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Get your clients to enjoy a long life

As an adviser, there are some simple approaches that you can work with your clients to implement
that will improve their retirement outcomes. A basic goal in retirement is for clients’ minimum
spending needs to be met by the income produced by their retirement portfolio. Another goal is

for this income to last their whole lifetime.

Many retirees will live a long time

The length of time that people will spend in retirement
is steadily increasing. Many people are aware of this
longevity, but not everyone has prepared their finances
to ensure that their retirement will be the enjoyable life
experience they desire. The first step for your clients
having a successful retirement outcome is to plan
appropriately.

While Centrelink will use a 19-year life expectancy

for a 65-year-old male, data behind Treasury’s latest
intergenerational report (2010) tells a slightly different
story. Adjusting for improving health and living longer,
if your clients are a couple who are now both 65,
there is actually a 70% chance that one of them will
live another 25 years, to age 90 and a 38% chance

of reaching age 95. The probability that at least one
member of the couple will reach a particular age is
shown in Figure 1.

Figure 1: Survival of 65-year-old couples
Probability at least one member of a couple isstill alive

100%
90%
80%
70%
60%
50%
40%
30%
20%
10%

0%

Probability of surviving to age x

Source: Treasury, Challenger

Adviser tip

If your clients are a couple, you should plan for at
least one of them to spend 30 years in retirement

When you are building a plan to fund the retirement
lifestyle of your clients, they need a plan for how they will
get income to spend in these later years. Costs associated
with assisted living and aged care might be an additional
burden to cover.

Consider clients’ behaviour

Many of your clients will have accumulated their wealth
by saving and preparing for the future. This can be a
lifelong behaviour that does not automatically adjust

to retirement, even though the ‘future’ has arrived.
They might be aware that they can live a long time in
retirement and are still focused on saving for another
rainy day. In some cases, their fear of running out of
money could lead to a situation where they underspend
and do not enjoy the lifestyle they can afford early in
their retirement when they still have the health to enjoy
it. If you can reduce this fear of running out of money,
your clients can enjoy a better lifestyle.

Will clients have enough money
to last as long as they need?

Not every client will have enough to maintain their
lifestyle through their whole retirement. Indeed, the
average balance at retirement is less than $200,000
and the balance for the average person is less than
that.! The typical household currently only has around
$250,000 in superannuation at retirement. Combined
with the Age Pension entitlements, this would be enough
to support around $40,000 a year in spending, still well
short of what the Association of Superannuation Funds
of Australia (ASFA) would deem comfortable:? just over
$56,000 per year for a couple. Indeed, recent research
by National Seniors Australia reported that 56 per cent
of Australian seniors are worried, or extremely worried,
about outliving their savings.?

'See Challenger Retirement Income Research Paper ‘How much super do Australians really have?’ April 2012, available from www.challenger.com.au
2 The ASFA Retirement Standard is available at http:/Awww.superannuation.asn.au/resources/retirement-standard/
3 Retirees’ Needs and Their (In)Tolerance of Risk, National Seniors Australia March 2013, Available at www.nationalseniors.com.au
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With a modest level of savings and increasing longevity,
the average retiree household typically has to decide
between:

e spending more now, but having only the bare
minimum of the Age Pension later on; or

e spending less now, but sustaining a higher level of
minimum income through the rest of their lives.

There are also some retirees who have above average
savings and probably don‘t need to reduce spending, but
will face the same trade-off decisions because they cannot
predict how long they will live. In many cases, those
retirees will remain frugal, but build up a large estate.

Build a floor for future income

Some of the behavioural finance research indicates that
people are not always well equipped to deal with the
trade-off between now and the distant future.* As an
adviser, you can help them meet both needs with the use
of appropriate strategies.

Adding a layer of lifetime income to your retiree clients’
portfolios is a way to achieve this target. This is an income
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stream that will be paid to your clients as long as they
live. There are several ways to access such a stream in
retirement. The traditional way was through a defined
benefit pension, and while these are not as common,
options such as a lifetime annuity or a variable annuity
can be bought to cover this longevity risk. This layer lifts
the minimum income payment above the Age Pension as
can be seen in the representation in Figure 2.

It is not necessary to lock-in all spending needs with a
lifetime income stream. Indeed, doing so would reduce
flexibility and not necessarily be in their best interests.
Ideally, your clients will have enough capital to support
their desired spending through retirement. The income
stream will help with cash flow management and

will limit the impact of market volatility on the overall
retirement portfolio.

Adviser tip

Income flooring can be locked in above the maximum
Age Pension in order to meet minimum spending needs

Figure 2: Using lifetime income to meet minimum spending requirements

Comfortable
living

—

Account-based pension

Minimum
level of 4]
spending

Source: Challenger

Lifetime income stream

4 Benartzi, S. and Thaler, R., ‘Heuristics and Biases in Retirement Savings Behavior’. Journal of Economic Perspectives, Forthcoming. Available at SSRN:

http://ssrn.com/abstract=958585
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If, however, your clients need to spend some capital

to meet their needs, they could eventually receive the
maximum Age Pension. This might not be enough to
meet the minimum income needs once their capital has
been spent. A lifetime income stream will be the lift
above the Age Pension to meet their minimum needs.

Adviser tip
A lifetime income stream can lock in a minimum lifestyle
for your clients as they can be assured of having the
necessary cash flows

Don’t ignore inflation

Your clients are likely to be able to sustain a reasonable
period of spending at a desirable rate. It might be 10 to
15 years before they will need to fall back towards their
minimal spending levels. This is when inflation becomes
important. Even with only 2.5 per cent per annum

inflation, the real value of income is slashed by one-fifth
over 10 years, and almost one-third over 15 years.

If your client has an inflation-protected income stream,
there will be no need to worry. If it would generate $5,000
a year now, then it would provide the $7,241 in year 15
to match inflation.> Sometimes, inflation protection can be
expensive and it is not always available in some products.
The lack of indexation can be managed (although not as
effectively as with indexation); you just have to ensure a
higher starting point for the annual income. For example,
instead of starting at $5,000 a year, aim for $7,500 so
that your clients will have enough spending power later

in retirement.

> Assuming average inflation of 2.5 per cent per annum.
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Aduviser tip

Ensure that future cash flows are either inflation-linked
or high enough at the start to cover rising expenses

Peace of mind to spend comfortably

now

A simple plan of adding a lifetime income stream should
assist the majority of retirees who are worried about
outliving their savings. Locking in a floor for the future
will reduce the need to worry about market volatility in
the short run. Market swings will still impact the timing
of when the level of spending needs to be cut, but the
floor will ensure that clients always have the minimum
for what they need. Taking comfort in that floor, they
will then be able to enjoy the comfort of spending to
enjoy the lifestyle that they want now and to continue
to invest in the market, rather than being captive to
market volatility.

Summary

The move into the future of financial advice regime with
a focus on the best interests of the client will increase the
demands on advisers to meet the varying needs of their
retiree clients. Advisers can meet one need by ensuring
that their clients are able to sustain their desired spending
for life. An allocation to a lifetime income stream, which
when combined with the Age Pension meets the clients’
minimum spending needs, can be an efficient way of
locking in sustainable income.
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Next steps

Consider how your clients will cover their minimum spending needs throughout their
retirement. If they would like a secure income stream to always be available, you
can show them the advantages of a Liquid Lifetime annuity in providing income to
meet their spending needs. The income from this annuity can cover the gap between
their Age Pension entitlement and their minimum spending needs to make sure that
they never run out.

Contact your Challenger BDM

The information contained in this publication is current as at 12 June 2013 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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