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Guaranteed income pensions:
engaging members for life

Key points in this paper
e Many retired members actually want a guaranteed income for life that cannot be provided
in the typical account-based pension (ABP) offer.

e The guaranteed income pension option explained in this paper gives super funds a tool to
meet this demand, putting them in a better position to retain members and their assets
and to engage them for life.

e The wholesale annuity used to support a guaranteed income pension is similar in concept
to group risk life insurance; an arrangement that is widely used by super funds.

* A guaranteed income pension can be used in tandem with existing ABPs, giving
retired fund members exposure to growth assets and flexibility with access to capital,
underpinned by a secure income stream.
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I The retirement narrative

Retirement is different. It is not about saving and accumulation anymore. It's about spending
—a secure cash flow is key — and members will potentially be retired a long time. This means
that retirees will face a unique set of challenges and risks that cannot be ameliorated in

an incomplete retirement solution. Retirees need to be able to deal with the challenges

of inflation risk, market risk and longevity risk, while maintaining access to social security
entitlements.

The benefits of guaranteed income for life

ABPs provide income payments for retired members, but these payments fluctuate with
market returns as they are based on the capital base of the member, exposing them to
market risk. Payments are not guaranteed and members can run out of money and still
have many years of retirement in front of them. This is because ABPs leave retired members
exposed to sequencing and longevity risks. The guaranteed income pension ameliorates
those risks.

Retirees want certainty around their retirement income. A National Seniors Australia survey
in 2012 found that 77 per cent of responding retirees would prefer an investment with a
lifetime income over an investment with a higher return on average, but not guaranteed to
last a lifetime.” They want a consistent and secure income that will allow them to pay the
bills and live their desired lifestyle without the fear of running out of money. A guaranteed
income pension gives superannuation funds the opportunity to offer their members a secure
income stream for their life, or potentially just a set term.

Benefit of longevity protection

Longevity risk is a financial risk. Retirees might end up unable to afford their expected
lifestyle, and be wholly reliant on the Age Pension. As the industry’s focus on retirement
income increases, this will become the definition of failure for super funds: the retired
member who ostensibly follows all the right steps, but prematurely runs out of money.

People do not know exactly how long they will live, and relying on any estimate is a risky
strategy. Therefore, it is preferable if a retiree can use part of their retirement savings to buy
financial protection against this risk.

There are two ways to develop financial longevity protection. One is to accumulate a
sufficient savings pool so that the cost of the desired lifestyle will always be affordable. For
many, such a goal is unattainable.? The second option is to buy a guaranteed income stream,
passing the longevity risk to a life insurance company. Using a life company’s balance sheet,
superannuation funds can provide a guaranteed income pension that enables funds to offer
members the ability to buy a guaranteed cash flow that protects against longevity risk.

If neither approach is taken, the only option will be to cut spending, potentially to less than
a modest standard of living.

1 National Seniors Australia, Retirees’ Needs and Their (In)Tolerance for Risk, March 2013.

2 A 65-year-old male would need over $790,000 for a 90 per cent chance of success; where success is measured
by having a comfortable standard of living, as defined by the Association of Super Funds of Australia, (ASFA)
until the age of 95. ABS data suggest that the average account balance for a male over 65 years of age is around
$131,500.
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How does a retired member get a guaranteed income stream? ]

There are a limited number of ways that a retired member can buy a guaranteed income
stream. The most common way is for them to buy an annuity in the retail market, which can
be done by way of a rollover out of their existing super fund or using other savings. In some
cases, this can mean that they leave the fund altogether, taking their entire super balance
with them.

The guaranteed income pension allows super funds to offer their retired members a
convenient way of buying a guaranteed income stream without any of their retirement
savings leaving the fund. Perhaps most importantly, the two approaches can be used in
combination. A guaranteed income pension, coupled with a traditional ABP, can offer retired
fund members an option that provides flexibility with access to capital, underpinned by a
lifetime income stream.

The current ABP approach

Benefits

An ABP allows for simple administration and enables a quick reconciliation of a member’s
ongoing entitlement by simply reading off the balance. Also, ABPs are easily set up to
provide regular payments that comply with the regulatory requirements around draw-downs
and can easily be disclosed for, and included in, Centrelink calculations.

Drawbacks

There are a number of things that can’t be done in an ABP. The most obvious of these is
a guaranteed lifetime income stream. A pure longevity insurance option (like a deferred

lifetime annuity) would also not fit the requirements for an ABP. Retired super fund members

who want to protect themselves against certain risks in retirement, such as sequencing and

longevity, typically need to roll their savings out of the super fund in order to find a product

that meets their needs.

ABPs might not always result in the best social security outcome for a retired fund member.
The account balance will generate a base for the assets test, in addition to the income

test, which are used to determine eligibility for and level of the Age Pension entitlement.

It is possible that the account balance of an ABP is restricting eligibility for the Age Pension
through the assets test. If this is the case, the retired member will have to meet more
expenditure from the amount they draw from their ABP. Recent legislative proposals deeming
income from ABPs? could reduce entitlements further.

3 Social Services and Other Legislation Amendment Bill 2013.
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An alternative: a guaranteed income pension

I There is no requirement for a super fund to pay retirement income benefits through an ABP.4
It has primarily been for reasons of administrative simplicity that super funds set up ABP
structures.

How it works

A guaranteed income pension enables complying super funds to offer members a
secure income stream and the benefits of longevity protection and guaranteed income
while retaining social security benefits. It would be offered by the trustee direct to the
retired member. The trustee partners with a life company to back the liability promised
to the members, with a matching guaranteed wholesale annuity. Figure 1 illustrates this
relationship.

Figure 1 Guaranteed pension and products external to the superannuation fund
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Superannuation fund members who want to buy a guaranteed income pension will still have
to meet the usual conditions of release. A guaranteed income pension receives the same
social security treatment as a retail annuity.

income stream to the fund member, but does not have any account balance attributed in
respect of a particular member. It can be easily incorporated into a super fund’s existing
administration platform and member online IT solutions. While every fund is different, a
guaranteed income pension can be simply integrated with existing services such as custodial
linkages and member reporting and services.

] A guaranteed income pension would be in a separate division of the fund that pays an

A guaranteed income pension and the ABP would operate independently, but side-by-side
so that fund members could receive payments and reporting from both using the same
administration platform. The member invests a lump sum in return for a regular income,
for a fixed term or lifetime, which they could combine with payments from the ABP.

4 The details are set out in Superannuation Industry (Supervision) Regulations 1994 - Reg 1.06 9A.
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Advantages of a guaranteed income pension

Offering a guaranteed income pension that is not based on an account balance enables a I
super fund to deliver a wider range of benefits for members. In particular, they would be
able to offer a product that guarantees regular income payments for the life of the member.

Certainty of cash flow

A fundamental advantage of the guaranteed income pension is the certainty of cash flow.
Members can set the level and type of guaranteed payments they want at the time of
purchase. Payments can be fixed or indexed, set for a term or for a lifetime and the payment
frequency can be set to suit most member requirements. Super funds will be given a
powerful ability to ensure member income needs are met, while at the same time allowing
them the flexibility of using a traditional ABP for the balance of their superannuation savings.

Member engagement and retention

Providing a guaranteed income pension within a fund will place a focus on the importance
of creating sustainable retirement income. It helps guide members to work with fund
planners to consider income in retirement, rather than lump-sum benefits. An advantage of
this for the fund is that a lifetime income stream guarantees that the fund engages with a
member for life.

Convenience

Another advantage for members buying a guaranteed income pension through their fund
is convenience. It allows funds to offer members a seamless and convenient way to access
a guaranteed income stream from their trusted super fund.

Age Pension benefits

The absence of an account balance can restrict the means testing for the Age Pension to
just the income test. Some income guarantee products, such as annuities, have a notional
capital amount allocated for the purposes of the assets test. The notional capital is gradually
reduced over the life of the annuity. This creates a gradual improvement in the assets-based
means test as the capital is assumed to reduce over time and can result in a recipient getting
a higher rate of part Age Pension.

Fund customisation

Super funds do not want to be stuck with inflexible and/or inappropriate products that do
not meet members’ needs. One of the benefits of a guaranteed income pension is that it
allows for easy and flexible customisation so that super funds can configure any number of
offerings to meet member requirements. It enables a range of annuities and other products
to be selected to supplement to current pension offers of the ABP.

In-house risk protection

The guaranteed income pension allows funds to offer an in-house solution to inflation,
seguencing and longevity risk. The risks that retired members face are well known, and
while an ABP might be suitable for many members, it requires them to face those risks by
themselves. A guaranteed income pension allows the fund to take comfort in the fact that
retired members can pass on some of the risks they face in retirement to a third party, so
they can have peace of mind.
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Structuring of a guaranteed income pension

The fund level structure

Structurally, a guaranteed income pension is similar to how group life insurance policies
work. The super fund’s guaranteed pension (which would be a pension without an account
balance attributable to a beneficiary under the SIS Regulations)® would be backed by a
master life policy issued by the life company, and then each tranche of annuities would be
reflected in an individual policy schedule. Each participating member gets a pension promise
from their trusted super fund that is supported on a back-to-back basis by the master

life policy. Rather than getting an annuity from an external life company, they are getting
effectively the same thing, but from their fund instead, retaining their membership of, and
engagement with, their super fund. This is similar to the benefit offered by group life risk
insurance

A guaranteed income pension would sit alongside the usual ABP within the super fund with
payments made to the retired member running through a single administration platform.
The detail can be seen in Figure 2.

Figure 2 Overall superannuation fund structure
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Concluding remarks

A guaranteed income pension allows super funds to partner with retirement income
specialists so that member retirement outcomes can be more aligned to their needs.

This innovative solution can be implemented now, using your technology partner,
administration system and custodian.

5 Covered by SIS Regulation 1.06(9A)(b).
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