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Section 1

Executive Summary

Mercer Consulting Australia Pty Ltd (“Mercer”) has been engaged by Challenger Group
Services Pty Ltd (“Challenger” to produce this report to assist financial advisers as they
advise their clients on how annuities can be utilised in building a portfolio.

In this report we examine the use of annuities when designing retirement portfolios. This is
achieved by exploring the role of annuities both as a part of a retirement solution and in a
portfolio and model the implications of a range of potential client profiles. Collectively we use
this analysis to establish a series of principles for annuitisation in retirement.

Role of annuities

Annuities are well established as a product that can address some (but not all) of a retiree’s
needs in retirement. This paper considers the Challenger Lifetime Annuity* which aims to
provide:

e Stability of income by ensuring a periodic income stream throughout retirement.

e Longevity protection, by paying an income for the duration of an annuitant's lifetime
and addressing the concern of outliving retirement savings.

e Flexibility through a withdrawal and a death benefit which provides access to capital.

 Favourable Age Pension means test treatment, providing additional age pension
eligibility in early retirement years.

e Transfer investment risk to the life insurance company, relieving retirees of market
fluctuations.

However, there are situations where annuities may be less appropriate and the cost of
annuities can vary with market conditions. Further, non-market linked annuities (such as the
annuity described above) do not provide the opportunity to participate in positive market
returns. There is also counterparty risk associated with annuities, although it is generally low
in Australia due to regulatory requirements. On balance this means that while annuities may
be useful for some retirees, their use must be tailored to the needs of individual retirees.

Asset allocation of annuities

In contextualising the use of annuities in a retirement portfolio we have modelled the range of
‘returns’ produced by an annuity in a set of hypothetical portfolios. This modelling has been
undertaken using Mercer's stochastic capital market assumptions?. It reflects that:

e Compared to government bonds and cash, annuities currently offer a higher return, as
annuities use ‘mortality’ credits as an added source of return.

* Challenger (Liquid Lifetime), Flexible Income (Immediate Payments) with CPI-indexed payments

2 Refers to Mercer’'s assumptions on expected return and risk for different asset classes. It is projected based on macroeconomic factors and current pricing
of investment markets. The assumptions are stochastic in that it provides a range of possible outcomes based on our 2000 trials.
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e Unlikely other traditional defensive assets, annuities (in most cases) are not subject to
market risk. While changes in interest rates can impact the value of bonds, annuities
provide an indexed income stream unaffected by interest rate fluctuations.

e Annuities provide a lower return profile than traditional alternative, mid-risk (such as
property and infrastructure) and growth assets commensurate with their low risk profile.

On balance our analysis suggests that a portfolio which maintains growth exposure while
substituting a portion of defensive assets for annuities is likely to lead to improved investment
outcomes. In a portfolio, the expected nominal return increases with annuity rates currently
higher than government bonds and cash, and the volatility of returns remain similar. For
example, a 30% annuity allocation uplifts the expected return of a 60/40 portfolio by 100 bps.

Modelling assumptions

In analysing the potential impacts of annuities in retirement portfolios, we have considered
several cameo personas including a:

e High balance client (Couple A) that will not be eligible for an Age Pension at the start of
their retirement. We have assumed that this couple has $2 million account balance and
income needs of $120,000 per year (indexed to inflation).

* Medium balance client (Couple B) that will be eligible for a part Age Pension at the
start of their retirement. We have assumed that this couple has $1 million account
balance and income needs of $85,000.

* Low balance client (Couple C) that will be eligible for a full Age Pension most of their
retirement. We have assumed that this couple has $500,000 account balance and
income needs of $70,000.

Across each of these sample clients we have assumed the use of a ‘60/40’ portfolio with a
60% exposure to growth assets. In cases where annuitisation is modelled, it is assumed that
the assets are reallocated from the defensive allocation in the portfolio. Assets that are not
held in an annuity are assumed to be held in an Account Based Pension (ABP).

Modelling results

Figure 1 sets out the change in the Net present value of median income (NPV) that is
provided to each couple over their retirement. It reflects that all couple personas are
expected to experience an uplift in the NPV of real income derived by their retirement
strategy by substituting defensive assets (in an ABP) for an annuity. This is a consequence
of ‘guaranteed’ income of annuities being continued to be paid through retirement as
balances held within the ABP are depleted. This highlights the ability of annuities in a
portfolio to improve the income derived from a strategy in late retirement.

The first line shows the NPV to age 94 (the life expectancy for a couple age 67 today) which
means there is a 50% chance that the last of the remaining partnership live longer than age
94. The change is more evident the longer the couple live, reflected in the NPV to age 100
and this would further increase past age 100.
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Figure 1. Change in the net present value of median income

NPV to age 94
Difference
NPV to age 100

Difference

Couple A
100% ABP | 000 ARP
0% Annuity Aﬁgtﬁ’t
$3,360,000 $3,360,000
= $0
$3,639,000  $3,947,000
- $308,000

Couple B
100% ABP | 70% ABP
0% Annuity Aﬁgfﬁ’t
$2,318,000 $2,380,000
- $62,000
$2,576,000  $2,791,000
- $215,000
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Couple C
100% ABP | 70% ABP
0% Annuity Aﬁgfﬁ’t
$1,871,000 $1,940,000
- $69,000
$2,129,000  $2,244,000
- $115,000

Figure 2 sets out the probability of meeting target income in each given year of retirement
for each client persona. It reflects that all couple personas experience an increase in the
likelihood of meeting their respective target income where defensive assets are substituted
for an annuity. This is particularly evident for Couple B who have a 41% higher probability of
meeting their target income at age 94 when 30% of their defensive allocation within the
portfolio is invested in a lifetime annuity. This illustrates the ability of annuities in a portfolio to
address longevity risk and provide certainty of income.

Figure 2. Probability of meeting retiree income targets at various ages
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Figure 3 sets out the median account balance for each year of retirement as a reflection of
the accessible capital available to each couple. It reflects that once withdrawal and death
benefits are considered the median account balances with withdrawal benefits for all couple
personas are similar in the first 25 years for a portfolio with and without annuities included.
From approximately age 90 to couple life expectancy of age 94 and onwards, the capital of a
portfolio without annuities depletes at a faster rate than with annuities. At couple life
expectancy (age 94) there is a higher balance available for Couple A of approximately
$70,400). This shows that there is a higher total balance available to retirees in the median
scenario for a portfolio with annuities. This reflects that while there is an element of liquidity
and sequencing risk in withdrawing from an annuity product (as to re-enter the product, there
would be a need to ‘re-strike’ rates) there is not a material reduction in the ability to access
capital in the early years and a modest increase in capital access at couple life expectancy
when investing in annuities.

Figure 3. Total median account balance (incl. withdrawal benefit) in real terms

$2,500,000

$2,000,000

$1,500,000

$1,000,000

$500,000

67 69 71 73 75 77 79 81 83 85 87 89 91 93 95 97 99 101 103 105 107 109

e COUPlE A_0% === Couple A_15% === Couple B_0%
e COUPIE B_15% e===Couple C_0% e==Couple C_15%

Figure 4 reflects the change in age pension eligibility (in dollar terms) in the first year of

retirement following an allocation of 30% to a lifetime annuity. There is an uplift in age

pension eligibility as the purchase of annuities have a favourable Age Pension means test

treatment where:

* 60% of the purchase price of the annuity is asset tested until age 84, subject to a
minimum of 5 years, 30% of the purchase price thereafter; and

¢ 60% of the income is tested.

Couples B and C experience a material increase in age pension eligibility in the first
retirement year from annuity allocations. This assists in the maximisation of income. Couple
A is a self-funded couple (in the first year of retirement given their high starting assets) and
thus does not experience any change in age pension eligibility from allocating to annuities.

Mercer
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Figure 4. Uplift in Age Pension eligibility in the first year
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Retirement income principles

As described the sections of this report, the key conclusions are that:

» Substituting defensive assets (such as low-risk government bonds) for an allocation to
lifetime annuities may provide improved investment characteristics at a total portfolio
level.

* Annuities continue to provide a range of non-investment benefits to retiree portfolios,
including a transfer of investment risk and providing guaranteed payments.

» Historical issues with annuities (such as a reduced access to capital) have been
diminished through product changes including through withdrawal and death benefits.

e By incorporating annuities, retirement outcomes can be improved by increasing total
expected income and the likelihood of meeting target income throughout retirement.

Limitations

In our analysis, we have sought to include annuities by substituting defensive assets in the
portfolio. This means that the exposure to growth assets in the portfolio is maintained.
Further annuitisation beyond this point is likely to lead to impaired portfolio outcomes as
reducing growth assets (in favour of annuities) will adversely change the portfolio risk-and-
return profile.

On balance we consider that in current market conditions substituting defensive assets for an
allocation to annuities ought to lead to improved portfolio outcomes. This is subject to this
allocation not exceeding the availability of defensive assets within the portfolio and not
impairing the retiree’s need for immediate liquidity. In presenting this view we note that our
work is a point in time analysis and the conclusions drawn may not be appropriate in different
market conditions.

Angela Hartl FIAA Richard Dunn FIAA

21 May 2024
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Section 2

Introduction

Context

Superannuation is designed to allow Australians to save for retirement (accumulation) and spend
during retirement (decumulation). The system has been highly effective in allowing members
accumulate retirement savings on the back of the compulsory Superannuation Guarantee for the last
three decades, tax benefits on superannuation contributions and strong investment performance.

However, there is an increasing focus on the decumulation phase as Australia is experiencing an
aging population, improved longevity, and regulations focussed on uplifting retirement outcomes. In
recent years the industry has made progress towards enhancing the system following the introduction
of the Retirement Income Covenant into the Superannuation Industry (Supervision) Act (SIS Act).

Developments in the retirement system are expected to continue in response to the expected growth
in retirees over the next decade as the ‘Baby Boomer’ generation transitions to and through
retirement. There are currently 1.6 million people aged 65 and over receiving income from a
superannuation product, but over the next 10 years, an estimated 2.5 million Australian will move from
the accumulation to the retirement phases.

Scope and purpose

Mercer Consulting Australia Pty Ltd (“Mercer”) has been engaged by Challenger Group Services Pty
Ltd (“Challenger”) to produce a paper to assist financial advisers as they advise their clients on how
annuities can be utilised in building a portfolio. In this report we examine the role of CPI-linked
immediate annuities as a component of a retiree’s portfolio.

Our report focuses on exploring annuities in the context of a defensive allocation in a retirement
portfolio and its effectiveness in addressing the retirement trilemma (see page 10) for different
personas“. It provides a view on the retirement outcomes from the inclusion of annuities and aims to
provide advisers a set of principles to designing a holistic retirement portfolio that meets the needs of
various types of clients. This report is structured as follows:

e Therole of annuities, in which we cover core information about annuities in addition to
commentary on cases where annuities are likely to be appropriate and less appropriate.

* Asset allocation of annuities to analyse the investment characteristics of annuities relative to
defensive assets.

e Annuities in a portfolio to explore the impact of incorporating annuities in retirement portfolios on
member retirement outcomes, with a focus on using annuities blended with assets in an ABP by
substituting defensive assets with annuities.

e Conclusion, in which we cover the retirement income principles which result from our analysis.

% Treasury, Discussion Paper - Retirement phase of superannuation, December 2023

“In this report, we define ‘persona’ as a group of clients that have similar characteristics, needs and wants. It is important to note that the personas are a
reference point only as each client will have their own unique situation and needs.

Mercer
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Section 3

The role of annuities

This section explores the core product design features of annuities in the Australian market.
Specifically, we evaluate the:

* Key annuity parameters relevant to a CPI-linked immediate lifetime annuity
e Cases where annuities are likely to be appropriate and less appropriate

e Comparison of annuities to other retirement solutions in addressing the retirement
trilemma

Key annuity parameters

A CPI-linked immediate lifetime annuity is a financial product that provides regular
guaranteed income payments indexed to inflation for the life of the client in exchange for a
lump sum payment on purchase date. For instance, at the time of writing the purchase of
$100,000 worth of immediate lifetime annuity will provide an aged 67 female client with
approximately $5,100 in the first year of guaranteed income. Term certain, market linked and
deferred lifetime annuities are excluded from consideration in this paper.

Figure 5 details the key parameters of a typical contemporary annuity. Understanding the key
parameters is crucial for advisers and clients considering the purchase of an annuity as they
guide the terms and conditions, and financial implications of the annuity insurance contract.

Figure 5: Key parameters and flexible design features of an annuity contract
Parameter Description
Premium Typically, a lump sum amount paid by the client to purchase an annuity.

For an immediate lifetime annuity, the annuity payment will commence
Annuity period shortly after the premium is paid and remain for the lifespan of the

annuitant.

Payment Amount of money paid at regular intervals to the annuitant which can be
amount fixed or variable. A CPI-linked annuity is indexed to inflation.
Inflation CPI-linked annuities are indexed to inflation and thus provide inflation
protection protection.

. Optionality to include a withdrawal benefit which provides a lump sum
Withdrawal . . . . o i
benefit benefit payment if the annuitant takes this amount within a set period of

time.

Optionality to include death benefit within withdrawal period, providing a

DEET DX 1 lump sum payment to beneficiaries in the event of the annuitant’s death.

Reversionary Optionality to include reversionary benefit where annuitant chooses a
benefit second person to receive annuity payments after annuitant’s death.

Mercer
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Appropriateness of annuities

Annuities offer several advantages that make them attractive to certain individuals, including:

Stability of income

Annuities provide a regular income stream, which can be indexed to inflation or linked to
market performance. Inflation linked annuities ensure that retirees have a stable and
predictable income throughout their retirement years to supplement other income
sources.

Longevity protection

Lifetime annuities offer longevity protection, as they continue to pay out for the lifetime of
the annuitant, regardless of how long they live. This is particularly beneficial for
individuals who are concerned about outliving their retirement savings. For example, a
couple with a stand-alone ABP and a combined $1 million balance drawing $85,000 p.a.
has a 68% chance of not meeting its target income at couple life expectancy and 98% by
age 100.

Favourable assets test treatment

Lifetime annuities receive favourable treatment under the asset testing rules for the Age
Pension. Annuities are assessed at 60% of the purchase price until age 84, and 30%
thereafter and 60% of income is assessed for the income test. For example, while it is
unlikely a couple would allocate their full retirement balance to an annuity, a couple with a
combined balance of $1 million will be eligible for approximately $31,000 more age
pension at age 67 if 100% of assets was in an annuity compared to just an ABP.

Transfer of investment risk

Annuities transfer the investment risk to the life insurance company unless the annuities
are market linked annuities (see below). This means that retirees do not have to worry
about market fluctuations or investment performance affecting their income. Instead, the
life insurance company assumes the responsibility of managing the investments and
ensuring that the annuity payments are made as promised.

Withdrawal and death benefits
In addition to these points, flexible annuities have been uplifted to include the option to
have a withdrawal and death benefit which remove the historic concerns that many

clients had with annuities that the insurance company would profit if they were to die
early or that the capital was locked away and could not be accessed.

When annuities may be less appropriate

However, there are certain situations where annuities may be less appropriate. Factors
which might influence this include:

Cost of annuities

Annuity costs can vary with market conditions, which may impact the overall return on
investment. When purchasing an annuity, individuals typically pay a premium to the life
insurance company in exchange for the guaranteed income stream. The cost of this
premium can be influenced by factors such as interest rates, market conditions, and the
individual's age and health. A potential market condition where annuities might be less
appropriate is if a client is locked into an annuity at a low interest rate and subsequently
interest rates increase (and thus prices of annuities decrease).

Mercer
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e Positive market performance

The growth exposure of the overall portfolio should be maintained even with a partial
annuity allocation as clients should maintain access to investment opportunities from
growth assets. It is not suitable when the desired growth exposure is not maintained
when annuity allocations cannot be funded from defensive assets.

e Counterparty risk

There is also counterparty risk associated with annuities which refers to the risk that the
annuity provider may default on its obligations to make annuity payments. This
counterparty risk however is expected to be generally low in Australia as APRA imposes
a prescribed capital amount (PCA) to protect against counterparty risk. Life insurers could
hold excess capital to the PCA.

e Specific client situations and access to capital needs

The suitability of annuities depends on specific client situations and needs. Factors such
as liquidity requirements, estate planning goals and risk tolerance should be considered
when evaluating the appropriateness of annuities. Specifically, clients that demand
access to capital should first seek to liquidate other investments in the retirement
portfolio.

Market Linked Annuities

Market-linked lifetime annuities provide a monthly income for life that has the potential to
increase over time. However, payments are less predictable because they move up or down
based on the performance of the chosen market index. We do not model market linked
annuities in this paper.

The Retirement Trilemma

In establishing whether an annuity is suitable for use in retirement products, advisers will
commonly consider the retirement trilemma. This framework aims to strike a balance
between balancing maximising income, sustainability and stability of income, and flexible
access to capital for clients as these priorities are often conflicting and have differing levels of
importance. This approach has been reenforced in the Retirement Income Covenant recently
introduced into the SIS Act for superannuation. Figure 6 reflects the trilemma graphically.

Mercer
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Figure 6: Retirement trilemma

Stability and
sustainability
of income

Retirement
Income
Strategy

Maximise Flexible
retirement access to
income capital

Annuities compared to other retirement solutions

Maximising all three components of the retirement trilemma requires a comprehensive
approach, as no individual retirement solution is sufficient. To address each aspect of the
retirement trilemma, the following considerations are necessary:

Maximising income

Income is increased when investment performance is strong and investment (and other)
returns are optimised. Annuities in a portfolio are likely to generate higher returns and
income than defensive assets as annuities typically yield a spread above the yield curve
applicable to traditional defensive assets. Performance of annuity in a portfolio relative to
a stand-alone ABP will be dependent on current market conditions, specific client
parameters of the annuity rate at the point of purchase and capital consumed through
retirement.

Stability and Sustainability of Income

Longevity of income is increased when income is sufficient for the entire lifetime of the
client. Given the expected lifetime of an individual is unknown, a longevity product is
typically needed to appropriately address this component of the trilemma. Unlike a stand-
alone ABP or cash account, annuities continue to pay out for the lifetime of the annuitant,
regardless of how long they live. This ensures that retirees have a reliable and consistent
income stream throughout their retirement years, addressing the concern of longevity risk
and providing financial security. Inflation linked annuities meet both the stable and
sustainable requirements as they provide a hedge against inflation.

Flexible access to capital

Flexible access to capital is optimised when clients can access capital when they require.
While a stand-alone ABP and cash account may offer immediate access to capital with
ease, annuities can also provide access to capital through death or withdrawal benefit
within a set withdrawal period, albeit with some administrative requirements.

Mercer
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Section 4

Asset allocation of annuities

Incorporation of annuities in retirement portfolios requires a retiree to forgo other assets. In
this section we examine the investment characteristics of annuities as a defensive asset
class and compare them to other defensive assets. This aims to contextualise their position
in constructing a retirement portfolio rather than consider them as a standalone product.

Analysis of asset classes

Relative to other defensive asset classes such as government bonds and cash, inflation-
linked annuities offer several advantages in the current economic environment, including:

e Higher expected investment returns in current on market conditions

Annuities may provide higher investment returns compared to Australian government
bonds and cash. The actual return will be a combination of the actual life of the annuitant
and actual CPI experienced. The payment rate is also dependant on age, gender, and
purchase date.

e Higher certainty of return and income

Unlike government bonds and cash, which may be subject to market fluctuations and
interest rate changes, inflation linked annuities offer guaranteed payments, ensuring a
stable and predictable income stream throughout retirement.

e Protection against inflation

Annuities (including the one considered in this report) can be indexed to inflation. This
means that retirees' income maintains its purchasing power over time.

Analysis of portfolio outcomes

Figure 7 provides portfolio summary statistics for a range of portfolios which substitute
defensive assets for annuities. This analysis reflects that in the current economic
environment substituting annuities for defensive assets causes the:

e Expected nominal return over the next 20 years to increases as current annuity rates are
higher than defensive assets. For instance, for a 15% annuity allocation, the expected
nominal return of the portfolio increases from 6.3% per annum to 6.7% per annum.

e Expected volatility of nominal returns remains largely consistent between 7.4% and 7.5%.
e The portfolio to maintain its growth exposure and its beta to developed market equities.

Mercer
11
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Figure 7: Expected return and risk of portfolios with annuities in nominal terms

60/40 Portfolio (Gross of tax, net of fees, Expected nominal Expected nominal
including franking credits)* return p.a. volatility p.a.
0% annuity 6.3% 7.4%

5% annuity 6.4% 7.5%

10% annuity 6.6% 7.5%

15% annuity 6.7% 7.5%

20% annuity 6.9% 7.5%

25% annuity 7.1% 7.5%

30% annuity 7.3% 7.5%

Implications for selecting an appropriate allocation to annuities

Across this analysis, we highlight that our conclusions are the result of including annuities by
substituting (removing) defensive assets from the portfolio. This means that the exposure to
growth assets in the portfolio (in this scenario at 60%°) is maintained. Further annuitisation
beyond this point is expected to lead to impaired portfolio outcomes as reducing growth
assets (in favour of annuities) will change the portfolio risk-and-return profile.

Based on this we expect that in current market conditions substituting defensive assets for

an allocation to annuities should lead to improved portfolio outcomes subject to this

allocation:

* Not exceeding the availability of defensive assets within the portfolio.

e Not impairing the retirees need for immediate liquidity. This is as while it is technically
possible to use an annuity allocation for liquidity (via withdrawal benefits) this introduces
material timing risks of annuity rates at purchase date.

® We define pure defensive assets as those that are 100% defensive such as government bonds and cash. Conversely, property and infrastructure are mid-
risk asset classes that have both a growth and defensive component.

Mercer
12
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Section 5

Annuities in a portfolio

Building on the investment characteristics of annuities in the previous section, in this section
we explore the role of annuities as a defensive allocation within a retirement portfolio. This
section is broken into the following components:

e Methodology

e Case study of high account balance persona (Couple A)

e Case study of medium account balance persona (Couple B)
e Case study of low account balance persona (Couple C)

e Implications

Methodology

In analysing the impact of annuities on retirement outcomes we have:
1. Designed several sample client ‘cameos’

We have considered a set of 3 couple personas with respective combined account
balances and target spending levels. We have considered a:

— High balance client (Couple A) that will not be eligible for an Age Pension. We have
assumed that this couple has a combined $2 million account balance and income
needs of $120,000 per annum.

— Medium balance client (Couple B) that will be eligible for a part Age Pension. We
have assumed that this couple has a combined $1 million account balance and
income needs of $85,000 per annum.

— Low balance client (Couple C) that will be eligible for the full Age Pension most of
their retirement. We have assumed that this couple has a combined $500,000
account balance and income needs of $70,000 per annum.

2. Modelling of potential portfolio outcomes

Using these cameos, we have projected a set of 2000 potential retirement outcomes for
each couple using Mercer’s stochastic modelling tools. This provides a range of
retirement outcomes relating to expected future account balances, expected future
income and age pension eligibility based on the expected investment return and risk of
the retirement portfolio. The key assumptions used in the modelling are that the:

— Couple are both aged 67 and the female purchases the annuity
— Only sources of income are from the couple’s ABP, the annuity and Age Pension.

— ABP is invested in a typical 60/40 diversified investment portfolio with a 60% growth
exposure as a ‘base case’, with a range of 0% to 30% annuity allocations considered
in 5% increments taken from the defensive allocation in the portfolio.

— Flexible CPI-linked immediate lifetime annuity purchased is funded from the
defensive assets of the investment portfolio. The annuity modelled has the following
features:

* Provides a payment of $5,100 per annum per $100,000 purchased and is indexed
annually.

Mercer
13
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e Has a withdrawal benefit that decreases over a 20-year withdrawal period.

¢ Has a death benefit that is the purchase amount in the first 10 years and then the
withdrawal benefit thereafter until the end of the withdrawal period.

— Age pension settings as at November 2023 as legislated.
— Life expectancy for the couple is age 94 last survivor.
3. Analysis

Drawing on these potential outcomes we then analyse their impact using metrics aligned
to the retirement trilemma (see page 10) to compare the impact of allocations to annuities
from the defensive asset allocation in the portfolio.

Our analysis considers the following metrics:

— Net present value of median income (NPV), which measures the expected income of
the couple at different ages in today’s dollars. It is a measure of maximising income
and sustainability of income throughout retirement.

— Probability of meeting target income in a given year, which measures the likelihood of
meeting the couple’s target income in any given year based on our 2000 simulations
of probable outcomes. It aims to illustrate the stability and longevity of income
throughout retirement.

— Total median account balance including withdrawal benefits in each year of
retirement to measure potential access to capital in any given year and thus the
expected bequest value.

— Changes in age pension eligibility, which measures the potential uplift in age pension
eligibility arising from purchasing annuities. It highlights the maximisation of income.

All values are provided in today’s dollars unless otherwise stated. We set out in Appendix A a
detailed list of our modelling assumptions.

Case Study: Couple A

Couple A are both aged 67 and have a combined account balance of $2 million. They intend
to retire with a combined target income of $120,000 each year. They will not be eligible for
age pension for most of their retirement given their assets.

Figures 8 through 11 summarise our analysis for Couple A. It reflects that in terms of:
* Net present value of median income

The NPV of median income is the same for all portfolios until couple life expectancy as
the target income of $120,000 per annum is met for the median outcome of all portfolios
and an allocation to annuities funded from defensive assets can uplift income in later
years. For example, the NPV of median income to age 100 for a portfolio with 30%
annuities is expected to be $308,000 greater than an equivalent portfolio without
annuities. This highlights that allocations to annuities can assist in maximising income in
later retirement years.

Mercer
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Figure 8: Couple A — Net present value of median income

90% ABP |85% ABP |80% ABP |75% ABP |70% ABP
10% 15% 20% 25% 30%
Annuity Annuity Annuity Annuity Annuity

100% ABP |95% ABP

0% Annuity | 5% Annuity

ggevgtz $3,360,000 $3,360,000 $3,360,000 $3,360,000 $3,360,000 $3,360,000 $3,360,000
Difference $0 $0 $0 $0 $0 $0
:gevltgo $3,639,000 $3,709,000 $3,767,000 $3,821,000 $3,873,000 $3,916,000 $3,947,000
Difference $70,000 $128,000 $182,000 $234,000 $277,000 $308,000

e Probability of meeting target income

At couple life expectancy of age 94, the probability of meeting target income can be
uplifted by between 6% and 17% depending on the allocation to annuity. The likelihood of
meeting target income is significantly increased at age 100 as the stable annuity
payments supplement the depleting balance of the ABP. The probabilities at age 100 are
increased by 23% for a 30% annuity allocation.

Figure 9: Couple A — Probability of meeting target income

100.00%

Couple Life Expectanc
90.00% P pectancy
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60.00%
50.00%
40.00%
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0.00%
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e COUPlE A_0% e Couple A 5% emm===Couple A_10% === Couple A_15%
e COUPIE A_20% e Couple A_25% === Couple A_30%
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¢ Total median account balance

Modern annuities provide access to capital through a withdrawal and death benefit for
approximately the first 20 years of the annuity contract. This removes or significantly
reduces the impact of early death or withdrawal drag on capital that annuities have
traditionally had. For example, if Couple A with 15% in annuities:

— Withdraws within the first 20 years: there is a modest negative balance compared
to a stand-alone ABP in the order of $29,000 on average.

— Dies within first 10-years: there is a positive balance differential as the death benefit
IS equivalent to the annuity purchase price. This implies a higher bequest value for a
portfolio with annuities.

— At couple life expectancy (age 94): there is a higher balance available (of
approximately $70,000) as the portfolio without annuities depletes capital at a faster
pace than a portfolio with annuities.

Figure 10: Couple A — Total median account balance (incl. withdrawal benefit) in real terms

$2,400,000

$1,900,000

$1,400,000

$900,000

$400,000

-$100,000
67 69 71 73 75 77 79 81 83 85 87 89 91 93 95 97 99 101 103 105 107 109

mmm Difference in Balances = es===Couple A_0%  e====Couple A_15%
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Figure 11: Couple A — Total median account balance (incl. death benefit) in real terms

$1,900,000

$1,400,000

$2,400,000

$900,000

$400,000

-$100,000
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mmmm Difference in Balances = e====Couple A_0%  =====Couple A_15%
Age pension eligibility

Given the high combined account balance, Couple A is predominantly self-funded and
will not be eligible for the age pension at age 67, irrespective of the annuity allocation.

Case Study: Couple B

Couple B are both aged 67 and have a medium combined account balance of $1 million.
They intend to retire with a combined target income of $85,000 each year. They will be
eligible for part age pension for most of their retirement given their assets.

Figures 12 through 16 summarise our analysis for Couple B. It reflects that in terms of:

Net present value of median income

Similar to Couple A, there is an uplift in NPV of median income to age 100 for Couple B
between $44,000 and $215,000 depending on the allocation to annuities.

Probability of meeting target income

Couple B is likely to benefit the most from allocations to annuities with respect to
improving the likelihood of meeting target income. For example, the uplift in probabilities
for a 30% annuity allocation is 41% and 19% respectively at age 94 and age 100.

Total account balance

With the withdrawal and death benefit, portfolios with annuities are expected to have a
similar total account balance in the first 25 years to an equivalent portfolio without
annuities and provides clients with a similar amount of access to capital. At couple life
expectancy (age 94), there is a higher balance of approximately $43,000 as the portfolio
without annuities depletes capital at a faster pace than a portfolio with annuities.

Mercer
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e Age pension eligibility
There is a material increase in age pension eligibility due to the favourable Age Pension

means test treatment of annuities. The increase in age pension eligibility in the first year
is $9,400 for a 30% annuity allocation.

Figure 12: Couple B — Net present value of median income

95% ABP 90% ABP 85% ABP [80% ABP | 75% ABP |70% ABP
5% Annuity 10% Annuity [ 15% 20% 25% 30%

Annuity Annuity Annuity Annuity

NPV to

age 94 $2,318,000 $2,347,000 $2,371,000  $2,380,000 $2,380,000 $2,380,000 $2,380,000
Difference $29,000 $53,000 $62,000 $62,000 $62,000 $62,000
glgevltgo $2,576,000 $2,620,000 $2,659,000  $2,694,000 $2,730,000 $2,765,000 $2,791,000
Difference $44,000 $83,000 $118,000 $154,000 $189,000 $215,000

Figure 13: Couple B — Probability of meeting target income
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Figure 14: Couple B — Total median account balance (incl. withdrawal benefit) in real terms
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Figure 15: Couple B — Total median account balance (incl. death benefit) in real terms

$1,100,000

$900,000

$700,000

$500,000

$300,000

$100,000

-$100,000
67 69 71 73 75 77 79 81 83 8 87 89 91 93 95 97 99 101 103 105 107 109

mmm Difference in Balances = e====Couple B_0% === Couple B_15%

Mercer
19



Principles of retirement income annuitisation Challenger

Figure 16: Couple B — Difference in age pension eligibility in first retirement year
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Case Study: Couple C

Couple C are both aged 67 and have a lower combined account balance of $500,000. They
intend to retire with a combined target income of $70,000 each year. They will be eligible for
full age pension for most of their retirement given their assets.

Figures 17 through 21 summarise our analysis for Couple C. It reflects that in terms of:

* Net present value of median income, there is an increase of $22,000 to $115,000 of
NPV to age 100.

e Probability of meeting target income, similar to Couples A and B, the likelihood of
meeting target income for Couple C also increases with allocations to annuities as
annuities provide a stable income to a depleting account balance. The increase in
probabilities for Couple C is 22% and 10% respectively for age 94 and age 100 for a 30%
annuity allocation.

e Total account balance, with the withdrawal and death benefit, portfolios with annuities
are expected to have a similar total account balance in the first 25 years to an equivalent
portfolio without annuities and provides clients with a similar amount of access to capital.
At age 92, there is a higher balance of approximately $19,000 as the portfolio without
annuities depletes capital at a faster pace than a portfolio with annuities.

e Age pension eligibility, there is an increase in age pension eligibility for Couple C from
allocations to annuities, albeit this is modest as Couple C is eligible for close to the full
age pension at age 67, given the starting assets. For a 30% annuity allocation, the
increase in age pension eligibility in the first year is approximately $1,700.

Figure 17: Couple C — Net present value of median income
100% ABP 95% ABP [90% ABP 85% ABP 80% ABP 75% ABP 70% ABP

0% Annuity |5% Annuity | 10% Annuity | 15% Annuity | 20% Annuity | 25% Annuity |30% Annuity

NPV to $1,871,000 $1,886,000 $1,899,000 $1,910,000 $1,923,000 $1,934,000 $1,940,000

age 94

Difference $15,000 $28,000 $39,000 $52,000 $63,000 $69,000
NPV to $2,129,000 $2,151,000 $2,172,000 $2,191,000 $2,211,000 $2,230,000 $2,244,000
age 100

Difference $22,000 $43,000 $62,000 $82,000 $101,000 $115,000
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Figure 18: Couple C — Probability of meeting target income

100.00%
90.00%
80.00%
70.00%
60.00%
50.00%
40.00%
30.00%
20.00%
10.00%

0.00%

Couple Life Expectancy

I
1
1
1
1
85 86 87 88 89 90 91 92 93 94 95 96 97 98 99 100101 102 103 104 105 106 107 108 109

e COUPIE C_0% e CoUplE C_5% e Couple C_10% === Couple C_15%
e COUPIE C_20% e Couple C_25% emmmmm Couple C_30%

Figure 19: Couple C — Total median account balance (incl. withdrawal benefit) in real terms
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Figure 20: Couple C — Total median account balance (incl. death benefit) in real terms
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Figure 21: Couple C — Difference in age pension eligibility in first retirement year

$2,000 1,712

1,427
$1,500 1,142
856
$1,000 -
- & m |
N i

CoupleC_5% Couple C_10% CoupleC_15% Couple C_20% Couple C_25% Couple C_30%

Implications

Our analysis of annuities in portfolios with respect to the three personas highlights that by
switching a portion of the defensive allocation of the portfolio to annuities:

e ltis possible to increase the NPV of a retirees median income, in particular by increasing
income in retirement years after couple life expectancy (age 94). This improves outcomes
in terms of both the maximisation of income and longevity risk aspects of the retirement
trilemma.

e Increases the likelihood of each personas meeting their respective target income,
especially in retirement years after age 94. This is because the annuity payments can
maintain a stable income level for longer, whilst a stand-alone ABP may see its account
balance deplete earlier.

Mercer
22



Principles of retirement income annuitisation Challenger

e The withdrawal benefit can recoup the majority of the initial investment outlay to purchase
the annuity in the event that the client needs to withdraw from the annuity.

e At age 94, there is often a higher balance available to retirees (for instance, for bequests)
as a portfolio without annuities depletes at a faster rate than a portfolio with annuities.

e Clients which expect to receive a part age pension will see the greatest uplifts in age
pension eligibility arising from the favourable means testing of annuities.
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Section 6

Conclusion

Across our analysis as described in the preceding sections of this report, the key conclusions
are that:

e Substituting defensive assets (such as low-risk government bonds) for an allocation to
annuities is likely to provide improved investment characteristics at a total portfolio level.

e Annuities continue to provide a range of non-investment benefits to retiree portfolios,
including a transfer of investment risk by offering inflation protection and fixed payments.

e Historical issues with annuities (such as a reduced access to capital) have been
diminished through product changes including through withdrawal and death benefits.

e By incorporating annuities, retirement outcomes can be improved by increasing total
expected income and the likelihood of meeting target income throughout retirement.

However, it is crucial for advisers to recognise that these principles serve as broad
guidelines. Each client's situation is unique, and advisers should tailor their
recommendations to suit individual circumstances.

Limitations

Across this analysis, we have sought to include annuities by substituting defensive assets in
the portfolio. This means that the exposure to growth assets in the portfolio is maintained.
Further annuitisation beyond this point is likely to lead to impaired portfolio outcomes as
reducing growth assets (in favour of annuities) will change the portfolio risk-and-return
profile.

On balance we consider that in current market conditions substituting defensive assets for an
allocation to annuities ought to lead to improved portfolio outcomes. This is subject to this
allocation not exceeding the availability of defensive assets within the portfolio and not
impairing the retiree’s need for immediate liquidity. In presenting this view we note that our
work is a point in time analysis and the conclusions drawn may not be appropriate in different
market conditions.
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Appendix A
Detailed modelling assumptions

Parameters Assumption

Retirement age 67

Average asset allocation of balanced super investment options (60/40
portfolio). The expected return is 6.3% p.a. for a portfolio without annuities
over the long term based on Mercer’s stochastic capital market assumptions
on a gross of tax, net of investment fee, including franking credits basis

Investment option
for account-based
pension (ABP)

Fees on account- At the portfolio level, investment fees and administration fees are assumed to
based pension be 0.65% p.a. and 0.30% p.a. respectively.

Annuity allocations

Modelling 0% to 30% annuity allocation in increments of 5%
modelled

Challenger's Liquid Lifetime Flexible Income Annuity (Immediate payments) -

Annuity structure CPl linked

and annual ) )
payments Annual annuity payments as quoted by Challenger with ¢.$5100 annual

payment per $100k invested for a 67 year-old female

The maximum withdrawal benefit value starts at 100% of the purchase
amount and progressively reduces until it reaches zero at the end of
withdrawal period (20 years). The amounts shown are the maximum value
Annuity Withdrawal and annwtar.\ts_ may receive a lower withdrawal value. Impacted by
vl Beat s Bamnat movements in interest rates.

For the first 10 years the death benefit equals 100% of the amount invested.
After this time, the death benefit will equal the maximum withdrawal amount.
The death benefit period is 20 years

CPI at 2.5% p.a. over the long term based on Mercer’s stochastic capital
market assumptions

Modelling results are shown in today’s dollars discounted at CPI.

Age pension and annuity payments are assumed to be indexed by CPI

Indexation

The modelling will aim to achieve the target income each year subject to the
Target income minimum drawdown rate of ABP being met and will allow for the age pension
in meeting the target income

Capital Market Mercer's stochastic capital market assumptions of 2000 simulations as at
Assumptions September 2023

Age pension Age pension settings as at November 2023 with CPI indexation as legislated
Other Couple and Homeowner
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Appendix B

60/40 portfolio

Average of balanced investment options Allocation (%) Ri’iﬂ?ﬁtgi_ Vcﬁgﬁﬁgeﬁa_
Australian Large Caps 14% 8.8% 18.3%
Australian Small Caps 3% 9.2% 20.1%
Developed Markets Equity (h) 7% 6.5% 16.2%
Developed Markets Equity (uh) 13% 7.0% 15.4%
Emerging Markets Equity - (uh) 1% 8.3% 21.8%
AREITs 0% 7.0% 14.9%
GREITs (h) 1% 6.3% 17.0%
Australian Direct Property 6% 6.9% 11.1%
Global Direct Property (h) 1% 6.6% 11.7%
Global Unlisted Infrastructure (h) 6% 6.4% 10.8%
Global Listed Infrastructure (h) 1% 5.9% 14.4%
Private Equity (uh) 2% 8.9% 21.0%
Hedge Funds - Global Macro (h) 5% 8.6% 8.7%
Private Debt (h) 2% 9.1% 11.0%
Australian Fixed Interest Composite 16% 4.4% 4.4%
gg\rﬁ%‘;ﬁg m?rkets Fixed Interest 8% 4.5% 5 1%
Cash 12% 3.4% 1.5%
Total 100.0%°

6 Asset allocations may not add to 100% due to rounding.
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Important Notices
‘MERCER'’ is a registered trademark of Mercer (Australia) Pty Ltd ABN 32 005 315 917.

References to Mercer shall be construed to include Mercer LLC and/or its associated
companies.

This contains confidential and proprietary information of Mercer and is intended for the
exclusive use of the parties to whom it was provided by Mercer. Its content may not be
modified, sold or otherwise provided, in whole or in part, to any other person or entity, without
Mercer’s prior written permission.

The findings, ratings and/or opinions expressed herein are the intellectual property of Mercer
and are subject to change without notice. They are not intended to convey any guarantees
as to the \future performance of the investment products, asset classes or capital markets
discussed. Past performance does not guarantee future results. Mercer’s ratings do not
constitute individualised investment advice.

The views expressed are those of Mercer Consulting (Australia) Pty Ltd and not those of
Challenger Group Services Pty Ltd.

Information contained herein has been obtained from a range of third party sources. While
the information is believed to be reliable, Mercer has not sought to verify it independently. As
such, Mercer makes no representations or warranties as to the accuracy of the information
presented and takes no responsibility or liability (including for indirect, consequential or
incidental damages), for any error, omission or inaccuracy in the data supplied by any third

party.

This does not constitute an offer or a solicitation of an offer to buy or sell securities,
commodities and/or any other financial instruments or products or constitute a solicitation on
behalf of any of the investment managers, their affiliates, products or strategies that Mercer
may evaluate or recommend.

For the most recent approved ratings of an investment strategy, and a fuller explanation of
their meanings, contact your Mercer representative.

Conflicts of interest: For Mercer Investments conflict of interest disclosures, contact your
Mercer representative or see www.mercer.com/conflictsofinterest.

Mercer universes: Mercer’s universes are intended to provide collective samples of
strategies that best allow for robust peer group comparisons over a chosen timeframe.
Mercer does not assert that the peer groups are wholly representative of and applicable to all
strategies available to investors.

Risk warnings: The value of your investments can go down as well as up, and you may not
get back the amount you have invested. Investments denominated in a foreign currency will
fluctuate with the value of the currency. Certain investments carry additional risks that
should be considered before choosing an investment manager or making an investment
decision.

This document is not for distribution to retail investors.

This document has been prepared by Mercer Consulting (Australia) Pty Limited.
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