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How can buckets help retirees spend their money?

It can be difficult for retirees to draw down their assets safely to support their lifestyle in retirement.

A "bucket’ strategy is one way to help a client enjoy their desired lifestyle, with some safety from not
having to draw on capital allocated to risk assets in periods of market volatility. The strategy is aimed

at protecting retirees from having to sell risk assets at the wrong time and enabling markets to recover
to long-term returns.

There is flexibility in developing a bucketing strategy, but the typical approach uses two or three buckets
to segment investments. Typically, there will be an income bucket and a growth bucket. Some strategies
also split out a spending (or cash) bucket as distinct from the rest of the income bucket.

What goes in each bucket?
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Bucket 2 Bucket 3
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Income Growth
bucket bucket

Current
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1. Current spending

This is simply the cash that is available to the retiree to meet current spending needs; just a day-to-day
bank account.

2. Income

These assets meet the income needs of the retiree for a certain number of years. The less volatile
the asset and the cash flow provided, the greater the level of security in the overall retirement plan.
The scale and time horizon of the income bucket determines the overall safety level of the strategy.

3. Growth

These assets will provide for future income in the same way that they helped retirees accumulate wealth.
The key is to ensure that there is enough time before drawing capital to recover from any short-term dip
in the market.
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Retirees tend to be more cautious than other investors. Buckets can help advisers provide some peace
of mind for retirees as they can allow income to be spent with a reduced fear of impact from a market
downturn. The level of safety will depend on the size of the income bucket and how long a retiree can
hold off from selling down growth assets in a market fall. The chart below gives some guidance as to
how long the income bucket needs to last. The funnel represents the range of outcomes for total
returns in Australian equities since 1900. Total returns on Australian equities have never been negative
for periods of more than 9 consecutive years. However, the worst case over 5 years has been a
compound loss of more than 10% per annum.

Australian equity returns over multiple years: 6 years needed for recovery
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The long run data indicate that for the income bucket to provide safety, it should be designed to last at
least 6 years, if not longer. In practice, many income buckets are built for only 1-2 years, which is simply
not enough time. We saw with the GFC, that markets don't always recover within 3 years, so retirees
with shorter-term buckets still suffered because they couldn’t stay invested until the market recovered.

Historically, shorter-term income buckets have been used as a matter of convenience: term deposits are
competitive up to a 3-year maturity, but it can be difficult to access competitive rates beyond a 5-year term.
There are 4 ways to build the income bucket, but one can more easily provide the safety that most
retirees need.
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1. Term deposits ladder

A retiree can invest in a series of term deposits that mature at regular intervals to coincide with
consumption needs. The intervals can be extended easily, but it is difficult to lock in competitive rates
beyond 5 years. Clients who are prone to spending above their budgets have many opportunities to
do so with term deposits, given that they mature regularly.

2. Bond ladder

The potential to extend the cash flows beyond 5 years, by using direct individual bonds in a ‘bond
ladder’, is limited in Australia. There is still a limited range of instruments and maturities for an
adviser to plan out a series of cash flows for retirees.

3. Bond funds

Sometimes, bond funds are promoted as a potential investment in the income bucket. The issue with
this is the lack of maturity payments to the retiree creates either: a need to sell units to realise cash
flow (which exposes the retiree to capital volatility); or a need to invest a much greater sum of capital
to generate the cash flows. In addition, variability in bond yields undermines the goal of insulating
the retiree’s portfolio from market swings.

4. Term annuities (with no residual capital)

Retirees can invest in term annuities with maturity terms beyond 5 years. Returning capital with each
payment (leaving no residual capital value at maturity) using an ‘RCV0’ term annuity is an efficient
way for a retiree to generate cash flows for the income bucket. A maturity term of 6 years provides
a good compromise between giving growth assets enough time to recover from market volatility
and providing flexibility to adjust if rates change over time. Also, with the option for regular monthly
payments that include a partial return of capital, an RCVO annuity reduces the need to hold a larger
cash balance. Lastly, they help maintain spending within the budget set for the overall retirement
plan. The regular payments provide an unambiguous cash flow for spending, without worrying
about ear-marking maturing term deposits released back into the bucket.

Work by Accurium demonstrates that a bucketing strategy with an annuity can increase the balance
available to a retiree at the maturity of the annuity. The protection against having to sell when markets
are down means that, on average, even after 6 years, clients are around 4% better off by using an RCVO
annuity for the income bucket.

1 See Accurium SMSF Retirement Insights: Pension strategies for SMSF retirees, Volume 4, February 2016.
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By investing over a 6-year period, the average rate can be higher than a string of term
deposits. The effective interest rate built into the annuity can be compared to the rate
for a term deposit of a similar tenor. For example, on 1 May 2017, the 6-year RCVO
payment for a $100,000 investment was $1,520 a month ($18,240 per annum).

This represented a 3.05% p.a. effective interest rate.

Another advantage of the RCVO annuity in the income bucket is that it requires
less capital than a term deposit approach, leaving more capital to be invested in the
growth bucket. Consider the outcome for a couple with $500,000 of capital who
want to secure $40,000 in annual spending for six years:

Cash flow requirements RCVO0 annuity Term deposit (@3.20% pa)
Required spend (pa) $40,000 $40,000

Age Pension (pa) $25,069 $25,069

Income from investment (pa) $14,931 $14,931
Portfolio allocations

Total capital $500,000 $500,000

Income bucket allocation $81,859 $466,594
Available for growth $418,141 $33,406

The RCVO annuity maximises the income from the bucket enabling the majority of the
funds to be invested for growth.

As can be seen, using term deposits would leave a minimal amount for longer term
investing. While there will always be examples of attractive term deposit rates, the
rate on an RCVO annuity has typically exceeded a 3-year term deposit rate by an
average of 0.30% pa over the past 10 years.

e An RCVO0 annuity is a useful tool for advisers to use in an income bucket to help
their retiree clients protect growth assets in retirement

e Annuity rates are typically superior for the maturities that are required for an
effective income bucket.

This paper is dated 2 May 2017 and is provided by the authors on behalf of Challenger Limited ABN 85 106
842 371 (“Challenger”, "we", “us” and “our"”). The views expressed are not intended to be financial product
advice, tax advice or legal advice and should not be relied upon as such. While the views expressed are current
as at the time of publication, laws and regulatory policies are subject to change at any time without notice
to us or you. We may rely on assumptions or information, any of which might not prove to be correct, and
your particular situation, needs and objectives have not been taken into account. Accordingly, we suggest
you seek advice specific to your needs from an appropriate professional and we do not accept responsibility
for your decisions.
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