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Super funds have negotiated the first stage of the
retirement income covenant by publishing a retirement
income strategy online for their members. Some funds
have already implemented the building blocks to deliver
the retirement income that their members need. Others
will be looking to implement some elements of their
strategy to deliver a better outcome for members in
retirement. The challenge is to have a mechanism in
place that delivers the right outcome to each member.
The right framework will arrange the fund’s building
blocks to suit each member’s goals.

Financial advice is often the first method considered

to help members. Requirements around the provision
of advice and the complexity of retirement income
planning often result in the delivery of a comprehensive
financial advice plan. There are obvious scale challenges
for this with the increasing number of members
approaching retirement and the decline in active
advisers. Arguably, there should be a less resource-
intensive way to help members.

Without any help it is likely that many members will
remain in the accumulation phase. APRA data indicates
up to 2 million accounts are still in accumulation that
could be enjoying the tax-free pension phase.'

While better education of members and the provision
of calculators can help, this is unlikely to do enough
on their own to help everyone into the right solution
for their retirement. There are scalable alternatives that
don't have the resource constraint of trying to deliver
comprehensive advice in its current form.

The origins of Australia’s superannuation system include
the realisation that the Baby Boomer generation would
eventually retire and the change in the dependency ratio
(number of taxpayers per retiree) could have dramatic
effects for the economy. With an average age of retirement
between 60 and 64, the Boomers started to retire in the
early 2000s. The growing number of retirees can be seen in
Figure 1, with the acceleration from 2006 noticeable. This
chart shows the number of people a few years younger
than the typical retirement age of 65. This is when people
are likely to seek financial advice to confirm that they are

Figure 1: People approaching retirement aged 60-64, Actual and projected
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Source: ABS, Actual data to June 2021
Increasing demand for financial advice to help with

retirement issue is expected to continue for at least
another decade as the younger Boomers retire.
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In a market economy, higher demand normally leads to
a supply-side response to meet the increase in demand.
This is not happening.

1 Retirement system grows at pace Challenger Retirement Income Research Paper March 2022
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Fa||ing Supp|y; the decrease in the projections from Adviser Ratings of the decline out

Australian financial adviser to 2025. There are several factors contributing to this
ustralla Inancial aavisers decline which we are not addressing here. The impact is

that there are fewer advisers to service the needs of the

The number of Australian financial advisers has been in : .
growing retiree base.

decline in recent years and is expected to decline further.
Figure 2 presents the data for recent years alongside

Figure 2: Decline in financial advisers in Australia, Actual and projected
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Source: Australian Financial Adviser Landscape 2022, Adviser Ratings April 2022

Fewer advisers servicing a growing number of retirees The varying usage of advice is evident across age

is leading to a reduction in the number of people groups, but for those approaching retirement, when
getting advice. Adviser Ratings report that only 10% advice is likely to be most beneficial (age 55-64 in their
of Australians paid for financial advice in 2021. Figure 3 data) only 22% of people got financial advice. With
shows how this is spread across different age groups. fewer advisers and more retirees, this is likely to fall in

future years. The retirement advice gap will grow.
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Figure 3: Proportion of Australians receiving advice by age group
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Passing the buck: Just let the
members decide

One solution to the growing advice gap is to leave
it for the members to solve. In some ways, this is
the natural extension of a defined contribution
system where all the investment risk rests with the
member. There is evidence of this approach in the
implementation of the retirement income covenant.
The explanatory memo to the legislation refers to
education and guidance as a way to assist members
choose their retirement income solution.

While this sounds reasonable, there is one significant flaw.

Bill Sharpe was given the Nobel prize in Economics
for his contribution to Modern Finance. At the 2014
CFA conference he called the retirement income
challenge of decumulation, “the hardest problem

I've ever considered”.? If one of the brightest minds
in finance thinks that the problem is the hardest

he has ever had to deal with, how will an average
retiree manage to solve it? Challenger’s research with
National Seniors Australia continually highlights that
one of the biggest concerns for retirees is running out
of money.? This results in underspending—avoiding
the problem instead of solving it. Retirees will need
guidance on what the solution is from someone who
knows how to solve the problem. The falling number
of advisers mean that this someone won't be 1:1 with
a financial adviser.

The solution is likely to involve ‘something’ rather than
‘someone’. That is, the advice to the member will follow
a compliant advice process, designed by an adviser, but
will be implemented without always involving an adviser.
This is likely to be the only practical way to meet the
extent of retiree needs.

2 William F. Sharpe & Robert Litterman (2014) Past, Present, and Future Financial Thinking, Financial Analysts Journal, 70:6, 16-22,

DOI: 10.2469/ faj.v70.n6.1

3 For example, see National Seniors and Challenger, Retirement income worry: Who worries and why? Canberra: National Seniors. Jan 2020
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This is not an attempt to define an optimal digital advice
process. Rather the goal is to describe the key features
that will need to be present:

e A Journey. The guidance needs to start before the
member retirees. By the time they retiree, it might be
too late for the member to achieve what they want.
Having guidance along the runway into retirement will
maximise the opportunity to improve the outcome.

e Simple to drive. Like a modern car the solution might
be complex to build, but the users don‘t need to look
under the hood. They need a solution where they can
turn a key, or just push a button these days and drive
to their destination.

e Clear directions. When the solution requires input or
action from the retiree, they will need clear directions
on what to do.

e Spending guidance. The accumulation phase is
about growing as much savings as possible, but,
in retirement that changes. What the retiree needs
to know is how much they can spend. This can be
calculated for any savings balance. Flexibility comes
from the option to change the timing of spending.

e |nvestment automation. Most members use the
default accumulation investment vehicle because
they can't do better than the experts who built it.
The same is true for retirement. Retirees should
start with the best investment option as their base
case. However, trying to solve a retirement income
problem just with investments is unlikely to be helpful.
Members will need guidance on drawing down their
capital to maximise their retirement income.

There is an advice gap for retirees that is not going to
close on its own. There is a potential solution to achieve
the scale required to close this gap. Essentially the
only two levers that a retiree has is how to invest their
money and how to spend it. Most members leave the
investment decision to the experts in accumulation, so
that approach will probably work for retirement. What
they really need help with is their spending. They can
figure out the ‘how’ on their own but a solution that
guides them on 'how much’ and what happens if the
‘when’ changes will be able to meet most of their
retirement income needs. And it can be done at scale.
The rest can be left under the hood so they can enjoy
their retirement.

The information in the report has been compiled by
the Challenger Retirement Income Research team.
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