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Only a retirement strategy
that locks in a lifetime

of inflation-adjusted

cash flows can eliminate
longevity risk altogether

Each year you delay
retirement reduces the
amount you need about
five per cent on average
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Longevity part 3 — Protecting against longevity risk

Our first two papers in the longevity series explained how longevity risk can create
a number of obstacles in retirement. But, how can this risk be managed? This paper
introduces a few strategies.

Retirees can make their retirement savings last longer through a number of means,
some more attractive than others. Typical strategies involve increasing the pot of
money at retirement and adjusting spending downwards. However, only a strategy that
explicitly locks in a lifetime of inflation-adjusted cash flows can eliminate altogether the
dangers introduced by longevity risk.

Key points in part 3

This paper examines a number of ways you can help your clients deal with longevity
risk. Advisers should:

¢ think about retirement solutions in terms of the needs and objectives, particularly
cash flows, of their clients. Establish the minimum lifestyle cash flows your clients
need to have the kind of retirement they want;

e use a layering approach when constructing retirement cash flows to ensure that their
client’s minimum lifestyle expenses can be met no matter what happens. Your client’s
remaining funds can then be invested however they want; and

e combine a number of retirement products to meet their client’s various cash flow
needs.

Increase the amount of retirement savings

Retirement savings can be increased in a number of ways, some riskier than others. It is
worth noting that simply increasing the pot of money at retirement reduces, but does
not necessarily eliminate, longevity risk.

Delay retirement

Given that people are living longer, it might make sense for people to spend more time
in the workforce to finance a longer retirement. The longer a person spends working,
the more money they can contribute to their savings and the less time they will spend in
retirement. The Government has recognised that people are living longer and is steadily
increasing the age of eligibility for the Age Pension.’

The obvious drawback to delaying retirement is that the longer a person spends working,
the less time they spend enjoying their retirement. In addition, once a person retires,

it becomes far more difficult to boost savings by re-entering the workforce. While the
exact length of life for any retiree cannot be known, ASIC recommends projecting to at
least age 90, and based on our other research, 95 would be a sensible planning objective

! The age of eligibility for the Age Pension will increase from 65 for males and 64.5 for females in 2012 to 67 for both males
and females in 2023.

Challenger Retirement Income Research



Challenger Retirement Income Research Cha[[enger

February 2013 — FOR ADVISER USE ONLY

Increasing super
contributions early can
significantly increase
retirement savings
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for most people. Delaying retirement by five years to age 70 reduces the amount needed
at retirement by up to one-third. Delaying retirement further to age 75 decreases the
amount needed by around 50 per cent.

Figure 1: Required retirement savings to support a comfortable standard* of
living if retirement is delayed (excludes impact of investment market volatility)
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Source: Challenger Retirement Calculator, ABS 2008-2010 life tables, Challenger estimates.
*The ASFA Retirement Standard estimates that a comfortable standard of living for a single person requires spending of

$41,186 pa (December quarter 2012).
The Government provides a number of incentives to delay retirement and remain in the
workforce in either a full-time or part-time capacity. These incentives typically come in
the form of Centrelink, superannuation and tax concessions and we have assumed that
advisers are familiar with these.

Contribute more during accumulation

A simple way of increasing retirement funds is to channel more discretionary
spending towards superannuation while working. Workers are able to contribute
additional amounts (within limits) to their super above the compulsory nine per cent
superannuation guarantee (SG).

Given the benefits of compounding, the sooner a person increases their voluntary
contributions, the higher the impact is likely to be on final retirement savings. The
Government has recognised that the current nine per cent guaranteed contribution rate
is unlikely to result in adequate retirement savings for most Australians. In response, the
SG rate will rise gradually to 12 per cent between July 2013 and July 2019. While the
change in the SG rate will benefit younger workers, it is unlikely to have a significant
impact on those retiring before 2025. Those approaching retirement might consider
increasing their superannuation contributions by salary sacrificing or making non-
concessional contributions so as to maximise their super at retirement.
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Seeking out higher growth
assets, or increasing

allocations to growth assets,

before retirement can
increase retirement savings,
but increases exposure to
market and sequencing risk
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Earn a higher rate on investments

Savings can also be potentially increased by adjusting the assets in which retirement
funds are invested. An investor can lift the expected growth rate of their portfolio by
increasing the allocation to growth assets.

Increasing the amount invested in growth assets, such as equities, should result in a
higher savings balance over the long run, but there is a risk of failure. A larger exposure
to growth assets comes with a larger exposure to the risk of a dramatic market fall.

A portfolio exposed to this market risk can extend the sustainability of retirement cash
flows under favourable market conditions. However, the sustainability of payments can
be shortened even without negative returns. Simply experiencing lower-than-expected
investment returns in retirement, or an adverse sequence of returns, can mean that
savings run out sooner than expected.

Figure 2 shows the age at which an account-based pension might be exhausted
assuming different rates of return for growth assets. The results show that the
sustainability of savings can be extended if a retiree is lucky enough to experience
strong markets through retirement. Alternatively, if returns fall short of expectations,
based on an expectation of an average portfolio return of six per cent annually (after
fees), retirees could lose between one and five years of funding, depending on their
total life expectancies.

Figure 2: Age at which savings are exhausted assuming different annual rates
of return for portfolio (assuming comfortable standard of living)
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Source: Challenger Retirement Calculator
" Assuming ASFA comfortable standard of living for a single person ($41,186 December 2012)

In addition to the annual rate of return, the order in which investment returns occur

in retirement is critical because investment returns are ‘path dependent’. In particular,
large negative returns early in retirement can have a significant negative impact on

the sustainability of retirement savings. Retirees need to consider how best to guard
against this ‘sequencing risk'.? The impact of sequencing risk, and possible solutions, is
discussed in more detail in our research paper titled: The ABC of sequencing risk.>

2 Sequencing risk is the risk to a portfolio that has cash flows of getting returns in an adverse order.
3 https://adviseronlineportal.com.au/CMS/CRIR_Sequencing_Risk.pdf
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Retirees nervous about
longevity might reduce
spending too much, thereby
reducing their standard

of living in retirement
unnecessarily

Purchasing a predictable
stream of inflation-adjusted
cash flows for life can ensure
a minimum standard of living

Annuitising part of your
retirement savings through
a layering approach can
provide cash flows for life
while allowing exposure to
market upside via remaining
assets
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Adjust spending in retirement

In order to make retirement savings last longer, retirees might be required to reduce
their spending. However, basic living requirements provide a natural floor on how much
a retiree must spend each year. As a result, those with more modest retirement savings
who cut spending might still struggle to make their savings last for life. For these
retirees, it might make sense to buy a predictable stream of inflation-adjusted payments
that cover basic needs at the start of retirement.

A key component to adjusting spending is to get the inflation adjustment right. Even
low inflation eats away at real values over time. Expecting to spend the same amount
in nominal terms is like trying to cut back a budget by around 2.5 per cent every year.
This is why it can be useful to have a stream of cash flows in retirement that adjust
for inflation.

At the opposite end of the spectrum are those retirees with substantial savings.
However, those with substantial retirement savings, who reduce their spending, run the
risk of underspending. Retirees who are able to lock in a predictable stream of inflation-
adjusted payments could invest the remainder of their savings as desired with the
confidence that those payments will cover their expenses and will continue no matter
how long they live.

Ensure a basic level of cash flow for life through a layering
approach

A layering approach to retirement income portfolio construction seeks to provide
cash flows to meet the goals and objectives of retirees. Central to this approach is

an ordering of the importance of different objectives from the most essential living
requirements up to the most fanciful of retirement wants. This approach ensures that
a retiree is at least able to meet a certain level of spending needs, including required
lifestyle expenditures, for as long as they live. The process is illustrated in Figure 3.

Figure 3: lllustration of the layering approach to retirement cash flows

Income layer Funding method

Layer 3: Bequest _— Accumulate through surplus assets
i Layer 2: Required i Annuities to ensure required lifestyle :
i lifestyle spending i cash flow for life

Source: Adapted from Don Ezra, How should retirees manage investment and longevity risk in a defined contribution world?,
Rotman International Journal of Pension Management, Vol. 4 — Issue 1, Spring 2011.

The first layer will be (partially) provided by the Age Pension (to the extent that a retiree
meets the criteria) and pays for only the basic necessities.* Each retiree will likely have in
mind a level of spending that will provide for their required minimum standard of living
in retirement. As a result, at least a second layer of lifetime income can be used to fill
the gap.

4 The Age Pension provides a single person with $20,088 per year (including the supplement as of September 2012).
The ASFA Retirement Standard estimates that a single retiree requires $22,585 per year to support a modest lifestyle
(December quarter 2012 estimates).
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The Age Pension provides
cash flows for life, but it is
only a safety net. Your clients
are likely to need to spend
more than the Age Pension
provides
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The second layer provides for retirement spending up to a minimum level that is
acceptable to the retiree. Here, retirees ensure that they are able to meet a particular
level of spending needs for as long as they live, regardless of market conditions or
inflation rates. Once retirees have locked in a cash flow to provide for their required
minimum standard of living in retirement, the remainder of their retirement savings are
available for investing or for additional spending.

Layered retirement cash flows can be constructed using a range of different retirement
products. A lifetime income stream can be used to provide the 'required lifestyle’

layer of cash flows, with the remaining funds invested in growth assets to provide for
additional spending or a bequest.

Age Pension

The Age Pension is effectively a lifetime annuity and eliminates longevity risk for your
clients. However, while the Age Pension is a good starting point from which to build a
retirement plan, it is only a safety net. Your clients are likely to need to spend more than
the Age Pension provides. Table 1 shows that Age Pension payments are below ASFA's
modest (and well below comfortable) lifestyle standards for both singles and couples.
Your clients are likely to need other cash flows above their Age Pension payments.

Table 1: Annual Age Pension payments versus ASFA Retirement Standard
(as at December 2012)

Singles Couples
($) ($)

ASFA modest lifestyle standard 22,585 32,555
ASFA comfortable lifestyle standard 41,186 56,339
Age Pension 20,088 30,285

Source: ASFA, Department of Human Services

Lifetime annuities, pooling of risk and mortality credits

A lifetime annuity provides regular payments for the lifetime of the policyholder (the
insured life). The lifetime annuity can be reversionary, in that in the case of the death of
the original policyholder, the payments continue to a nominated beneficiary, usually a
spouse.

Lifetime annuities operate on the idea of risk pooling. Here, a group of people each pay
an amount or premium to ensure that they will receive a stream of cash flows for life.
Nobody in the group knows if they will live longer than expected, but is willing to pay a
premium to ensure that if they do they will continue to receive a cash flow. Some in the
group will die earlier than expected and some will die later than expected. Premiums
collected from the people who die sooner than expected are used to fund cash flows
for those who live longer than expected. Essentially, those who die sooner than the
average subsidise payments to those who live longer than average. This is a classic form
of risk pooling.

Risk pooling is used in other forms of insurance such as health insurance. In this case,
young health fund members are typically healthy and cross-subsidise older members.
The key to all of these risk pools is for the insurer to understand the average risk and for
the pool to be large enough so that the average outcome is, well, average.
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Mortality credits arise due to the time value of money represented by the ‘unconsumed
premiums’ of policyholders who die early. This value is able to be invested and shared
between the insurer and surviving policyholders with the effect that the policyholders
can enjoy more attractive annuity payments than would otherwise be available. On the
other hand, if these are not pooled, for example because of a guarantee period during
which policyholders are able to get their money back, there is no positive mortality
credit effect unless and until that period expires.

Defined benefit pension

Defined benefit (DB) pension plans provide regular defined payments to members for
as long as they live. DB plan members are not exposed to longevity risk or market risk
since DB plan managers assume responsibility for both. However, DB plans have largely
been phased out in Australia with most people invested in defined contribution plans.®
Existing DB plans are typically closed to new members and exist mainly in the public
sector.®

Self-insurance

Your clients might try to Some of your clients might choose to tackle longevity risk by investing more in growth
reduce longevity risk by assets with a view to growing the capital enough to make sure it lasts for life. This
investing in growth assets method is sometimes referred to as ‘self-insurance’ since the retiree chooses not to pass
but this can leave them their longevity risk on to a third party. These clients wear the risk of outliving their money.
exposed to market risk Capital invested in growth assets does not explicitly offset longevity risk under

all market conditions, so such a strategy alone does not provide your clients with
protection against outliving their savings. Unless your clients are able to set aside a large
enough capital buffer for spending they might need if they live longer than average,
they are actually not covering their longevity risk. Our previous research’ has shown
that, while having larger amounts of capital can reduce the risk of running out of
money before your clients die, it cannot eliminate their longevity risk altogether.

Variable annuity

Some variable annuities A variable annuity pays out cash flows for as long as the invested capital lasts, which
provide longevity risk may or may not be as long as a client lives. The invested capital is typically linked to the
protection, but this can be value of a diversified portfolio of assets, and moves up and down with markets. While
expensive variable annuities allow investors to benefit if equity markets rise, they might also leave

investors exposed to market risk and sequencing risk. However, most variable annuities
available in Australia lock in the value of the capital at specific points, providing
downside protection for the capital, but these features can be expensive.

> Only 11 per cent of super fund assets are held in defined benefit plans, with the remaining 89 per cent held in defined
contribution plans. OECD, Pension Markets in Focus, June 2011, Issue 8.

& APRA, Superannuation fund-level profiles and financial performance, June 2011.

7 How much super does a retiree really need to live comfortably?
https://adviseronlineportal.com.au/CMS/TechnicalUpdates/CRIR_How_much_super_Feb13.pdf
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Comparing alternatives

The different approaches to managing longevity risk will produce different outcomes for
the retiree. Table 2 indicates how the different options manage the different aspects of
longevity that have been discussed.

Table 2: Comparison of different options to manage longevity risk

Covers Adequate | Inflation | Capital available to
longevity income | protection estate
Yes No Yes No

Age Pension
Lifetime annuity Yes Yes Usually Up to 15 years*
Defined benefit pension Yes Maybe Usually Not usually
Self-insurance Maybe Yes Manual Yes

process
Variable annuity Yes Yes No If available

Source: Challenger

*Some products available in Australia have a 15-year period during which capital is available on death.

Conclusion

While longevity risk poses a number of problems for retirees, there are solutions.
Retirees can attempt to increase their savings before retirement by increasing their
exposure to growth assets. However, such a strategy exposes the retiree to market
risk and sequencing risk. Retirees might also want to consider maximising their
contributions to superannuation.

For retirees close to retirement, however, increasing their exposure to growth assets

or increasing their contributions might not be enough to lift savings substantially. In
these cases, it might make sense to lock in a stream of cash flows to ensure that a basic
level of spending can be met all the way through retirement. Advisers should consider
a layering approach. A layering strategy allows a retiree to lock in their required level

of spending for life, letting the remaining amount grow either to meet unexpected
spending needs or to leave a bequest.
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The information in this document is not intended as financial product advice or any other form of advice. It does
not take into account the investment objectives, financial situation or needs of any person. This document is
produced for use by licensed financial advisers in considering retirement income issues and not for use by retail
investors. All examples are hypothetical and for illustration purposes only. We make no warranty in relation to,
nor accept any responsibility or any liability for, any errors or misstatements, nor for any loss or damage arising
in respect of, the material in this document, however caused.
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