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Portfolio Construction

Richard Howes



Agenda
• Risk and risk premium
• Impact of fees
• The case for annuities

– Portfolio construction
– Public policy
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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 3
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1.  Source: The Russell 10/30/60 Retirement Rule
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2.  Source: Rice Warner Superannuation Fees Report 2008

0%

20%

40%

60%

80%

100%

120%

Equities Bonds Equities Post Fees

Contributions Pre-Retirement Earnings Post Retirement Earnings

1 1 2
0%

20%

40%

60%

80%

100%

120%

Equities Bonds Equities Post Fees Annuities

Contributions Pre-Retirement Earnings Post Retirement Earnings

21 1

10/30/60 Revisited



Portfolio construction case 
for annuities
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Asset Allocation
Pr 

(Inadequacy)

Remaining account balance at age 90 ($)

Growth Defensive Strategy Worst Median Best

0% 100%
Non-Annuity

Annuity
67%
0%

-180,359
-115,676

-103,035
28,296

-2,698
254,911

30% 70%
Non-Annuity

Annuity
57%
0%

-157,853
-98,456

-51,762
78,148

96,277
362,986

50% 50%
Non-Annuity

Annuity
50%
0%

-160,139
-102,315

-18,006
96,905

204,226
462,624

70% 30%
Non-Annuity

Annuity
42%
4%

-167,867
-121,776

18,682
98,179

348,781
563,188

90% 10%
Non-Annuity

Annuity
36%
32%

-183,093
-163,898

55,496
84,891

594,990
691,012

Source: Watson Wyatt

Assumptions: Initial Balance $500,000; Target income $37,621 pa; Adequate income $19,450 pa; High Fees



Pricing of Lifetime 
Guaranteed Annuities

Annuitant Life Expectancy
*Annuity Payment

Fixed Term Lifetime Annual

60 year old male 31 years $3,945 $4,153

60 year old female 37 years $3,765 $3,904

65 year old male 26 years $4,209 $4,522

65 year old female 30 years $3,985 $4,152

Covering longevity risk is less expensive than providing a 
fixed term equal to life expectancy (if you live past 81 
years)
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*Based on initial investment of $50k and does not include age pension entitlement



Public policy case for 
annuities
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• Choice mantra rings hollow
• Very few people actually choose
• Our retirees take too much equity risk

• Annuitisation will raise retirement incomes
• Annuitisation will lower aged pension costs
• Australia is uniquely laissez-faire in 

permitting lump sums and in low use of 
annuities

• Universal uptake materially improves pricing 
by removing adverse selection



Summary
• Growth asset portfolios are inappropriately 

risky in retirement
• Extra return from growth assets is largely 

eaten up by fees
• Simple annuities provide the return without 

the risk
• Annuities make sense for portfolio 

construction and public policy
• Australia is the outlier
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Disclaimer
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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.

http://www.challenger.com.au/�
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