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Background – Annuitisation

• “Annuitisation” - partial allocation of retirement savings 
upon retirement to annuities which are: -
– lifetime 
– guaranteed 
– fixed rate or inflation-indexed 
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Background – Risk

Market Risk
• Dramatically increases 

likelihood of early 
depletion of retirement 
assets

Longevity Risk
• People are living longer
• They need to consider 

the possibility of living 
MUCH longer

Together, these risks are very dangerous
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Background – Market risk and early depletion

• If you create a “risk budget” and “spend” it on higher income over a life 
expectancy plan:

– You probably wont make it to your life expectancy;  
– There is a >10% chance you will only make it half way

Longevity of Equity based retirement fund (25 year target)

Source: Challenger – Market risks associated with equity based retirement income plans, Stephen Kidd of Challenger 6 March 2009 
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Background – Longevity risk

• Average life expectancy grows by 1 year every 6 years
• The latest Treasury Intergenerational Report uses longevity 

assumptions for 2040 which show:
– a 60 year old man will have life expectancy of slightly <90 years
– a 60 year old female will have life expectancy slightly >90 years

• That means a significant number of retirees will be living 
well into their 90’s and beyond
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Background – Allocated pensions deplete too rapidly
Starting Account 

Balance Target Income Age 60 Retiree Age 65 Retiree

$500,000
Modest n/a n/a

Comfortable 84 89

$300,000
Modest n/a n/a

Comfortable 71 80

$150,000
Modest 72 n/a

Comfortable 65 71

$50,000
Modest 63 81

Comfortable 62 67

Note: Incomes include age pension entitlements and are based on a 50/50 growth/defensive asset allocation

Source: Retirement income modelling results, Towers Perrin 5 March 2009
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International developments – IMF and OECD studies

IMF View
• Australia = most equity exposure 

of any OECD country
• Aging and rising health care 

costs argue for more policy 
action

OECD View
• Australian Super Funds second 

worst performers last year
• Cannot simply ignore recent 

market volatility
• More pensioners living below the 

poverty line than all but 3 OECD 
countries
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International developments – Pension rules in 
other jurisdictions

Country
Full 

Lump-Sum
Partial Lump-

Sum
Deferred 
Annuity

Annuity Pension
Programmed Payment or 
Account Based Pension

Europe 

Austria ��� � ��� �

Belgium ��� � ��� � ��� �

Germany ��� � ��� �

Ireland ��� � ��� � ��� � ��� �

Italy ��� � ��� �

Netherlands ��� �

Sweden ��� � ��� �

UK ��� � ��� � ��� � ��� �

Americas

Canada ��� � ��� � ��� � ��� �

USA ��� � ��� � ��� �

Chile ��� � ��� � ��� �

Colombia ��� � ��� � ��� � ��� �

Source: Challenger – Summary of OECD Survey – Superannuation Benefits Arrangement in Other Jurisdictions, David Cox of Challenger, 6 March 2009
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International developments – Academic literature –
behavioural biases

• Biases affecting investment risk taking
– Bounded rationality
– Availability heuristic 
– Anchoring
– Overconfidence

• Biases affecting longevity protection
– Mental accounting (Brown & Warshawsky, 2004)
– Subjective probability weighting (Hu & Scott, 2007)
– Loss aversion (Gazzale & Walker, 2009)
– Conjunction Fallacy (Hu & Scott, 2007)
– Hyperbolic Discounting (Hu & Scott, 2007)
– Framing (Brown et al. 2009)
– Ambiguity aversion (Hu & Scott 2007)
– Availability heuristic (Hu & Scott 2007)

“IRRATIONAL”
Levels of allocation to 
risky assets

“IRRATIONAL”
Under-insurance 
against longevity

Source: Challenger – The Determinants of Annuity Demand: A literature Survey, Stephen Kidd of Challenger, September 2009
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The case for annuitisation – Public policy

Objectives of Superannuation policy
1. Providing retirees with an income which is materially higher than the 

Age Pension over the full course of retirement  

2. Reducing the future call on the budget of an aging population

Partial annuitisation will achieve both
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The case for annuitisation – A strategy for our times

• Good rates – currently 1.5% above government bonds
• Income guaranteed
• Capital stable
• Well suited to retirement

– Long duration
– Can be CPI-linked
– Longevity protected
– Flexible
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Annuities in traditional portfolio construction

Note: Assumes 50/50 growth/defensive asset allocation; Results are for the period 30 June 1988 to 30 June 2008. 

Source: IRESS, Bloomberg, RBA

The inclusion of annuities significantly reduces portfolio risk
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Annuities in traditional portfolio construction – pre fees
Efficient Frontier - Balanced Portfolio, with and w ithout annuity (pre fees)
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Source: IRESS, Bloomberg, RBA
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Annuities in traditional portfolio construction – post fees
Efficient Frontier - Balanced Portfolio, with and w ithout annuity (post fees)
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Source: IRESS, Bloomberg, RBA
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Annuities versus bonds
Annuity outperformance v UBS Composite & Mstar Medi an Manager over 10 yrs

(Sept 1989 - Jan 2009)
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Source: IRESS, Morningstar
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Implementation – Making annuities user-friendly

• Advice – nearly all annuity sales accompanied by advice
• Portfolio Construction – annuities are the zero volatility 

element to pension phase asset allocation
• Platforms – prefer unitised products however can 

accommodate non-unitised

• Planner, investor and platform interest rising significantly
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Summary

• Market and longevity risk in combination can be very dangerous in the 
pension phase

• Annuitisation is “the norm” amongst western world pension systems
• Retirees will have more income in their retirement if part of their super 

benefit is annuitised
• Annuities - a low cost solution to providing retirees with competitive 

returns and greater certainty
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Disclaimer
The information contained in this presentation is current as at 31 July 2009 unless otherwise specified and 
has been prepared by Challenger Life Company Limited ABN 44 072 486 938 AFSL 234670. It is intended 
solely for members of the investment community. It must not be passed on to a retail client except where it 
is included as part of a financial adviser's own advice to their client and is not accredited to Challenger. Any 
information provided or conclusions made, whether express or implied, do not take into account the 
investment objectives, financial situation and particular needs of an investor.
This presentation has not been prepared to provide recommendations for any particular individuals. The 
examples used are for the purposes of illustration only. Individuals should seek expert financial planning 
advice to determine suitable recommendations for individual circumstances.
All information has been obtained from sources believed to be reliable and accurate at the time of 
publication. 
Challenger Life Company Limited is not licensed or authorised to provide tax advice. We strongly 
recommend that an investor seeks professional taxation and social security advice for their individual 
circumstances.
All reasonable care has been taken to ensure correctness of facts stated and the examples given, and to 
ensure that they are fair and reasonable. 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 out of, or in relation to the 
material in this presentation, however caused.
Past performance is not a reliable indicator of future performance. Offers of interests in the Challenger 
Guaranteed Income Plan are contained in the relevant current Product Disclosure Statement (PDS) issued 
by Challenger Life Company Limited which is available on our website www.challenger.com.au and should 
be considered before making any decision about the product.
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