higher of the superannuation minimums or 1/10 of age as
a percentage of capital, subject to nominal payments being at least 97.5% of the previous year. Retirement is at age 67, drawing 6.7% of
accumulated savings in the first year. A $150 annual admin fee is linked to inflation. Contributions are taxed at 15% with the net tax on super

earnings of 8% in the accumulation phase.


https://www.mercer.com/insights/investments/market-outlook-and-trends/mercer-cfa-global-pension-index/
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A focus on the balance is not the best measure of success for retirement income. What matters is the money that can be drawn down
and spent in retirement. Figure 2 plots this retirement income along with the contributions that are made. The benefit of the super
system is clear in how much more money is available for drawdowns, relative to contributions. These charts are nominal, but even with
inflation adjustments, the annual income in retirement is several multiples of the contribution levels. The 10-30-60 rule’ implies that the
total drawdown will be around 10 times the level of contributions. After inflation adjustments it is closer to a 3-4x multiple but this is
still a significant payoff for a lifetime of saving, as can be seen in Figure 3.

Figure 2: Contributions and drawdowns over a lifetime, nominal
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Figure 3: Contributions and drawdowns, adjusted for inflation
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A successful retirement income approach could be described as one that maximises the (total) drawdowns for a given level of
contributions. Arguably it is the system architecture that determines if the correct amount of earnings is contributed as savings.
Once the savings are invested it is the combination of growth and drawdown that will determine the output.

While they are not completely independent, they can be considered separately as maximising:
* The return on capital, to maximise savings available for retirement; and
¢ The return of capital, to maximise the money to spend through retirement.

7 #18: The 10-30-60 Rule Shows The Huge Multiplier Effect Of Investing — Don Ezra (accessed 27 November 2023).


https://donezra.com/18-the-10-30-60-rule-shows-the-huge-multiplier-effect-of-investing/

Measuring the
performance of super

Australia’s super system managed $3.5 trillion for Australian’s
retirement.® Given this significant size equal to 140% of Australia
GDP? and the potential cost to the public purse, there is a need
to help ensure that the super system is meeting its objectives.
This was the aim of Your Future Your Super (YFYS) reforms'®
which included a performance test. This test has recently been
updated' and while it might not be perfect, it provides a
measure of investment performance to help members maximise
their savings for retirement. The underlying presumption is that
by removing underperforming super funds, members will be
invested in funds that will perform well in the future.?

Measuring the performance of Australia’s super system is
complicated by the split between the accumulation and
retirement phases. The tax on investment earnings is different
in each phase and MySuper options cannot provide a pension
so default members have to swap products to receive their
retirement income. The YFYS performance test might provide
a good measure of the accumulation phase, but it does not
capture what is required in the retirement phase. Measuring
success in retirement will require a different metric, something
that is more than the return on capital.

Measuring performance
In retirement

The goal in retirement is to generate income across the

whole of retirement from the initial pool of savings. This is

the essence of the requirements for super funds under the
retirement income covenant.” A challenge with the retirement
phase is to construct a measure that abstracts from the
random nature of markets. The YFYS performance test

does this by using asset benchmarks for investment returns.
With the importance of the order of returns in retirement,
benchmarking is harder. One approach for retirement is to use
a stochastic model to create an ex-ante measure that measures
all potential paths. David Bell and Geoff Warren explain how
this can give a reliable indicator of performance and propose
using a checklist, a quantitative measure or both as required
to measure performance in the retirement.'

An ex-ante measure of performance, uses a stochastic model
to compare potential future outcomes as an assessment of the
retirement income strategy. Some examples are provided by
the Conexus Institute in a paper with ANU academic Gaurav
Khemka.” They show how to use a stochastic approach

to generate measures and rankings to compare alternate
retirement income solutions. They show that it is possible for

a super fund to develop (or work with an external actuary to
develop) a stochastic model that can be used by the fund to
develop their retirement income strategy.
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Including
retirement risks

The YFYS performance test includes an assessment of risk by
using benchmarks that are appropriate to the tested investment
option. The measures tests performance relative to the market
benchmark, which reflects the risk profile of investment option.
Risks also need to be included in any retirement measure. The
retirement income covenant notes three specific retirement risks
that super funds need to manage for their retired members.
This can be achieved through a measure that incorporates
these risks in the analysis of retirement income. The retirement
measure needs to capture:

¢ All retirement income
— Cash flows from super include all drawdown of capital
— Age Pension entitlements as required by the covenant

— The measure should highlight how retirement income can
be maximised

e Measures of different lengths of life

— Weighted for reasonable probabilities of survival such as
the Australian Life Tables with improvements

— How longevity risk impacts the sustainability and stability
of retirement income over the period of retirement

¢ A distribution of investment outcomes

— Measuring the income that is available under the different
investment outcomes

— This will require a robust asset model as part of the
measure

— To measure investment risks as required under the
retirement income covenant'®

¢ The impact of inflation and inflation risks

— Investment returns modelled either in real terms and/or
including inflation

— Income measures (output) reflect real income

— To demonstrate how the fund can comply with managing
inflation on the sustainability and stability of retirement
income over the period of retirement)

If decisions on the retirement income strategy are based on a
measure of success that does not incorporate these factors, it

will be difficult to show compliance with the retirement income
covenant. In addition, a super fund will need to show consideration
for members having some flexible access to their capital.

By including these measures and specifically modelling longevity,
investment and inflation risks, Funds can better address
sustainability and stability of retirement income over the period
of retirement as required by the retirement income covenant.

A measure that does not consider the potential variability could
be ignoring the risks that are required to be considered. It would
be difficult to argue that such a measure complied with the
requirements of the retirement income covenant.

8 As at September 2023, APRA Quarterly Superannuation Performance Publication.

9 Year to June 2023.

10 Your Future Your Super (treasury.gov.au) (October 2020, accessed online 27 November 2023)
11 Raising the bar on superannuation performance test update 2023 | Treasury Ministers (16 June 2023)
12 Notwithstanding the usual disclaimer that past performance is not necessarily and indicator of future performance.

13 s52(8) of the Superannuation Industry (Supervision) Act 1993.

14 Assessing-retirement-strategies-Final-20221202-Updated.pdf (theconexusinstitute.org.au) (accessed 27 November 2023)
15 Quantitative-Assessement-of-RIS-Conexus-Institute-20230622.pdf (theconexusinstitute.org.au) (accessed 27 November 2023)
16 There are other potential risks that might be considered outside the investment model, such as liquidity management or related party risks.


https://treasury.gov.au/sites/default/files/2020-10/p2020-super_0.pdf
https://ministers.treasury.gov.au/ministers/stephen-jones-2022/media-releases/raising-bar-superannuation-performance-test-update-2023
https://theconexusinstitute.org.au/wp-content/uploads/2022/12/Assessing-retirement-strategies-Final-20221202-Updated.pdf
https://theconexusinstitute.org.au/wp-content/uploads/2023/06/Quantitative-Assessement-of-RIS-Conexus-Institute-20230622.pdf
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Figure 4: Retirement outcomes to be measured
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Figure 4 provides a graphical representation of the outcomes
that need to be measured. The green zone illustrates
combinations of the scenarios of length of life and investment
returns that need to be captured. The lived experience of a
particular retiree could be any combination of investment
returns and length of life. The range of outcomes contrasts to
the small square which is often the measure of a retirement
outcome — a single average projection. In practice, assuming
fixed returns often overstates the average outcome as the order
of returns (sequencing risk) tends to reduce the compounding
that is implied by average returns. A retirement measure needs
to assess the retirement income that will be received in any
scenario, appropriately weighted. The metrics in the Conexus
Institute papers include such adjustments.

A stochastic approach will generate an average outcome as
the measure. The measure of success in retirement needs to
consider the preferences of the member. Following Expected
Utility Theory,” the measure should average the member’s
utility from each potential outcome and not just to measure
the utility of average outcome. This enables the risk aversion
of a member to be captured by the measure. There would be
equivalence only if the member is perfectly risk-neutral.

The requirement of a super fund “to maximise expected
income over the period of retirement” provides an interesting
example.”® At face value, it suggests measuring the average
(expected) outcome is appropriate. However, the requirement
is to balance the objectives of return, risk management and

flexibility. Applying a utility function to the income and risks can

result in a more balanced measure. This is the effect of the risk-
adjusted income in the Conexus Institute examples.

Variation in length of life

Investment performance matters,
but it's not everything in retirement

As people live a long time in retirement it is important that
they continue to generate investment returns. This means that
the YFYS performance test which measures success in the
accumulation phase is still important in retirement. However,
good return on capital is not enough. A retired member lives
off the payments from a fund, which can include the return of
capital. Returning the member’s capital can increase payments
so a fund needs to consider that the capital of the member be
both increased and returned over retirement.

From a given pool, drawing more capital can deliver more
income, but with lower potential for future growth. A well-
designed retirement income strategy could set the drawdown to
maximise the total retirement income.

Capital that is not returned to the retiree (or to a surviving
spouse) could have some value to the next generation but
will not support retirement income for the purposes of the
retirement income covenant or align with the Government’s
objective of super. The value of a bequest in a broader
retirement savings system is discussed in the box below.

17 Built on Von Neumann, J. and O. Morgenstern (1944) Theory of Games and Economic Behavior, Princeton University Press, 1944.
18 These are detailed in the retirement income covenant under s52AA(2) of the Superannuation Industry (Supervision) Act 1993.
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Including bequests as a part of retirement savings

Bequests are a valid reason for saving. Surveys of Australians
indicate that approximately half the population value leaving
the family home as a bequest for the next generation.
Around one in four want to leave a financial bequest.
According to Productivity Commission estimates there was a
total of $52bn in intergenerational inheritances in 2018."° A
smaller amount ($14bn) was noted as being transferred to a
younger generation as gifts while still alive.

To capture the value of a bequest in measuring a

retirement savings system, we can add complexity with an
intergenerational model. The Productivity Commission found
“that about 70 per cent of inheritances go to people in

their fifties and sixties”.?° The Productivity Commission also
found that recipients tended to maintain the real value of
the bequest in the years after receiving it. Gifts tend to go to
younger generations, but inheritances tend to go to people
approaching retirement. By the time someone receives an
inheritance they probably already have a home and their
retirement saving plans in place.

If an amount is to be passed on to future generations, there
is an intergenerational transfer issue with the generation that
is required to build up the original capital.

Case study of a 67-year-old single retiree

The trade-off between maintaining and consuming the capital
can be demonstrated through an example. Consider Joe, a
67-year-old male with $400,000 in super and $20,000 in other
assets. The example uses a stochastic model to estimate his
retirement income and his estate balance on death.?" A typical
approach is to take the minimum drawdowns from an account-
based pension (ABP). The results from the model are shown in
Figure 5. The chart represents the range of outcomes between
the 25th (light blue) and 75th (dark blue) percentiles of the
model. The green line in the middle is the median outcome.

If, say, 12% is the right amount for the first generation to
save and they leave 25% each for the next generation, then
only 9% of their earnings needs be saved for retirement as
they will get the rest as an inheritance. [There are potential
intra-generational issues for those whose parents die young,
but, in theory, life insurance can be used to manage this risk].
As a system, the average savings level needs to sustain an
equilibrium. Saving at the same rate with a growing bequest
would result in under-consumption across generations.

Beyond the retirement savings system, there is a role for
bequests to transition wealth from one generation to the
next. This can be the value of the family home or farm, but
as the Productivity Commission report found, most of the
value in intergenerational bequests involves the most wealthy
households. In some cases the wealth passes through the
generations with inherited wealth being preserved and passed
onto the next generation using a vehicle such as a family
trust. This is consistent with the endowment effect as people
often try to maintain the capital they inherit. The investment
challenge is not to drawdown the capital, but rather to
generate enough income to preserve (or grow) the real value
of the wealth capital and pass it on to our children’s children.

Figure 5 shows how total income increases for most of
retirement, due to the increase in the Age Pension payments

as the capital is slowly spent down. The increase in minimum
drawdowns at various ages are evident with the jump in
income. Some scenarios have strong returns and the drawdown
increases because of this good performance. Figure 6 shows
how the capital is expected to decline over the period of
retirement. This value is adjusted for inflation to measure the
real value of the capital relative to the start of retirement.

Figure 5: Retirement income outcomes with a minimum drawdown
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19 Productivity Commission 2021, Wealth transfers and their economic effects, Research paper, Canberra

20 ibid p19

21 This model assumed a 60% growth allocation with a net return of 6.5% p.a. after fees over 2000 scenarios with volatility of 10.8%, inflation of
2.5% p.a. on average. Age Pension settings were as at 20 September 2023 with real wage growth fixed at 0.5% p.a. for Age Pension indexation.
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Figure 6: Total wealth under a minimum drawdown approach

$500,000
$450,000
$400,000
$350,000
$300,000
$250,000
$200,000
$150,000
$100,000
$50,000
$0

67 69 71 73 75 77 79 81

Bottom quartile

25th percentile

The model also includes the probability of survival. It uses

the Australian Life Tables, ALT2015-17 with 25-year mortality
improvement factors. This enables a calculation of the average
expected income, which is $43,300. The median scenario does

not achieve this income until the minimum drawdown increases
to 7% from age 80. Across the scenarios, the weighted average

income varies between $34,600 and $74,200 at the extremes
although the range between the top and bottom quartile
($41,000-%$44,500) was closer to the median of $42,700.

It is also possible to estimate the average balance at death.
Surprisingly, the mortality-weighted average in the median
scenario was $243,000 or 58% of the original capital. This
means that only 42% of the accumulated capital at the start
of retirement is used for retirement income. It is also possible
to measure the balance left at a specific age. For the minimum
drawdown, the median balance at age 90 was 50% of initial
wealth and 35% at age 95. With only one-in-five 67-year-old
males expected to survive to age 95, there is a lot of capital
remaining with this strategy.
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Some possible alternatives are modelled in Table 1 to see
the impact on both the retirement income received and the
proportion of capital remaining:

a. Minimum drawdown

b. Drawing more than the minimum drawdown to increase
the payments at the start of retirement and consume more
capital. The option modelled was the draw 1% above the
minimum drawdown at all ages.

¢. An alternative approach to drawdown more could be to use
the Rule of Thumb approach of spending based on decade
of age.?? This provides more income and a lower estate
balance than other drawdown strategies.

d. Drawing a target income that is expected to run out by a
certain age. For example, this income $51 000 pa was set
to last until age 90. This income is drawn until the super
capital is exhausted and the retiree relies on the Age Pension
beyond this age. In practice, a retiree is likely to slow their
spending as their capital is exhausted but for comparison it is
assumed that spending is maintained for as long as possible.

e. Drawing the same target income as option B but also
investing 20% into a lifetime income stream. This will provide
a higher income payment once the capital is exhausted but
reduces the availability of the capital early in retirement. A
typical CPl-indexed lifetime annuity?> with a death benefit
that aligned with the capital access schedule was used.?

The alternative strategies provide for a different trade-off between
retirement income and the value that remains for an estate.

22 Spend your decennial age: a rule of thumb for retirement - Actuaries Digital - Spend your decennial age: a rule of thumb for retirement | Actuaries

Digital 19 July 2019 (accessed 27 November 2023)
23 Annuity payments were based on rates as at 27 November 2023.

24 This is the requirement for means-testing of a lifetime income stream. For details see: 4.9.3.35 Means test assessment of asset-tested income streams

(lifetime) | Social Security Guide (dss.gov.au) (accessed 27 November 2023).


https://www.actuaries.digital/2019/07/17/spend-your-decennial-age-a-rule-of-thumb-for-retirement/
https://www.actuaries.digital/2019/07/17/spend-your-decennial-age-a-rule-of-thumb-for-retirement/
https://guides.dss.gov.au/social-security-guide/4/9/3/35
https://guides.dss.gov.au/social-security-guide/4/9/3/35
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Table 1 Retirement income and residual balances for Joe case study

Median Low quartile High quartile
Retirement (25th percentile) (75th percentile) Weighted % capital
Option Income pa Income pa Income pa Estate % at age 90
A Minimum drawdown $42,700 $41,000 $44,500 58% 50%
B Draw minimum+1% $44,600 $42,500 $46,900 41% 28%
C Rule of Thumb draw $46,600 $44,100 $49,200 32% 23%
D Target income $48,700 $46,300 $50,500 25% 3%
E 20% Lifetime income $49,800 $47,500 $51,000 27% 1%

The results table illustrate the trade-off that generating more
retirement income consumes a larger proportion of the starting
capital. In the ABP-only strategies increasing the drawdown
rate increases average income, but there was a dramatic
improvement when income was set higher so that the capital is
expected to be consumed. The average falls shy of the $51,000
target because it is not achieved in all scenarios. Lower market
returns impact some scenarios and the average drops when
the retiree lives longer than expected and income falls. While
some retirement measures focus on the probability of failure (or
success), the shortfall provides an indication of the magnitude
of any failure that occurs.

Adding the lifetime income stream with an income target
increases both the average retirement income and the residual
estate balance. This is related to increased Age Pension
payments as Joe in our case study receives only a partial Age
Pension due to the assets test at the start of retirement. This

is a similar result to the Conexus Institute paper on assessing
retirement strategies that confirms that a blended solution tends
to provide a better outcome for retirement income.

Targeting for the best income outcome

An income target should be set by reference to the member’s
financial position and needs. APRA and ASIC in their July 2023
report on improving retirement outcomes suggested that the
approach of using a universal fixed retirement target for all
members might not be appropriate.?> An alternative approach
would be to consider the total amount of income that might be
paid from a given balance at the start of retirement. This needs
to include any entitlement to the Age Pension and will vary
depending on how much of the original capital is intended to
be preserved or spent through retirement. Guidance on these
calculations can be found in Minney (2017).2¢ If the goal is to
maximise retirement income, and not leave a bequest, setting
this income target becomes a function of risk appetite and
underlying investments.

In a similar vein, Waring and Siegel (2017)?” describe using an
annually calculated virtual annuity (ARVA) as the drawdown
amount. This would set the target income equal to the best
available CPI-linked lifetime annuity payment in the current year.
Actual purchase is not required, and good investment returns
can lead to rising income over the course of retirement as the
ARVA is recalculated each year. This is good for future spending,
but studies of retirement indicate that spending tends to decline
in real terms, not increase.?® A drawdown strategy that was

aligned to retiree spending patterns and investing for long term
returns could increase the spending early in retirement (and
provide smaller subsequent increases). The ARVA approach
allows a retiree to invest in line with their risk appetite and will
maintain some capital for bequests.

The income that can be provided through retirement needs

to be balanced against the resources that are available to the
retiree. For many, this will just be their super balance and Age
Pension entitlement. The combined resources of the retiree can
be used to support:

¢ Their retirement income;
¢ Retirement income for any surviving spouse; or

¢ An estate value for the next generation, either intentional or
unintentional.

A retiree needs to allocate their resources to align with their
preferences for income and bequest outcomes. If the intended
bequest is considered separately, then a retiree has the
challenge of maximise their retirement income with an initial
starting capital allocation. This optimisation challenge needs to
be balanced against a retiree’s confidence to spend.

Optimally, capital can be drawn down to fund income in
retirement that will last as long as the retiree. If the income
drawdown is too high, the balance will be depleted early, and
low income drawdown leaves an intended bequest to go with
the underconsumption. Both are suboptimal but common
scenarios. For each member, based on their starting balance
and Age Pension entitlement, there will be one optimal level of
income that consumes their retirement savings over the period
of retirement.

Success is the return of capital as well as the
return on capital

If the purpose of super is to provide for income in retirement,
then generating the maximum income possible (over time) from
a given pool of savings could be a good measure of success.
The challenge is measuring future income before it is received.
If we wait until it is all over, it is too late to help. This means
ensuring that super is providing benefits to members both by
generating the return on capital available as well as providing
the best return of capital to the member suitable to their
comfort level of risk and needs. After all, it is their money.

25 Information report - Implementation of the retirement income covenant: Findings from the joint APRA and ASIC thematic review | APRA.
26 Minney, A. (2017). “Adding Direction to the Consumption Rate in Retirement” The Journal of Retirement, 5(1), pp106-116.
27 Waring, M. B., & Siegel, L. B. (2015). “The only spending rule article you will ever need” Financial Analysts Journal, 71(1), pp91-107.

28 For example, see Daley, J., B. Coates, T. Wiltshire, O. Emslie, J. Nolan, and T. Chen (2018). Money in retirement: More than enough:
Grattan Institute; and Blanchett, D., (2014). Exploring the Retirement Consumption Puzzle. Journal of Financial Planning, 27(5), pp. 34-42.


https://www.apra.gov.au/information-report-implementation-of-retirement-income-covenant-findings-from-joint-apra-and-asic

The information in the report has been compiled by the Challenger
Retirement Income Research team.
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