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Cohorts - the sweet spot
of delivering retirement
iIncome needs

A key retirement challenge for a superannuation fund is the transition from focusing
on a MySuper default that serves the needs of most members to delivering
retirement solutions that meet the range of various needs of retired members.
Funds need to deliver a solution that is in some way tailored to the member’s needs.
There is a range of options for the tailoring between the one-for-all and one-to-one
approaches. Using cohorts can be the sweet spot for superannuation funds looking
for a cost-effective way to meet their members retirement needs.

Saving for retirement requires a similar approach for most people. The dollars saved as a superannuation contribution might be
different, but the goal is an investment with high (risk-adjusted) returns to maximise the pool of savings available for retirement.
In retirement, drawing down those savings can be for varying goals:

¢ A high level of income that keeps up with the cost of living to support the desired lifestyle

e Money that lasts for life (to manage longevity risk)

e Flexibility for lumpy expenditure

® Bequest intentions (potentially maintained in non-super assets)

Some retirees might place a higher value on flexibility while others will be worried that their money might not last. These personal

preferences of retirees over these multiple objectives can lead to differences in the ideal retirement income solution for each
retired member.

The current standard approach is to provide an account-based pension with a similar risk profile to the accumulation phase and
draw only the minimum payments. This provides flexibility for the retiree, and there is always a bequest because only a percentage
is drawn each year. It ensures that some income is payable for the life of the member (if they don't take it out as a lump sum).
However, it does not maximise income payments and the retiree might not achieve their desired lifestyle in retirement. Reforms such
as the Retirement Income Covenant are aimed at delivering better results for superannuation fund members in retirement.



There are several pathways that have been suggested to
guide a fund to implement a retirement income solution. A
useful way to categorise the different approaches might be
to consider how closely each solution aligns to the needs of
each retiree.
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1. Default
A default retirement solution would be simple for a
superannuation fund to implement. This requires a view
of the average member and a retirement solution that
was suitable for that average member. As a default, there
are some members where the best solution would not be
the default. At least it will move members to the tax-free
retirement phase, instead of the more than 1.36 million
accounts that are still paying tax on their investment
earnings.

2. Cohort recommendations
A fund can provide some tailoring for members by
developing a limited number (e.g. 3) of cohorts that are
expected to suit most of their members. This could reflect
a different mix of retirement products to suit members
receiving a full Age Pension, partial Age Pension or no
Age Pension. Using limited information, perhaps just the
member’s balance, a fund could guide the member to one
of the cohort solutions.

3. Choice cohorts
Cohorts could be further developed by the fund to consider
a range of other factors, such as member preferences,
home ownership or marital status to better tailor a wider
range of retirement solution options. With an increased
number of variables, it will be harder to recommend
a specific solution to the member, but with enough
appropriate guidance, the member should be able to select
the most appropriate cohort solution.

4. Advised
An advised solution can be fully tailored to the retired
member by having a financial adviser work with the member.
This can enable the member to meet their goals with
available resources to determine the best retirement income
solution for the member.
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Higher levels of customisation incur greater costs that will

be paid by members. If a member doesn’t pay directly for

the costs of advice and guidance, then members collectively
will bear the costs of providing the solution. This requires a
trade-off where the benefit to members needs to be balanced
against the costs of achieving those benefits.

Costs do not linearly increase with benefits. As with many
processes where the 80/20 rule1 applies, the incremental
gains become more costly. For some people, the cost of
implementing the optimal solution might outweigh the benefit
of the improvement from a second-best solution.

A potential solution for a superannuation fund might be

to manage a two-stage approach. The first stage could be
provided on a collective cost basis to deliver a solution that will
be very good for most members. The fund could also assist
members to obtain personal advice for those members who
think they would benefit from a more customised solution.
Using a set of cohorts with recommendations is probably a
good fit for the first stage of this approach.
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An alternative approach, potentially enabled through a low-
cost digital advice model might be to develop cohorts for

a wider range of strategies. This can enable a member to
self-select an appropriate retirement income solution based
on a cohort without the full cost of comprehensive personal
advice. At the extreme, a superannuation fund could develop
a "cohort of one” solution where members self-select their
retirement income option utilising a digital advice process.

1 Sometimes called the Pareto principle, the concept is that 80% of outcomes can often be achieved with 20% of the effort.



A three cohort option, based on balance

A simple cohort design might use only a member’s balance and some assumptions about the member. Three cohorts might be
necessary because of the interaction of the Age Pension and superannuation.

Academic research? has noted that a blended solution of a lifetime income stream (such as a lifetime annuity) and a flexible
investment account can provide an optimal outcome for many retirees. As the Age Pension provides a lifetime income stream, not
every superannuation member needs the same retirement income solution. For some members, the Age Pension is sufficient for
their lifetime income stream, but others need a lifetime income stream from their superannuation savings.

A fund could use a member’s balance to define 3 cohorts with different blends, based on the Age Pension eligibility. This is
broadly related to their wealth, so funds will need reasonable assumptions about the member’s other assets as well as any spousal
assets.3 A member’s balance can be used to recommend a cohort solution for these three cohorts:

1. Full - Assumes the full Age Pension provides the lifetime income stream so the retirement income solution is a risk-appropriate
account-based pension;

2. Part- A lifetime income stream is added to an assumed entitlement to a part Age Pension. This is blended with an account-
based pension; and

3. Self- A higher allocation to a lifetime income stream is blended with an account-based pension (with a different growth
allocation than the part cohort for the same risk profile).

Full Part Self

1 Account-based H Lifetime income B Age Pension

The cohort sweet spot

Delivering better outcomes for members in retirement will require superannuation funds to balance the costs with the benefits
that a member can achieve. Using cohorts with efficient blended solutions can be a simple and cost-effective way to greater
benefits to members in retiremet.

2 For example, see Chen, W., A. Minney, P. Toscas, B. Koo, Z. Zhu, & A. A. Pantelous, (2021). Personalised drawdown strategies and partial annuitisation
to mitigate longevity risk. Finance Research Letters, 39, 101644. and Butt, A., G. Khemka, & G. Warren, G (2022). Heterogeneity in optimal investment
and drawdown strategies in retirement. Pacific-Basin Finance Journal, 74, 101798.

3 Members can be encouraged to get advice if these assumptions are not correct.
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The information in this article is current as at 18 October 2024 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. If you invest in the Flexible Income (Market-linked
payments) or Enhanced Income (Market-linked payments) option, only the first year’s monthly income amount is guaranteed. After the first year, regular
payments will index up or down annually so that they adjust with changes in your chosen market-linked payment option. In periods of poor performance,
payments can index down below the starting payment. In periods of strong market performance, any Age Pension benefits may reduce to reflect the
higher income received.The information in this article is general information only. It is not intended to constitute financial product advice. It 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.Any examples are illustrative only and along with statements of opinion, forecasts or predictions based on current
expectations; are not a prediction or guarantee of any particular outcome. Past performance is not a reliable indicator of future performance. 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.
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