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Longevity part 2 — The financial implications of
living longer
Recap from Longevity part 1 — How long will people live?

In Longevity part 1," we explained that the commonly-used ‘period’ or ‘static’ Australian
Bureau of Statistics (ABS) life expectancy figures (standard life tables) suggest that,

on average, 65-year old men will live to 84, while 65-year old women will live to 87.2
We pointed out that, due to ongoing improvements in mortality, these figures are

too low. More recent data from Treasury’s 2010 Intergenerational Report (IGR) which
incorporate 25-year mortality improvements (IGR life expectancies) add three to four
years to the standard life tables (see Table 1).

Advisers who really But, even then, half your clients will live longer than the average IGR life expectancies
understand longevity can because they are still only averages. Roughly 50 per cent of people will fall either side of
add significant value for those life expectancies. IGR numbers suggest that a 65-year old male has a 20 per cent
their clients chance of surviving to age 94, while a 65-year old female has a 20 per cent chance of

surviving to age 96. Therefore, clients looking for say an 80 per cent chance of having
their money last through retirement (ie only a 20 per cent chance of outliving their
savings), will need to plan on living to their mid-90s.

This is where advisers who really understand longevity can add significant value for their
clients. Being able to generate sustainable cash flows for life can significantly impact a
retiree’s quality of life.

Key points in part 2

This paper examines the financial impacts of living longer and highlights that advisers
need to:

e remember that half of your 65-year old clients will live longer than standard life table
averages (84 for men and 87 for women). Advisers should plan for their clients to live
to 94 for men and 96 for women, if they want their clients to have an 80 per cent
chance of making their money last as long as they do;

e make sure you explain the financial trade-offs that living longer could entail. More
specifically:
— your clients need $100,000 more at retirement just to cover living longer than
implied by the standard life tables;

— male clients who want an 80 per cent chance of making their money last for life
(ie to age 94) will need to cut annual spending by 18 per cent.?> Women who want
an 80 per cent chance of making their money last for life (ie to age 96) will need
to cut their annual spending by 16.2 per cent.*

! https://adviseronlineportal.com.au/CMS/TechnicalUpdates/CRIR_Longevity_Part_1.pdf

2 ABS, Life Tables, Australia 2008-2010.

3 Assuming a 65-year old man was able to save $400,000 by retirement and expected to live to 84 (standard life table
life expectancy) and have a comfortable standard of living (spending $41,090 per year according to ASFA Retirement
Standard Sep 2012).

4 Assuming a 65-year old woman was able to save $500,000 by retirement and expected to live to 87 (standard life table
life expectancy) and have a comfortable standard of living (spending $41,090 per year according to ASFA Retirement
Standard Sep 2012).
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Table 1: Total life expectancy of 65-year olds with and without mortality
improvements

Mortality improvements

Total life expectancy of 65-year old | Years added to

could add three to four years : - — retirement due
; No mortality With mortality | to mortality
to what most people think improvement improvement | improvements

is the length of the average

retirement Males Ages Ages Years
Half will live to 84 87 3
1in 5 will live to 90 94 4
1 in ten will live to 93 97 4
Females
Half will live to 87 90 3
1in 5 will live to 93 96 3
1 in ten will live to 96 99 3
Couples*
Half of all couples will have one member living to 89 93 4
1in 5 couples will have one member living to 94 98
1 in ten couples will have one member living to 97 101 4

Source: ABS Life Tables Australia 2008-2010, Treasury, Challenger estimates

*The probability that either the male or female member (both aged 65) of a couple will survive to a particular age

Expenditure patterns in retirement

The kinds of things your clients spend their money on at the start of retirement are not
necessarily the same things they spend their money on at the end. Spending needs
typically change as the health and physical abilities of a retiree change. As a result,

the cash flows they need each year might change as their needs change over time.
Rice Warner Actuaries have defined three stages of retirement; active, passive and frail
(see Table 2).

Table 2: The three phases of retirement

Active Passive Frail
(60 to 75) (65 to 85) (75 to 100)

Lifestyle Continuation of Shift to more passive  Restricted mobility
lifestyle but more time activities; travel is means leisure activities
for leisure, travel and  closer to home are limited
family

Work Some part-time work  Some unpaid Reduced contribution

charitable work to economy and
society

Expenditure Increased expenditure Increased expenditure Increased dependency
on leisure. Majority are on health. More frugal on health and aged
still net savers lifestyles care expenditure

Housing Housing upgrade or Housing down-sizing  Retirement village or
renovation nursing home

Source: Rice Warner Actuaries
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Living longer can significantly
increase the amount of
savings required to support
retirement spending needs
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In the active phase of retirement, retirees have stopped working and typically paid off
their mortgage. They are also likely to have treated themselves to a replacement car,
consumer goods or a holiday. In the passive phase, retirees become more careful with
their money and start to spend more on health. The frail phase is dominated by higher
expenditure on health-related expenses. As people continue to live longer, overall
improvements in health mean that the active stage is increasing, with the frail stage
only occurring near the end of life.> While retirement spending changes over time,

the projections in this paper will assume that spending patterns remain the same for
illustrative purposes.

How much money is required to combat longevity risk?

The amount of money retirees need to sustain a lifetime of cash flows depends on how
much they plan to spend each year, how they plan to invest their savings, whether they
want to leave bequests, and how long they will live. The first three factors are relatively
easy to specify, but how long a person lives introduces uncertainty into the equation.
Longevity risk refers to the possibility of a person living longer than has been planned for.

We have estimated how much retirees might need at retirement by assuming that a
retiree will want a comfortable standard of living. The Association of Superannuation
Funds of Australia (ASFA) estimates that a retiree will need $41,090 per year to

provide a comfortable standard of living in retirement.® We have used the Challenger
Retirement Calculator to estimate how much is needed to be able to pay $41,090 each
year, indexed to inflation, up to different total life expectancies (see Longevity part 1 -
How long will people live?). We have assumed that retirement savings are invested in
an account-based pension that has a moderate allocation to growth assets (around 50
per cent), with the remaining funds allocated to defensive assets. The rate of return is
assumed to be six per cent per annum after fees.” The estimates also take into account
amounts that would be received from the Age Pension.

The results are presented in Figure 1. It is important to realise that the estimates shown
here are based on average return assumptions and do not take into account the
uncertainty introduced through investment markets such as sequencing risk, which is
the combined impact of volatility and cash flows. These results highlight only the impact
of longevity on spending needs. The increase in capital required reflects both the likely
continuance of improvements in mortality as well as increasing levels of certainty that
the retiree who lives longer than average will still have an income. To offset adequately
the possibility of adverse market movements, even higher amounts would be required.
For a more complete discussion of how much a retiree needs, taking into account
longevity risk as well as market volatility, refer to our paper: How much super does

a retiree really need to live comfortably?®

° Research from the Australian Institute of Health and Welfare (AIHW) shows that as life expectancy has increased, so has
the number of disability-free years. AIHW, Changes in life expectancy and disability in Australia 1998 to 2009, Bulletin Ill,
November 2012.

6 ASFA Retirement Standard, September quarter 2012, see www.superannuation.asn.au/resources/retirement-standard/

7 This is consistent with the default return assumption for a moderate fund on ASIC's MoneySmart website
www.moneysmart.gov.au

8 https://adviseronlineportal.com.au/CMS/TechnicalUpdates/CRIR_How_much_super_Feb12.pdf
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An average 65-year old

male retiree needs between
eight and nine per cent in
additional savings at the start
of retirement for each year
he lives past his standard
total life expectancy, if

he wants a comfortable
standard of living

Figure 1: Impact of longevity on required retirement savings at 65 to
support a comfortable standard of living (excludes impact of investment
market volatility)

Male Female

900,000 1
800,000 A
700,000 -
600,000 -
500,000 -
400,000 -
300,000 A
200,000 A
100,000 A

Required savings at age 65 ($)

Total life expectancy: 84 87 94 97 87 90 96 99

B Half historically needed this amount ~ ®Half will actually need this amount
1in 5 will actually need this amount  ®1 in 10 will actually need this amount

Source: Challenger Retirement Calculator, ABS, Challenger estimates

The results show that a 65-year old man who lives to standard total life expectancy

(84 years) will need about $400,000 at the start of retirement to support a comfortable
lifestyle. However, the same man is actually likely to live another three years as a result
of mortality improvements. The extra three years in retirement would need to be
funded with another $100,000 in retirement savings, 25 per cent higher than he might
have planned on. If he wants to have an 80 per cent chance of making his money last,
then you need to construct a plan for him that assumes he will live to 94. He will then
need approximately $730,000 at retirement, 83 per cent higher than would be implied
by just settling for the standard life tables and taking the 50 per cent chance of him
not living longer. One in ten 65-year old men will live to 97 and spend approximately
70 per cent longer in retirement than the standard life tables suggest, but will need
nearly double the retirement savings as a result. These estimates do not consider market
risks either. Our previous paper: How much super does a retiree really need to live
comfortably,® highlighted the fact that market volatility can add almost $200,000

to the balance that is required to support a comfortable lifestyle in retirement with a
90 per cent degree of certainty.

Each year a retired 65-year old man lives past his standard total life expectancy

(84 years), he is likely to need between eight and nine per cent in additional savings

at the start or retirement to maintain a comfortable lifestyle for life. Women are likely
to need more savings simply because they live longer than men on average. The
average 65-year old woman will need approximately $500,000 (assuming no mortality
improvements) to provide a comfortable standard of living. For each year a 65-year old
woman lives past her average standard total life expectancy (87 years), she would need
to have started retirement with an extra six to seven per cent of savings in order to live
comfortably.

2 https://adviseronlineportal.com.au/CMS/TechnicalUpdates/CRIR_How_much_super_Feb12.pdf
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However, for those close to retirement it might not be possible to save more by the
time they retire. The alternative to saving more by retirement is to spend less during
retirement. We estimate that retirees would need to reduce their planned annual
spending ($41,090) by around 1.8 per cent for each year they live past standard total
life expectancies (84 for men, 87 for women). This means that a 65-year old man who
planned to live to 84 and saved up $400,000 by retirement, would need to cut his
planned annual spending ($41,090) by 18 per cent'® (to $33,694) to make his money
last to 94. Similarly, a 65-year old woman who planned to live to 87 and saved up
$500,000 by retirement, would need to cut her planned annual spending ($41,090)
by 16.2 per cent' (to $34,433) to make her money last to 96. Figure 2 provides an
indication of how much spending would have to be cut to make it last as long as half,
one in five and one in ten of the population will live.

Figure 2: Cut in annual spending required for initial savings to actually last
for life

Male Female
25% +

20% -
15% -

10% 1

spending (%)

5% 1

Required cut in annual

0% -
Total life expectancy: 87 94 97 90 96 99

B Half might need to cut by this amount B 1 in 5 might need to cut by this amount
1in 10 might need to cut by this amount

Source: Challenger Retirement Calculator, ABS, Challenger estimates

These realities of increased life expectancy due to improvements in mortality have
serious implications for advisers in advising on retirement plans.

What the future holds for retirees

The figures presented in this paper so far apply to those retiring now or in the near
future. The financial needs of the baby boomers currently in their 50s and looking to
retire in 10 years are likely to be even higher than the numbers shown here. Future
mortality improvements mean that the 65-year olds of 2022 are likely to live two years
longer on average than 65-year olds of today.

19(94-84) = 10 years. 10x 1.8% = 18%

11(96-87) = 9 years. 9x 1.8% = 16.2%

2 Challenger Retirement Income Research, How much super do Australians really have? https://adviseronlineportal.com.au/
CMS/TechnicalUpdates/CRIR_How_much_super_do_Aussies_have_Apr12.pdf
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In addition to living longer, the access age for the Age Pension will be increased, so
that it will only be accessible at age 67 from 2023. For many people, this will mean that
they have to keep working for an additional two years in order to be able to fund their
retirement. Someone who doesn’t add a couple of extra years of working will have to
come up with even more money. These extra one to two years mean that 65-year olds
of 2022 will need to save another $15,000 to $90,000 (in today’s dollars).

Table 3: Total life expectancy of 65-year olds today versus in 10 years time

(with mortality improvements)
Total life expectancy of 65-year old| Years added

to retirement
due to 10 years
of mortality
Today In 2022 improvements

Males Ages Ages Years
Half will live to 87 89 2
1in 5 will live to 94 95 1
1 in ten will live to 97 99 2
Females

Half will live to 90 92 2
1in 5 will live to 96 97

1 in ten will live to 99 100 1
Couples*

One member from half of couples will live to 93 94 1
One member from 1 in 5 couples will live to 98 99 1
One member from 1 in ten couples will live to 101 102 1

Source: Challenger estimates

*The probability that either the male or female member (both aged 65) of a couple will survive to a particular age

Longevity can have an impact on retirement investment strategies

The typical retiree currently has around $120,000'? in retirement savings, well short of
the amounts discussed above. However, saving up a large sum of money for retirement

Retirement should be more is one issue, making that amount last for as long as your clients do is another issue

about cash flows for life, altogether. In other words, retirement is different from the accumulation phase.

than investment returns Retirement is more about generating cash flows than trying to maximise investment
returns.

Preparing financially for longevity

Preparing for retirement and longevity can take different forms for different people.
If your client has not already retired, then preparing for living a bit longer than they
might expect may have some easier options:

e Plan to work a little longer. This will build up their savings more and reduce the total
income needed after they finish work; and

e Save a little more. If they are going to stretch the money further, they may as well
start budgeting for it now.

2 Challenger Retirement Income Research, How much super do Australians really have? https://adviseronlineportal.com.au/
CMS/TechnicalUpdates/CRIR_How_much_super_do_Aussies_have_Apr12.pdf
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If your client has already retired and doesn’t want to go back to work, their savings are
going to have to work either harder or smarter for them. The other alternative is for
you to help them reduce their budget. The third paper in the longevity research series,
Longevity part 3 — Protecting against longevity risk, provides more detail on how
to mitigate longevity risk.

Conclusion

Living longer means that your clients need more savings to retire with. Knowing how
long they are likely to be retired is not as simple as consulting the latest standard life
tables. Mortality improvements mean that the average retiree is likely to live three

to four years longer than the standard life tables suggest. These additional years

in retirement could mean that a person might need to have an extra $100,000 at
retirement to support a comfortable standard of living, or understand the financial
trade-offs that living longer involve.

Advisers also need to consider if basing a retirement plan around the average life
expectancy of their clients is appropriate. Half of retirees are likely to live beyond the
average total life expectancy, even when mortality improvements are factored in.
Consequently, half of retirement plans based on the average life expectancy are likely
to run out too early. Building a retirement plan on a life expectancy beyond the average
provides a retiree with more confidence that their savings will go the distance.

However, for every year a male retiree lives past the average, he will need to hold
between eight and nine per cent extra in savings at the beginning of retirement.
Similarly, female retirees who live past their average life expectancy will need to hold six
to seven per cent in additional savings at the start of retirement. Alternatively, retirees
will need to reduce their spending by between 16.2 per cent and 18 per cent if they
want an 80 per cent chance of making their savings last ten years longer than their
average total life expectancy.
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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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