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INTRODUCTION 

Coping wit h t he f inancial  burden of  longevit y is a relat ively recent  phenomenon in t erms of  it  being a 

general communit y concern.   As wel l ,  as far as concerns go it  is it  is easier for most  t o cope wit h 

compared t o t he alt ernat ive,  which is being deceased at  a relat ively early age.   More specif ical ly,  in 

1870 surviving childhood and early adult hood was a maj or chal lenge,  wit h 42% of  t he populat ion aged 

less t han 15 years and only 2% aged 65 years and over.   The proport ion of  people aged less t han 15 

years decl ined st rongly in t he 20t h cent ury,  due t o a sharp fal l  in infant  mort al it y,  cont rol  of  infect ious 

diseases and a general decrease in fert i l i t y rat es,  t o reach about  20% by June 2004.   On t he ot her hand 

t he proport ion of  people aged 65 and more has risen over al l  years t o reach 13% by June 2004 

(Product ivit y Commission,  2005).   Much of  t he improvement  in l i fe expect ancy has come f rom t he fal l  

in infant  mort al it y,  wit h at  least  one analyst  claiming t hat  a provider of  l i fe insurance would of fer very 

similar rat es for a healt hy adult  Roman in year AD 100 as t hey would now.   This may say somet hing 

about  current  l i fe insurance rat es,  but  it  also would ref lect  t hat  t here were not  many t obacco smokers 

amongst  t he ancient  Romans and deat hs due t o chariot  crashes were very moderat e in number.  

However,  furt her increases in t he number and proport ion of  t he populat ion aged 65 and over are in 

prospect ,  avian f lu and ot her possible pandemics and general disast ers permit t ing.   This has a lot  t o do 

wit h t he bust  of  t he babyboom rat her t han any sharp escalat ion in t he l i fe expect ancy of  t hose wel l  

int o t heir prime.   According t o t he Product ivit y Commission,  by t he year 2045 t here wil l  be some 25% 

or so of  t he populat ion aged 65 or more,  wit h t he percent age aged 85 or more up f rom 1.5% of  t he 

populat ion t o around 5%.  In absolut e numbers t hose aged 85 plus wil l  increase f rom around 300,000 t o 

1.4 mil l ion (hopeful ly including me),  wit h t he number of  cent enarians increasing f rom 4,300 in 2003-04 

t o a proj ect ed 50,000 in 2045.  

Life expect ancy at  birt h is expect ed t o increase f rom 78.4 years t o 83.6 years for males and f rom 83.7 

years t o 87.4 years for females by 2045.   However,  given t hat  t hose lat t er l i fe expect ancies wil l  only 

come t o t heir ful l  f ruit ion somewhere in t he f irst  half  of  t he next  cent ury t hey are somewhat  out side 

my forecast ing or pol icy f ramework.   I have some support  for t his posit ion f rom as an aut horit at ive 

source as John Maynard Keynes,  who famously wrot e “ Long run is a misleading guide t o current  af fairs.  

In t he long run we are al l  dead” .   Keynes himself  never had any worries about  t he f inancial  

consequences of  longevit y in t hat  he died at  age 62,  predeceasing bot h his wife and his parent s.   I 

expect  t hat  having worked in bot h universit ies and t he Unit ed Kingdom civi l  service he also had a 

pret t y decent  pension t hat  he would have been ent i t led t o if  he had made it  t o ret irement  age.  

More import ant ly f rom a cont emporary pol icy point  of  view,  current ly l i fe expect ancy for t he age 

cohort  current ly aged 60 is around 23 years for men and 26 years for women.   Based on current  l i fe 

expect ancies for t hose on t he cusp or ret irement ,  about  40% of  t he populat ion wil l  spend up t o 25 

years in ret irement ,  around 40% wil l  spend up t o 35 years in ret irement  and around 10% wil l  spend 

more t han 35 years in ret irement .   Clearly a very signif icant  minorit y of  t he populat ion wil l  be 

spending a very long t ime in ret irement .  

Cert ain geront ologist s and ot her researchers,  including some wit h medical qual if icat ions,  are 

opt imist ic t hat  l i fe expect ancies general ly wil l  increase over t he next  few decades,  including for t hose 

who are already in t heir prime,  t hat  is,  aged over 50.   They point  t o cont inuing and not  always 

expect ed increases in l i fe expect ancy over t he last  few decades.   However,  whet her t hat  wil l  cont inue 

t o occur is essent ial ly unknowable.   There is also t he possibil i t y t hat  l i fe expect ancy may decrease,  at  
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least  for some,  due t o an increase in t he incidence of  diseases of  af f luence (or at  least  of  plent iful  

food supply) relat ed t o levels of  obesit y in t he communit y.  

So while it  is possible t hat  l i fe expect ancy for t hose born some t ime ago wil l  increase in t he fut ure,  it  

is equal ly possible t hat  any improvement s in l i fe expect ancy might  be minimal as persons approach 

nat ural l imit s t o t he durat ion of  l i fe and/ or reap t he consequences of  past  l iving pract ices.  

THE THEORY AND PRACTICE OF ANNUITIES AND RETIREMENT INCOME 

STREAMS 

There is a rich and relat ively long hist ory in t he economic l i t erat ure of  models of  bot h simple and more 

complicat ed l i fe-cycle savings models.   Saving for ret irement  and t he associat ed smoot hing of  

consumpt ion over t he l i fet ime of  an individual is somet hing t hat  is int uit ively plausible and is indeed 

observed in pract ice.   It  is also somet hing t hat  is possible t o describe in reasonably st raight forward 

equat ions.  

Some of  t hese models suggest  t hat  it  is opt imal for individuals t o annuit ise al l  or part  of  savings at  t he 

t ime of  ret irement  in order t o guarant ee smoot hing of  income and consumpt ion over ret irement .  

Ot her analyst s point  t o individuals making less t han opt imal savings decisions due t o various market  

fai lures.   Some researchers at  t he very f ree market / l ibert arian end of  t he scale point  t o market  

fai lures brought  about  by government s providing for povert y al leviat ion and/ or ret irement  income 

provision more general ly t hat  is funded out  of  general t axat ion revenue.   Such arrangement s can be 

regarded as creat ing a moral hazard in t hat  individuals know t hat  t hey are guarant eed a minimum 

income f rom t he st at e.   On t he ot her hand,  it  would be a very brut al societ y t hat  abandoned t he old 

who could not  provide for t hemselves in ret irement  on t he basis t hat  such individuals neglect ed t o 

make suf f icient  savings in t heir pre-ret irement  years.  

There is also evidence of  myopia in t he at t it udes of  individuals in t hat  wit hout  some form of  

compulsion t hey wil l  make insuf f icient  provision for ret irement  income.   The compulsory 

superannuat ion syst em in Aust ral ia has received t he overwhelming support  of  t he Aust ral ian publ ic 

despit e t radit ional f ree market  economics not ions of  compulsion leading t o a net  loss of  consumer 

welfare.  

Annuit y market s have had t heir great est  role in societ ies where t here have been l imit ed or no forms of  

col lect ive provision for t he aged,  or where government s have required t hem t o be purchased.   The f irst  

recorded l i fe t ables for comput ing t he values of  annui t ies dat e back t o roughly AD 200 when t hey were 

publ ished by t he Roman j urist  Ulpianus (Pot erba,  2001).   The t ail  of  l iabil i t ies of  annuit y providers at  

t hat  t ime was not  general ly t hat  long in t hat  t he t hen calculat ed l i fe expect ancy for a male aged 65 

was 5.3 years.  

The modern annuit y market  in which privat e insurance companies sel l  insurance cont ract s t o 

individuals who wish t o avoid out l iving t heir f inancial resources emerged in t he eight eent h cent ury.   

Government s also sold annuit ies in t he eight eent h and ninet eent h cent uries,  most ly as a fund raising 

exercise rat her t han as a measure designed t o enhance t he provision of  ret irement  incomes.  
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There are many variant s on t he annuit y t heme,  which is not  surprising for somet hing t hat  is designed 

primarily by act uaries.   However,  single-premium immediat e annuit ies are t he most  common product s 

bot h sold and bought  in assort ed count ries.   In ret urn for a lump sum payment  t o an annuit y provider 

t he purchaser (t he annuit ant ) receives payout s cont ingent  upon t heir survival or in accord wit h ot her 

t erms in t he cont ract .   In some cases payout s are specif ied as a minimum, wit h a higher amount  

possible if  t he provider achieves higher t han expect ed invest ment  ret urns or t he mort al it y experience 

is bet t er t han expect ed in t hat  more people die relat ively short ly af t er commencing t heir annuit y.  

The annuit y payout  rat e varies wit h bot h t he assessed mort al it y risk of  t he purchaser and t he rat e of  

ret urn t hat  t he annuit y provider can earn on t he asset s backing t he annuit y less relevant  sel l ing and 

administ rat ion cost s.   The payment s end when t he annuit ant  dies (a simple l i fe annuit y) or at  t he 

deat h of  bot h t he annuit ant  and t he reversionary benef iciary (a j oint  l i fe survivorship annuit y).   Pricing 

depends on bot h t he age of  t he primary benef iciary and t he age of  t he reversionary benef iciary.   It  is 

also possible t o have t erm cert ain annuit ies in which payment s end at  t he lat er of  eit her a specif ied 

number of  years or t he deat h of  purchaser.  

These various annuit ies meet  various needs.   The simple l i fe annuit y deals wit h concerns of  an 

individual about  out l iving t heir income,  while t he j oint  survivorship annuit y addresses concerns such as 

how a spouse wil l  survive f inancial ly af t er t he deat h of  t heir spouse.   The t erm cert ain annuit y 

addresses concerns about  loss of  capit al  t o t he purchaser’ s est at e if  t he purchaser dies relat ively soon 

af t er commencing t he annuit y.   Simple l i fe annuit ies have t he highest  payout  rat es in dol lar t erms in 

t he f irst  year of  payment  as t he ot her opt ions have furt her f inancial  prot ect ions t hat  in essence have 

t o be paid for out  of  t he ongoing income st ream.   The pat t ern over t ime of  annuit y payment s wil l  also 

depend on whet her t here is adj ust ment  of  fut ure payment s in l ine wit h movement s in t he Consumer 

Price Index or by a specif ied f ixed percent age.   Fut ure escalat ion of  payment s invariably leads t o lower 

payment s at  commencement  for any given capit al  sum invest ed.  

When set t ing annuit y rat es insurance companies need t o t ake int o account  t he fact  t hat  mort al it y rat es 

for persons who buy annuit ies dif fer f rom t he populat ion general ly.   Not  t oo surprisingly,  poor and sick 

people wit h l imit ed l i fe expect ancy are not  very int erest ed in purchasing a l i fe annuit y.   This result s in 

a form of  adverse select ion against  t he issuers of  annuit y product s,  wit h purchasers having signif icant ly 

higher l i fe expect ancy t han t he populat ion as a whole.   To complicat e mat t ers even furt her,  in most  

count ries t here are very l imit ed numbers of  l i fe annuit ies sold,  leading t o poor and inadequat e 

informat ion being available on t he l i fe expect ancy of  local purchasers of  annuit ies.    

However,  in t he Unit ed Kingdom t here is a reasonably large market  for bot h volunt ary and compulsory 

purchase of  annuit ies,  and t he l i fe expect ancies for t hose groups in t he Unit ed Kingdom are general ly 

used as t he st art ing point  of  act uarial  calculat ions for set t ing t he price of  annuit ies in Aust ral ia.   

Act uaries also can fact or in t heir own assumpt ions of  fut ure increases in l i fe expect ancy in t he local 

j urisdict ion.   

Some analyst s argue t hat  requiring whole or part  of  a ret irement  benef it  t o be convert ed int o an 

annuit y would overcome t his adverse select ion and improve t he amount  of  income of fered by annuit y 

providers for a given lump sum.   However,  t he publ ic pol icy basis for requiring t hose in poor healt h t o 

subsidise t hose in good healt h is not  ent irely clear,  and t here are also ot her equit y concerns.   For 

inst ance,  in NSW in t he year 2000 t he l i fe expect ancy of  t he lowest  socio-economic quint i le was 3.5 

years lower for males and 2 years lower for females t han t he highest  socio-economic quint i le.  
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In t he Unit ed Kingdom t here is also a relat ively small  market  in sel l ing annuit ies for impaired l ives.   

However,  t his involves some int erest ing underwrit ing pract ices,  such as requiring purchasers t o show 

t hat  t hey are a heavy smoker wit h no int ent ion of  giving up.  

REGULATORY PROVISIONS RELATING TO RETIREMENT INCOME STREAMS,  

ANNUITIES AND LIFE PENSIONS 

At t achment  A set s out  in broad t erms t he various regulat ory provisions relat ing t o ret irement  income 

st reams of  various sort s.   The provisions relat ing t o account  based income st reams al low considerable 

f lexibil i t y,  some might  argue t oo much f lexibil i t y,  while t he design of  l i fe pensions and annuit ies is 

st rict ly cont rol led.  

While holders of  account  based income st reams are al lowed considerable f lexibil i t y in t erms of  t he 

amount  t hey can or have t o drawdown each year and in t he invest ment s backing t heir income st ream,  

t his is not  t he case for non-account  based income st reams such as l i fe pensions.   The accept able 

variat ion level for l i fe pension payment s is prescribed,  t hereby l imit ing bot h t he abil i t y of  t he account  

holder eit her t o drawdown a lump sum or t o hold back a payment .   As wel l ,  providers in ef fect  have t o 

mat ch t heir l iabil i t ies in regard t o l i fe pension payment s by backing t he product s wit h long dat ed debt  

inst rument s.   Rel iance on equit y invest ment s,  at  least  in t he absence of  very ext ensive reserves or 

provider use of  risk capit al  which would impact  on t he f inancial  at t ract iveness of  t he product  f rom t he 

viewpoint s of  bot h providers and cust omers,  would make it  very l ikely t hat  payment s would not  comply 

wit h t he requirement  t hat  t hey vary no more t han plus or minus 5% f rom t he previous year’ s payment .  

Asset  t est  arrangement s for t he receipt  of  t he Age Pension also have a signif icant  impact  on t he t akeup 

of  various t ypes of  income st ream.   Unt i l  20 Sept ember 2007 t here is a 50% asset s t est  exempt ion for 

qual ifying non-commut able income st reams t aken out  before t hat  dat e.   This includes what  are known 

as Term Al locat ed Pensions which while non-commut able are account  based income st reams wit h 

special  condit ions applying t o t hem.   From 20 Sept ember onwards Term Al locat ed Pensions wil l  no 

longer be able t o be issued ot her t han t o change providers.   Also f rom 20 Sept ember 2007 t here wil l  be 

a 50% t aper rat e over specif ied t hresholds applying t o t he capit al  value of  al l  income st ream and ot her 

f inancial  asset s of  ret irees.  

In t he past  t he exist ence of  ful l  or part ial  exempt ion f rom t he asset s t est  for cert ain l i fet ime 

complying pensions and annuit ies added t o t he f inancial  at t ract iveness of  such product s.   The closing 

of f  of  t his concession f rom 20 Sept ember 2007 for any new income st reams issued on or af t er t hat  dat e 

has also led t o increased sales of  at  least  some such product s prior t o t he deadl ine.  

While t he descript ion “ Simpler Superannuat ion”  has been abandoned by t he government  in favour of  

“ Bet t er Superannuat ion”  largely on t he basis of  focus group t est ing,  it  was a reasonable descript ion of  

t he new regime for ret irement  income st ream product s.   Tax f ree for t hose aged 60 and over (at  least  

f rom a t axed fund) is a pret t y simple not ion,  and does not  need much f inessing by a fund.   As wel l  t he 

abol it ion of  any asset  t est  exempt ion for specif ied t ypes of  income st ream invest ment  t oget her wit h a 

relat ively low minimum drawdown fact or and no maximum l imit  (ot her t han t he account  balance) 

means t hat  t here is not  a great  deal of  scope for f inancial  engineering t o creat e an arguably unique 

product .  

As a result  providers have focussed on enhancement  of  ancil lary or associat ed feat ures,  such as 

providing t he abil i t y t o have a secondary account  t o t ake furt her cont ribut ions while drawing down a 
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pension benef it  f rom a primary account ,  or t hrough providing a l ink t o ATM wit hdrawals and ot her 

forms of  easy cash access for pension benef it  payment s.  

MARKET DATA ON THE SALE OF VARIOUS TYPES OF INCOME STREAM 

The Invest ment  and Financial  Services Associat ion (IFSA) regularly publ ishes dat a on funds under 

management  and sales of  new product s for various t ypes of  income st ream.  

These dat a indicat e t hat ,  at  least  in t he ret ail  sect or,  t he great  bulk of  asset s under management  

relat e t o account  based income st reams.   Sales of  l i fet ime annuit ies f rom bot h superannuat ion monies 

and ot her t han superannuat ion monies have been near t o negl igible in t he last  12 mont hs,  wit h t ot al  

sales of  $29 mil l ion.  

Term Al locat ed Pensions (TAPs) have been more popular,  wit h sales of  $530 mil l ion in t he 12 mont hs 

and wit h a t ot al  of  $1.44 bil l ion in t ot al  funds under management .   However,  TAPs are set  t o become a 

legacy product  f rom 20 Sept ember 2007,  wit h a number of  providers exploring opt ions as t o how t hey 

can t ransfer t his part  of  t heir business t o ot her providers.  

Table1:  Retirement incomes streams provided by retail superannuation funds and by insurance 

companies,  March 2007 

Type of retirement 

income stream 

Total funds under 

management,  $m 

Sales in last 12 

months,  $m 

Average purchase 

price in last 3 

months,  $ 

Number holding 

product(a) 

Allocated pensions 

and annuities 

66,176 13,926 120,000 550,000 

Term allocated 

pension 

1,441 530 112,900 12,700 

Lifetime annuities na 9 67,200  

Total annuities 4,447 547 108,300 41,000 

(a) Calculat ed by ASFA Research Cent re based on most  recent  average purchase price.   

Source:   IFSA Ret irement  Income St reams Report  

 

Ot her dat a publ ished by Rice Warner Act uaries suggest  t hat  t here are fewer t han 1,500 individuals wit h 

more t han $1 mil l ion in a post -ret irement  income st ream product .    

The f igures in t he t able for funds under management  and number of  ret irement  income st reams are 

more or less consist ent  wit h Aust ral ian Taxat ion Of f ice dat a (ATO,  2007) which indicat e t hat  in 2004-05 

(t he lat est  year for which dat a are available) some 580,000 persons declared t axable income f rom a 

pension or annuit y ot her t han a Commonwealt h pension,  wit h aggregat e income received of  $12.5 

bil l ion.   This lat t er f igure is also remarkably consist ent  wit h t he APRA dat a on pension payment s.   This 

consist ency is dist urbing for t hose used t o deal ing wit h dat a on superannuat ion drawn f rom various 

sources.  

Around 440,000 of  t hese pensions involved individuals wit h annual t axable income of  less t han $50,000 

a year wit h 335,000 individuals receiving less t han $35,000 a year.   To put  t hese f igures int o cont ext ,  
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t here were around 1.9 mil l ion recipient s of  t he Age Pension,  involving aggregat e Commonwealt h 

expendit ures of  j ust  under $20 bil l ion in t he same year.  

The ATO f igures also indicat e t hat  in 2004-05 336,600 individuals claimed deduct ions t ot al l ing $2.6 

bil l ion for t he undeduct ed purchase price of  a pension or annuit y,  wit h around 368,000 (l ikely most ly 

t he same people) claiming a t ot al  of  $806 mil l ion in t ax of fset s.   Even before t he most  recent  t ax 

changes el iminat ing t ax on benef it s t aken by t hose aged 60 and over f rom a superannuat ion fund,  most  

ret irees did not  pay much t ax on payment s received f rom an al locat ed pension.  

Clearly,  al locat ed pensions and annuit ies (account  based income st reams in t erms of  t he new 

regulat ory j argon) are by far and away t he most  popular ret irement  income st ream product s.   Sales of  

l i fet ime annuit ies have been complet ely underwhelming in recent  years fol lowing t he abol it ion of  t he 

100% asset  t est  exempt ion and t hey were not  very large even prior t o t hat .   Basical ly,  Aust ral ian 

consumers are not  very int erest ed in f inancial  product s which of fer a low impl icit  invest ment  ret urn,  

have high fees and which have a nil  capit al  value on t he deat h of  t he primary or reversionary 

benef iciary unless some ot her sweet ener is t ossed in by government .   This is not  much of  a sales spiel  

for a product ,  and sales would be a chal lenge for even t hat  dying breed of  individuals who sold l i fe 

insurance t o individuals based on t ales of  grieving widows and no-one ever complains about  get t ing a 

cheque af t er t he loved one has carked it .   Even wi t h t he considerable sweet eners t hat  appl ied in t he 

past  in t he vast  bulk of  cases l i fet ime annuit ies formed only a part  of  an overal l  ret irement  income 

st rat egy.  

Lifet ime annuit ies have also fal len out  of  favour wi t h Self  Managed Superannuat ion Funds.   There are a 

number of  reasons for t his.   Wit h t he abol it ion of  Reasonable Benef it  Limit s t here is no longer a need 

for various st rat egies,  somet imes rat her cont rived,  t o get  around t he l imit s.   In addit ion,  legislat ive 

changes have ef fect ively removed t his opt ion going forward f rom small  funds on t he not  unreasonable 

basis t hat  you do not  get  much pool ing of  risk when only one or t wo l ives are involved.   A number of  

provisions of  t he Simpler Superannuat ion changes are also designed t o cut  down on t he scope for 

est at e planning st rat egies which aim t o keep asset s wit hin t he concessional superannuat ion t axat ion 

environment  for mult iple generat ions.  

THE REAL CHALLENGES IN COPING WITH THE FINANCIAL BURDENS OF 

LONGEVITY 

It  could be argued t hat  t he real chal lenges in coping wit h t he f inancial burden of  longevit y are:  

• Accumulat ing a reasonable level of  ret irement  savings.   If  you have only $100,000 or $150,000 

(or even less in t he case of  most  current  ret irees) in savings in ret irement  t here are much more 

pressing concerns t han whet her you have a one in t en chance you wil l  l ive t o 90 or 100 or 

what ever and run out  of  privat e savings some years before you die.    

• Achieving a reasonable (or even good) net  invest ment  ret urn (af t er fees) during t he ret irement  

income phase.  

• Keeping t he level of  income and ot her t axes paid t o a minimum during t he ret irement  phase.  

• Not  spending t oo much each year in ret irement .  

• Obt aining suf f icient  pool ing of  t he f inancial  r isks associat ed wit h longer t han average l i fe 

expect ancy.  
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The next  sect ions deal wit h each of  t hese fact ors in t urn.  

ACCUMULATING A REASONABLE LEVEL OF RETIREMENT SAVINGS 

Comprehensive dat a on superannuat ion payout s is relat ively scant ,  but  dat a are available f rom t he ABS 

Survey of  Income and Housing for 2003-04.   Table 2 provides average report ed superannuat ion balances 

for various age groups.    

Table 2: Average Superannuation Balance,  2003-04,  Persons aged 25-64 years 
 

Superannuation Group  Nil Low Middle High Overall

   

Male 25-34 $0 $12,480 $58,540 $137,228 $15,823

 35-44 $0 $16,058 $60,305 $180,854 $39,069

 45-54 $0 $17,130 $63,503 $250,670 $78,183

 55-59 $0 $16,034 $67,905 $324,755 $108,359

 60-64 $0 $16,484 $67,541 $337,754 $108,377

 All $0 $14,806 $62,484 $265,645 $56,405

   

Female 25-34 $0 $10,464 $59,124 $166,573 $11,751

 35-44 $0 $11,232 $60,068 $158,600 $17,412

 45-54 $0 $12,942 $62,492 $203,277 $31,851

 55-59 $0 $14,318 $63,636 $239,275 $42,379

 60-64 $0 $15,914 $73,015 $236,086 $36,614

 All $0 $11,678 $62,286 $209,116 $23,889

   

Persons 25-34 $0 $11,486 $58,743 $150,498 $13,770

 35-44 $0 $13,458 $60,229 $175,616 $28,136

 45-54 $0 $14,686 $63,149 $237,543 $54,822

 55-59 $0 $15,106 $65,958 $299,046 $75,221

 60-64 $0 $16,239 $69,611 $308,405 $73,150

 All $0 $13,155 $62,414 $249,710 $40,050

Not es:   Low balance is def ined as less t han $40,000,  High balance is over $100,000 and (logical ly enough) Middle balance 

l ies bet ween High and Low.  

 

It  is possible t hat  t he f igures in t he t able,  which have been derived for ASFA by Simon Kel ly of  NATSEM 

f rom t he ABS Survey of  Income and Housing unit  record f i le,  underest imat e superannuat ion balances as 

t hey are based on informat ion f rom households wit h some individuals not  aware at  al l  of  t heir current  

superannuat ion balance or underest imat ing t heir balance.    

The f igures in t he t able are averages and dist ribut ions for al l  persons in t he various age groups.   

Medians are considerably below t he average f igures given t hat  a signif icant  proport ion of  each age 

group has nil  or l i t t le superannuat ion.   For inst ance,  t he median for al l  males is $17,775 compared t o 

an average (mean) of  $56,405.  
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The average balance for t hose aged 60 t o 64 is a reasonable proxy for average ret irement  payout s 

given t hat  most  individuals ret ire at  or around t heir early 60s.  

Wit h average ret irement  payout s in 2003-04 of  t he order of  $110,000 for men and only $37,000 for 

women it  is clear t hat  most  recent  ret irees wil l  need t o subst ant ial ly rely on t he Age Pension in t heir 

ret irement .   This is conf irmed by ot her ABS f igures indicat ing t hat  around 70% of  income unit s headed 

by a person aged 65 and over rely on t he government  pension as t he principal source of  income.  

Average balances wil l  r ise in t he fut ure as t he compulsory superannuat ion syst em mat ures.   In 

addit ion,  cohort s of  women wit h more paid labour force experience t han t heir mot hers and 

grandmot hers wil l  move t hrough t he syst em.   However,  early ret irement ,  ret renchment  and 

wit hdrawal f rom t he paid labour force for family and ot her reasons also wil l  have an impact .  

Al l  t hat  said,  average ret irement  payment s in 2006-07 are l ikely t o have reached around $130,000 for 

men and $45,000 for women,  a grand average of  around $90,000 for persons.  

These averages involve numbers which are not  very high,  but  even t he averages can give a misleading 

impression given t hat  t he maj orit y of  people have balances below t he averages.   More specif ical ly an 

examinat ion of  t he dist ribut ion of  superannuat ion balances indicat es t hat  in 2003-04 only 21% of  t hose 

aged 60 t o 64 had more t han $100,000 in superannuat ion wit h only 2.5% having more t han $500,000.   

The great est  immediat e chal lenge is t o increase t he percent ages of  t he populat ion wit h more 

subst ant ial  superannuat ion balances.  

At  t he ot her end of  t he scale,  t he rat her rich wit h a mil l ion or t wo in ret irement  savings usual ly do not  

have much t o worry about  in regard t o t he f inancial  consequences of  longevit y,  of t en not  even 

spending each year during t heir ret irement  t he invest ment  ret urn on t heir nest  egg.   They do not  real ly 

have a problem t hat  needs t o be f ixed,  and cert ainly not  a problem t hat  needs t o be f ixed by t he 

purchase of  a l i fet ime annuit y.  

It  is real ly t hat  in-bet ween group wit h a subst ant ial  but  not  large amount  of  wealt h t hat  might  need 

some sort  of  new (or even exist ing) f inancial product  t o deal wit h t he f inancial  consequences of  

longevit y.   For t he ot her groups t he exist ing t ypes of  income st ream t hat  are available might  cope wit h 

most  requirement s.  

ACHIEVING A REASONABLE INVESTMENT RETURN 

How much income you can draw down in ret irement  is inext ricably l inked t o bot h t he amount  of  

ret irement  savings at  t he t ime of  ret irement ,  and t he net  invest ment  ret urn underlying t he ret irement  

income st ream.   Table 3 below set s out  cent ral  est imat es of  fut ure invest ment  ret urns which have 

been publ ished by t he Aust ral ian Securit ies and Invest ment s Commission (ASIC) based on advice f rom a 

variet y of  consult ing act uaries.  

While balanced and growt h invest ment  opt ions wil l  have higher year t o year volat i l i t y in invest ment  

ret urns due t o t heir rel iance on equit y invest ment s,  st abil i t y in t he capit al  value of  an invest ment  

comes at  a signif icant  cost .   
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Table 3:  Projections of investment earnings rates 

 Nominal Real 

Growth 8.5% 4.8% 

Balanced 8.0% 4.3% 

Cap stable 6.0% 2.4% 

Cap g'tee 5.5% 1.9% 

Source:   ASIC websit e 

The invest ment  earnings rat es in t he t able are on a before fees basis.   For large lump sums in a 

balanced or growt h opt ion t he fees may be as low as 0.6%,  while for annuit y t ype product s sold on an 

individual basis t he annual fees might  be of  t he order of  2% t o 3% or even more.   Insurance companies 

face t he cost  of  insuring against  expect ed longevit y risk,  t he cost s of  insuring against  mat urit y 

mismat ch bet ween t he asset s and l iabil i t ies relat ed t o a specif ic annuit y,  t oget her wit h operat ional 

cost s such as record keeping,  market ing,  dist ribut ion,  fund management  and benef it  payment .  

Given t hese f igures it  is not  real ly surprising t hat  when given a choice most  individuals opt  for t he 

ret irement  income product s wit h a higher net  invest ment  ret urn.  

Ret irement  income st reams wit hin t he superannuat ion syst em also provide securit y against  f raud,  t hef t  

and cert ain ot her risks associat ed wit h t he provision of  invest ment  product s.   Income st reams making 

use of  prudent ial ly supervised invest ment s do not  general ly run int o t he problems recent ly experienced 

by cert ain holders of  high risk debent ures and unsecured not es.   As wel l ,  i f  f raud or t hef t  occurs wit hin 

t he superannuat ion sect or t hen appropriat e compensat ion is provided t o t he members concerned.  

KEEPING TAX PAID TO A MINIMUM IN RETIREMENT 

Prior t o 1 July 2007 most  ret irees paid l i t t le income t ax on t heir ret irement  income and f rom 1 July 

2007 amount s of  income t ax have general ly become minimal.   Table 3 and 4 provide furt her det ails for 

t ypical ret irees based on ASFA Research Cent re proj ect ions and calculat ions.  

Table 3: Lump sum retirement benefits after 30 years in a taxed fund for a person aged 60 or 

over(a) 

Tax treatment 
Wage of 

$30,000 
Wage of $50,000 Wage of $100,000 

Cont ribut ions and 

invest ment  earnings t axed 

at  current  rat es 

$110,000 $183,000 $366,000 

Af t er benef it s t ax on lump 

sum (t he case before 1July 

2007) 

$110,000 $174,214 $327,018 

Improvement with no 

benefits tax (after 1 July 

2007) 

Nil $8,786 (5.0%) $38,982 (11.9%) 

(a)  Al l  f igures in t oday’ s dol lars (using 3.75% AWE as a def lat or),  invest ment  earning rat e of  7% assumed.  
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Table 4: Pension benefits from an untaxed public sector superannuation scheme (such as a 

Comsuper pension) for person aged 60 

Tax treatment Annual Pension of 

$10,000 

Annual Pension of 

$30,000 

Annual Pension of $50,000 

Tax payable at  normal 

t ax rat es(a) 

Nil  (assuming t ot al  

income is below t ax

t hreshold) 

$2,850 $10,350 

Af t er 10% t ax of fset  

applying f rom 1 July 

2007 

Nil  Nil  $5,350 

Improvement Nil $2,850 (10.5%) $5,000 (13.5%) 

(a) Assumes t here is no t ax f ree amount  due t o pre-1983 employment  and/ or ret urn of  capit al .  

Ret irees who have accumulat ed savings wit hin a t axed fund can also benef it  f rom moving t o t he 

income st ream st age wit h invest ment  earnings wit hin t he fund associat ed wit h t he income st ream not  

subj ect  t o fund t axat ion.   The ef fect ive t ax rat e on invest ment  earnings wit hin funds during t he 

accumulat ion st age is around 6% or so af t er al lowing for imput at ion credit s and capit al  gains t ax 

concessions,  rat her t han t he 15% nominal rat e.   It  is also not  unusual for invest ment  ret urns for 

account  based ret irement  income st reams also t o be furt her boost ed by sl ight ly lower fees and some 

ot her pool ing ef fect s t hat  I do not  ent irely underst and.  

The government  posit ion is t hat  t his t ax concession on invest ment  earnings wit hin t he fund is a 

suf f icient  incent ive for ret irees t o t ake out  an income st ream,  wit h compulsory t aking of  an income 

st ream not  a necessary publ ic pol icy requirement .  

NOT SPENDING TOO MUCH IN RETIREMENT 

This is a point  which also needs t o be kept  in mind when considering t he advant ages or disadvant ages 

of  drawdown pat t erns of  various ret irement  income st reams.   There act ual ly is no obl igat ion on an 

individual t o spend al l  t he income t hat  t he legislat ive rules require t o be drawn down in a given year.   

If  t he individual considers t hat  t hey should make addit ional provision for old,  old age t hen t hey can 

furt her invest  (save) part  of  t heir ret irement  income.   If  t hey are aged under 65 or meet  t he not  

t erribly demanding work t est  for cont ribut ions by t hose aged 65 t o 74 t hey are even able t o cont ribut e 

t he amount s back int o superannuat ion.  

In any event  t here is no evidence t hat  t he current  minimum drawdown fact ors involve an excessive 

level of  drawdowns.   The fact ors are bot h simpler and lower t han t he fact ors t hat  appl ied prior t o 1 

July 2007.   A recent  paper (Bat eman and Thorp,  2007) also indicat es t hat  t he new regulat ions are a 

subst ant ial  improvement  over t he previous legislat ed minimum drawdown l imit s for al locat ed pensions 

and are a good compromise in t erms of  simpl icit y,  adequacy and risk.    

Furt her,  assuming a long run rat e of  ret urn of  8% and drawing down only t he minimum amount  each 

year,  a person could be wel l  int o t heir ninet ies before t heir account  balance decl ines in nominal t erms 

(apart  f rom any year t o year capit al  volat i l i t y).   However,  equal ly it  is open t o an individual t o 
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complet ely exhaust  t heir account  balance in t he f irst  year given t hat  t here are no maximum l imit s on 

drawdowns.  

There is also some evidence t hat  t he privat e expendit ure needs of  ret irees decl ine wit h ext reme old 

age.   While healt h and resident ial  care cost s of  a subst ant ial  minorit y of  t he old aged can be very 

large,  such cost s general ly are largely or whol ly covered by publ icly funded arrangement s and needs 

based assessment s.   Cost s of  purchasing such int ensive services out side t he publ icly funded syst em are 

general ly prohibit ive and cannot  be insured against  in current  insurance market s.  

OBTAINING SUFFICIENT POOLING OF THE FINANCIAL RISKS ASSOCIATED WITH LONGER THAN 

AVERAGE LIFE EXPECTANCY 

The rules applying f rom 20 Sept ember 2007 provide for income st reams which eit her provide for a high 

degree of  prot ect ion against  longevit y and invest ment  risks in t he case of  l i fe annuit ies,  and a low 

degree of  prot ect ion against  longevit y and invest ment  risks in t he case of  account  based income 

st reams (at  least  in t he case where t he underlying invest ment  is not  capit al  guarant eed,  and somet hing 

more t han t he minimum amount s are drawn down).   

There is accordingly a case for furt her modif icat ion of  t he rules t o provide for product s somewhere in 

bet ween on t he longevit y and invest ment  risk spect rum.   A number of  comment at ors have raised t he 

possibil i t y of  such product s,  including Orford,  2007 who has focussed on t he possible design feat ures of  

a new form of  l i fe annuit y.  

In t erms of  enhancing t he underlying invest ment  ret urn of fered by a l i fe annuit y,  one opt ion would be 

t o al low for some degree of  variabil i t y in t he amount  of  annuit y paid each year.   This would al low t he 

provider of  t he annuit y t o invest  in higher ret urn but  higher volat i l i t y growt h asset s.   In a good 

invest ment  ret urn year an amount  higher t han a guarant eed minimum amount  could be paid out  in t he 

annuit y,  while in a bad invest ment  ret urn year t he minimum or close t o it  would be paid out .   Over t he 

durat ion of  t he annuit y t he overal l  income del ivered t o t he annuit ant  could be expect ed t o be higher 

t han would be t he case if  t he product  were backed by capit al  st able asset s alone.  

Given t hat  t here is no longer any special  t reat ment  of  l i fe annuit ies under t he asset  t est  rules for t he 

Age Pension for annuit ies t aken out  f rom 20 Sept ember 2007 onwards,  t here does not  appear t o be any 

compell ing publ ic pol icy reason for prohibit ing such variabil i t y in annuit y payment s provided t he basis 

of  t he variabil i t y is appropriat ely disclosed t o purchasers of  such annuit ies.   On t he ot her hand,  such a 

product  has a cert ain level of  complexit y and a cert ain degree of  a lack of  t ransparency t hat  may not  

make it  overly popular in t he market .   For inst ance endowment  st yle l i fe insurance product s wit h 

discret ionary bonuses paid t o pol icy holders are not  popular wit h cont emporary purchasers for t hese 

very reasons.  

In regard t o possible modif icat ions t o t he rules for account  based income st reams,  one possibil i t y 

would be t o permit  holders of  such product s t o set  aside a proport ion of  t heir account  balance (say 3% 

or 4%) each year and cont ribut e int o a form of  t ont ine which would pay out  each subsequent  year t o 

surviving cont ribut ors a proport ion of  t he amount  held in t he t ont ine.   The payout  rules could be 

designed so t hat  payment s increased subst ant ial ly af t er,  say,  15 or 20 years of  cont inued cont ribut ions.  

Preferably t he t ont ine would be t axed on a similar basis t o t he t reat ment  of  segregat ed pension asset s,  

namely no t ax paid on t he invest ment  earnings.   Also in order t o genuinely spread risk and t o avoid 
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est at e planning st rat egies wit hin small  funds and famil ies,  t here might  need t o be a requirement  for 

t he t ont ine t o have at  least  50 members wit hin it s f irst  year of  operat ion.  

Whet her f inancial  product s of  t he t ype described above would be popular in t he market  could only be 

t est ed by t hem act ual ly being market ed.   My suspicion is t hat  neit her would be overwhelmingly 

popular.   In part icular,  a modif ied l i fe annuit y would be l ikely t o at t ract  levels of  int erest  similar t o 

exist ing t ypes of  annuit y,  which is not  very much publ ic int erest  at  al l .   There may be more of  a 

market  for a modif ied account  based income st ream which provides a degree of  prot ect ion against  t he 

f inancial  consequences of  longevit y.   As wel l  t here are l ikely t o be some 700,000 or so exist ing 

al locat ed pensions or account  based income st reams which is a relat ively large pot ent ial  market .  

CONCLUSIONS 

The great est  chal lenge for most  fund members in deal ing wit h t he f inancial  consequences of  longevit y 

is t o accumulat e a reasonable level of  f inancial  savings by t he t ime of  ret irement .   Once more t han a 

modest  lump sum is achieved t hen t he sensible opt ion f rom t he viewpoint s of  bot h individuals and 

societ y as a whole is t o make use of  some sort  of  income st ream in ret irement .  

Having a range of  t ypes of  income st ream available helps t o deal wit h individual needs and t ast es.   The 

publ ic pol icy grounds for compulsory annuit isat ion of  ret irement  savings are not  part icularly st rong.   

Compulsory annuit isat ion only appl ies in a minorit y of  count ries and where t here is a choice t he bulk of  

ret irees choose an opt ion wit h access t o capit al ,  Yermo,  2001.  

The new income st ream rules provide a considerable degree of  f lexibil i t y for most  ret irees,  especial ly 

t hose who t ake out  an account  based income st ream.   However,  t here is a case for modif icat ion of  t he 

legislat ive rules so as t o al low t he development  of  l i fe annuit ies wit h more at t ract ive invest ment  

ret urns,  and t he development  of  product s designed t o assist  holders of  account  based income st reams 

wit h t he f inancial  consequences of  longevit y.  
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ATTACHMENT A 

REGULATORY RULES FOR INCOME STREAMS 

From 20 Sept ember 2007 t here wil l  only be t wo t ypes of  superannuat ion income st reams:  

• Account  based pensions and annuit ies;  and 

• Non-account  based pensions and annuit ies.  

Account Based Income Streams: 

Account  based income st reams are t he equivalent  of  an al locat ed pension.   The dist inguishing feat ures 

of  an account  based income st ream are t hat :  

• The pensioner has an individual account ,  and 

• That  t he pension payment s are made at  least  annual ly 

Like t he current  rules,  t he pensioner cannot  commut e t he pension unless t he minimum annual pension 

payment  has been made or t here is suf f icient  lef t  in t he account  t o pay t he minimum.  Signif icant ly,  

t here is no maximum amount  t hat  can be paid out .   Inst ead,  t he sole requirement  is t hat  a minimum 

annual payment  be made.   The minimum payment  amount  is calculat ed by mult iplying t he account  

balance by an age based percent age fact or.  

Account Based Income Stream Factors: 

Schedule 7 

Under 65 4% 

65 – 74 5% 

75 - 79 6% 

80 - 84 7% 

85 - 89 9% 

90 - 94 11% 

95 or more 14% 

 

Transition to retirement account-based income streams (TRAPS).  

A non-commut able al locat ed annuit y or pension,  which t he indust ry informally refer t o as t ransit ion t o 

ret irement  pensions or TRAPS,  is now formally def ined as a t ransit ion t o ret irement  income st ream 

when issued in accordance wit h a modif ied set  of  account  based income st ream rules.  
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Account -based t ransit ion t o ret irement  income st reams use t he account -based income st ream rules but  

wit h t wo changes:  

• The f irst  is t hat  t he pension must  be non-commut able before age 65 unless anot her 'ni l ' 

condit ion of  release is met .  

• The second is t hat  t he maximum annual draw down amount  in any year is rest rict ed t o 10% of  

t he account  balance.  

Non-account Based Income Streams: 

Non-account  based income st reams are t he equivalent  of  t he previous complying pensions and 

annuit ies.  

There are basical ly t wo t ypes of  non-account  based income st reams:  

• Income st reams wit h a residual capit al  value;  and 

• Fixed t erm or whole of  l i fe income st reams.  

Each of  t hese can be issued eit her by a superannuat ion fund as a pension or by a l i fe insurance 

company or regist ered organisat ion as an annuit y.  

Non-account Based Income Stream Rules 

All  income st reams wit h a residual capit al  value,  issued for a f ixed t erm or which are whole of  l i fe 

income st reams and which are issued f rom 20 Sept ember 2007 must  comply wit h t hree basic rules:  

• First ,  t he income st ream must  only be t ransferable on t he deat h of  t he primary or a 

reversionary benef iciary and in accordance wit h t he new reversion rules.  

• Next ,  neit her t he capit al  value of  t he income st ream or t he income f rom it  can be used as 

securit y for borrowing.  

• Final ly,  t he rules on commut at ions must  be met .   General ly,  commut at ions are rest rict ed t o 

commut at ions on deat h of  t he pensioner,  or t o pay a superannuat ion cont ribut ions surcharge 

debt ,  or t o comply wit h a family law payment  spl it  order.    

Income streams with a residual capital value – minimum payment 

The annual payment  must  be at  least  t he purchase price mult ipl ied by t he relevant  percent age fact or 

in schedule 7.   The fact ors are t he same as t hose used for account  based income st reams,  t he 

dif ference being t he f igure on which t he minimum annual payment  amount  is calculat ed:  

Fixed Term and Whole of Life Income Streams 

These can be issued eit her under t he new Regulat ions 1.05(11A)(b) and 1.06(9A)(b) or under t he 

exist ing rules in Regulat ions 1.05(2) and 1.06(2).   Where a f ixed t erm or a whole of  l i fe income st ream 

is issued under t he new regulat ions [1.05(11A)(b) or  regulat ion 1.06(9A)(b)]  t he income st ream must  

comply wit h t he general rules and addit ional ly,  

16 of  17 



 

• The income st ream must  be payable for a f ixed t erm not  exceeding 100 years less t he 

pensioners age on commencement  or is payable for l i fe,  and 

• Af t er t he f irst  ful l  income year,  t he pension payment s cannot  vary by more t han plus or minus 

5% on t he previous years pension payment  except  under an indexat ion arrangement .  

• Addit ional ly,  t here must  be no arrangement  for an amount  or a percent age of  t he purchase 

price t o be ret urned when t he pension ceases.  

• If  t he income st ream is an annuit y t here is a furt her rest rict ion:   The whole purchase price 

must  be convert ed int o annuit y payment s.  

Funds can also issue income st reams t hat  meet  t he exist ing rules for pensions cont ained in regulat ion 

1.06(2),   Life companies can also issue annuit ies t hat  meet  t he rules for annuit ies cont ained in 

regulat ion 1.05(2).  

Paying Reversionary Pensions  

The regulat ions st at e t hat  a reversionary pensioner must  be a dependant  of  t he deceased,  and in t he 

case of  a dependant  who is a child of  t he deceased t he reversionary pension is only payable in l imit ed 

cases and for l imit ed periods.  

• Where a member dies on or after 1 July 2007 a reversionary pension or annuity can only be 

paid t o a person who,  at  t he t ime of  t he member's deat h,  was a:    

� Spouse of  t he deceased;  

� Person wit h whom t he person has an int erdependency relat ionship;  

� Financial dependant ,  or 

� In t he case of  dependant  who is a child of  t he member,  only if :  

� The child is less t han 18 years of  age;  or 

� 18 years old but  less t han 25 and f inancial ly dependent  on t he deceased 

pensioner;  or 

� Has a disabil i t y t hat  meet s t he def init ion in subsect ion 8(1) of  t he 

Disabi l i t y Services Act  1986.  

This rule on reversionary pensions appl ies t o t he reversion of  al l  exist ing pensions irrespect ive of  when 

t hey were commenced.   If  a person does not  meet  t he def init ion of  a reversionary pensioner t hen any 

reversionary benef it  can only be paid as a lump sum.  
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