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Enhancing growth assets with annuities

People often say that because retirement could last 20 or 30 years, retirees should be significantly
invested in growth assets to help their savings last as long as they do. This can only hold true if
those growth assets are given time to grow.

In this note, we demonstrate how Challenger’s Guaranteed Pension Fund can help clients maintain
their allocation to growth assets to maximise expected long-term returns, while allocating part of
their retirement savings to support a regular and secure cash flow to meet spending needs.

The 'bucket’ approach Under the traditional two-bucket approach, Erica would

. o use the following strategy at retirement:
One approach often taken is to use ‘buckets’ consisting

of: 1. Invest $60,000 in cash to cover the first two years’
spending (target annual cash flow, less Age Pension

1. A spending bucket, consisting of the cash to meet entitlement);

living expenses for the first two years;
2. Invest $440,000 in a ‘balanced growth portfolio’

to target long-term returns. She invests $330,000
(75 per cent) in equities and $110,000 (25 per cent)
in fixed income across a range of products in her
Income earned from assets in the portfolio bucket can be account-based pension.

used to top up the spending bucket over time. This can
be illustrated using a hypothetical retiree, Erica, whose
situation is summarised in Table 1.

2. A 75/25 growth/defensive portfolio bucket holding
the remaining capital in a portfolio to support future
spending.

However, we will show that a larger spending bucket,
able to support more than two years, is more appropriate
than the traditional approach.

Table 1: Erica’s financial situation at retirement

(age 65) The basic bucket approach involves holding a couple
Superannuation balance $500,000 SIS O S TIEE

Target annual cash flow $38,000*

Expected annual growth in cash The risk of market volatility

; . o
iR SSEIEE) 49 G e 2.6% pa The spending bucket provides some protection from
First year Age Pension entitlement $7,426 equity market volatility, but relying on the income from
Portfolio bucket split: — equities 75% the portfolio bucket to top up the spending bucket
— fixed income  25% limits the protection. If markets fall and the dividends
Expected investment return are moved to the spending bucket, there is less invested
(after fees and tax) 6.1% pa in the portfolio bucket for any equity market recovery.
Target length of retirement 25 years The alternative is to re-invest some income in equities
(to age 90) and sell down some of the fixed income assets. While this

might be a good rebalancing strategy, it is unlikely to be

*A comfortable lifestyle in retirement, spending $40,297" each year until popular with retired clients after a market fall.

age 90, requires nearly $600,000. Erica plans to spend $38,000, which
includes a part Age Pension, so that her $500,000 lasts to age 90.

Source: ASFA retirement standard — comfortable lifestyle — single, March 2012 http://www.superannuation.asn.au/resources/retirement-standard/
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Growth assets need time to grow

In order for growth assets to deliver higher returns, they
need to be invested for some time in the market. The role
of the spending bucket should be to give growth assets
the time to grow, which includes the time to recover from
negative returns (ie a fall in value).

The growth assets need to be protected from market
volatility in retirement

To understand what this means in practice, we can use
some long-term data provided by Brailsford et al?> on the
Australian equity market. Their data provide an indication
of how long you might have to stay invested to recover
from a large market fall. The annual returns data indicate
that, historically, it took as long as 10 years to recover
from the 1970 decline; the second-longest period of
recovery from the six major market shocks since 1882.
This 10-year recovery period is the time frame relevant
for equities in retirement as dividends are generally not
re-invested, but spent on living expenses.

Growth assets ideally need a 10-year investment
horizon to be able to grow

To allow for growth and recovery time, the growth
assets should be isolated from consumption and liquidity
needs for up to 10 years. An annuity product such as
Challenger’s Guaranteed Pension Fund can provide

a regular and secure cash flow over this period. This

will provide the growth assets with time to grow so

the portfolio bucket can be fully invested in long-term
growth assets such as equities.

The Challenger Guaranteed Pension Fund provides a
known, certain monthly cash flow, and can be used
within account-based pensions. For more information,
visit www.challenger.com.au/products/GPF.aps
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How much should be invested in
each bucket?

The amount required in the spending bucket to protect
the growth portfolio for a recommended 10 years is
probably larger than many people might expect.

If you look to protect the growth assets for 10 years,
and you are planning for your client’s savings to last
until age 90 (ie a 25-year time frame from retirement),
they will need to invest approximately half their starting
capital in the spending bucket. The investment earnings
on the portion for spending in later years have longer to
compound, so less is needed up front to cover the same
expenses in later periods. If you think about a client’s
longevity and want to plan until age 100 (a 35-year
time frame), they will use around 40 per cent of starting
capital in the first 10 years.

If your client is comfortable with less protection for their
portfolio bucket, and look to protect it for just six years,
they still need around 30 per cent of their total retirement
assets in the spending bucket for a 25-year time frame or
25 per cent for a 35-year time frame.

These estimates are based on average return
expectations. With long-term interest rates currently near
record lows in Australia, a greater proportion of capital
might be needed for the spending bucket, reducing what
can be invested in growth assets.

Regenerating the original capital

We have shown that the spending bucket is designed

to meet the spending needs for a reasonable time, say

6 to 10 years, rather than the two years suggested by
the traditional model. The portfolio bucket can be used
to regenerate the original capital in order to provide cash
flows for future spending. The concept is illustrated in
Figure 1.

The spending bucket provides the cash flows for the years
the portfolio bucket is left to grow. The objective, while
waiting for the portfolio bucket to grow, is to match all

2Brailsford, Tim, John Handley and Krishnan Maheswaran (2012) ‘The historical equity risk premium in Australia: post-GFC and 128 years of data’

Accounting & Finance Vol 52, pp237-247.
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expected cash outflows by investing in assets that provide

cash inflows at those times. An annuity product such as
Challenger’s Guaranteed Pension Fund can deliver these
cash flows in a way that imposes discipline on spending
patterns. It returns the invested capital over the term of
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e A cash investment would be secure and easy to

access, but there is no adjustment for inflation and
the rate is likely to vary over the life of the investment.
If rates were to fall, the income might fall short of
requirements. Also, cash investments are easy to

the investment with each monthly distribution; a certainty
that many retirees are looking for.

Figure 1: Growing the capital back
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Source: Challenger

By design, an annuity will set up a cash flow from the
original (lump-sum) capital. Buying a 10-year annuity

will lock in the desired cash flow. For those, such as Erica,
who have a partial entitlement to the Age Pension, the
interaction of annuities with the Centrelink means tests
will generally result in higher entitlements over time.

Options for the spending bucket

There are a number of ways for Erica to set up a spending
bucket:

Challenger’s Guaranteed Pension Fund is a platform
annuity product that provides a stream of regular
payments indexed by 3 per cent per annum until
maturity in 2021.

A term annuity with no residual capital could be used
to achieve the same result. This will be an off-platform
solution, but would provide more flexibility around
maturity.

3Using rates as at 3 July 2012.

41n this case, a 9-year bucket.

spend; a feature that might not be suitable for many
retirees.

e The money could be directly invested in fixed income
assets that mature when cash is needed for spending.
This can lock in a rate, but parcel sizes make it more
difficult to receive the capital back over time. This
might mean that there is less available for the growth
portfolio until the bonds mature.

* Investing in a managed bond fund can improve the
flexibility around capital and parcel size. It is also an
option that is available ‘on platform’. The distributions,
however, will not be fixed, and market swings in bond
prices can result in some realised capital losses along
the way.

A term annuity can provide the cash flows while a
growth portfolio is being given time to grow

Erica decides to invest $255,300% in Challenger’s
Guaranteed Pension Fund to form her spending bucket.*
Her desired annual cash flow was $30,574° which will
increase by 3 per cent each year. Her remaining $244,700
could be invested in a growth portfolio with the
knowledge that no money would be needed from this
portfolio until July 2021. She could maintain the same
investment strategy for her growth portfolio that she
used while she was still accumulating her super, so she is
comfortable with this approach.

If the average return of the portfolio is at least 8.2 per
cent per annum over the next nine years, Erica’s growth
portfolio will grow to be worth the original capital

(in nominal terms). If returns are higher, she will have a
happy choice between spending more herself or adding
to a bequest. If returns are poor, at least the growth
portfolio will be given enough time to recover the worst
of the losses.

>$38,000, less her Age Pension entitlement of $7,426. The high rate includes partial returns of capital.
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Keeping the growth assets fully invested allows a
retiree to benefit from long-term returns

Keeping the growth assets fully invested allows a retiree
to benefit from long-term returns, just as they did before
retirement. Protecting the growth assets with annuities
increases the chance that the investment strategy will

be successful in meeting the ultimate spending needs of
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between cash flows for spending and the level of
investment for growth. Building a regular cash flow at
the start of retirement that is isolated from the portfolio
bucket will reduce the risk that the growth assets need
to be sold down at low prices. Annuities can be used as
a tool to create cash flows that replace the wages that
many retirees miss in retirement. The disciplined spending
that these cash flows impose is likely to improve the
ultimate outcome for the retiree. Having a portion of

the retiree (ie the core purpose of a retirement portfolio).
In this way, annuities are being used to enhance potential
outcomes from the growth portfolio.

retirement savings in a portfolio bucket provides a retiree
with a degree of liquidity in the event of an emergency.

Annuities can be used as a tool to create cash flows

Summa ry that replace the wages that many retirees miss in
. . retirement
Most retirees will need to have exposure to growth
assets. The key to success is finding the right balance
Next steps

Consider the circumstances of your clients in the early stages of their retirement.
For those who still have an opportunity to invest some money for long-term returns,
think about how using Challenger’s Guaranteed Pension Fund, or a term annuity,
would help the client achieve their desired cash flows, while giving their growth
assets the time they need to grow.

Contact your Challenger BDM

The information contained in this publication is current as at 14 June 2012 and is provided by Challenger Retirement and Investment Services Limited
ABN 80 115 534 453 AFSL 295642 (Challenger). It is intended to be general information only rather than advice. It is provided without taking account
of any person’s investment objectives, financial situation or needs. Because of that, each person should, before acting on any such information, consider
its appropriateness, having regard to their objectives, financial situation and needs.

Interests in the Challenger Guaranteed Pension Fund ARSN 154 366 588 (Fund) are offered by Challenger. The Fund is not a superannuation or pension
product. The Fund is a registered managed investment scheme. Challenger Life Company Limited ABN 44 072 486 938 AFSL 234670 (Challenger Life)
is the provider of the annuities in which the Fund invests. Whilst Challenger Life’s Statutory Fund No. 2 is contractually obliged under the terms of the
annuities in which the Fund invests to, amongst other things, make certain guaranteed regular income and capital payments to the Fund, no company
within the Challenger Group provides a guarantee, in respect of the Fund or a person’s return or capital. For additional information on the guarantee
please refer to the current product disclosure statement (PDS) for the Fund. Challenger, as the responsible entity of the Fund, does not provide any
guarantee in respect of the Fund, the earnings rate, the distribution or the maturity unit price. An investment in the Fund is also not secured against loss
and under the constitution there is no recourse against the responsible entity (including in its personal capacity) or for investors in one class against the
assets of the Fund that are referable to another class. For additional information, please refer to the current PDS for the Fund.

Scenarios, examples and hypotheticals are for illustrative purposes only. Certain statements in this document may be regarded as forward looking.
Forward looking statements involve known and unknown risks, uncertainties and assumptions. As a result, the actual results, performance or
achievement may be materially different from those expressed or implied in this document. In preparing this information, Challenger has also relied
on publicly available information and sources believed to be reliable; however, the information has not been independently verified. While due care
and attention has been exercised in the preparation of this information, no representation or warranty, either express or implied, is given as to the
accuracy, completeness or reliability of that information. The information in this publication is not intended to be a complete statement or summary of
the industries, markets, securities or developments referred to.

Persons considering investing in the Fund should first obtain and consider the information in the current PDS. A copy of the PDS can be obtained from
your financial planner, our Investor Services team on 13 35 66, or on our website www.challenger.com.au. Please read the PDS carefully before making
an investment decision (including deciding whether to acquire or continue to hold any investment in the Fund). Where a person acquires or holds units
in the Fund, Challenger and Challenger Life will receive the fees and/or other benefits disclosed in the PDS. Neither Challenger nor Challenger Life nor
their employees receive any specific remuneration for any advice provided. Some or all of Challenger group companies and their directors may benefit
from fees, commissions and other benefits received by another group company.
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