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With the minimum superannuation contribution rate moving up to 12% over the next few years,
additional attention will be placed on what this means for members. Currently the industry has
been distracted by reforms in MySuper, FOFA and Super Stream so it has been a challenge to
remain focused on the ultimate goal of the superannuation system, i.e. funding a comfortable
lifestyle in retirement.

Back in the heyday of Defined Benefit (DB) Schemes, members had a simple view on their
superannuation, the defined benefit. All the behind the scenes work on contributions, investment
risk and funding the liabilities was managed by professionals aiming to maintain appropriate
funding levels. With the move to Defined Contribution (DC) individual members took over this
responsibility. But this responsibility was not accompanied by the skill of assessing assets relative to
liabilities ... how many members do you know who engage the services of an actuary?

Goal Fund an adequate retirement

Problem Members of DB funds could assess achieving this goal;
but DC members have no way to make this assessment

Should members care and be pro-active?

One would think that members should have a fair idea of what their superannuation will provide
them in retirement. Unfortunately many members are not engaged with their superannuation fund
at all, particularly the younger cohort. The current level of advertising by some funds should have a
positive effect by increasing awareness of superannuation, and it is great to see some advertising
targeted to the younger members. But it does little to create true engagement.

Simply put, the earlier a fund can engage a member, the better that member’s chance of funding
an adequate retirement income for two obvious reasons:

a) contributions made early in a member’s career are more potent than those made later,
and
b) the right investment strategy will be in force for longer.

But we all know that members only start to engage with their superannuation as they approach
retirement. Even then, how do they assess the adequacy of their superannuation to fund
retirement? They don’t!! Some members may use a financial planner, but most planners only use
simplistic tools. There are some simple calculators which may assist, most do not properly
demonstrate the impact of investment uncertainly. (ASIC’s MoneySmart web site is a good starting
point).

We conclude that members across all ages would benefit from true engagement with their
superannuation fund in terms of assessing their progress to funding a desired lifestyle in retirement.
And the sooner the better; there is no time like the present to act.
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Why assess Retirement Adequacy?

The primary goal of superannuation is to save for consumption in retirement. So it seems obvious
that members should have tools to estimate what retirement income their superannuation may
provide in retirement.

Whilst current member statements clearly provide useful information regarding member account
balances, it is not common for funds to make available infrastructure to turn this information into a
meaningful assessment of retrement adequacy. Thus it is even more problematic exploring the
materiality of simple changes to contributions or investment strategy. There are clearly challenges
modelling future investment returns, and size and timing of future contributions. But this hurdle
should not be a barrier.

A superannuation fund will improve engagement if it provides meaningful feedback to
members on how they are tracking towards retirement goals. You never know, you may
also increase member advocacy.

So what is involved?

An assessment of retirement adequacy aims to provide an indication of the income an individual
member may be reasonably likely to achieve in retirement based on their superannuation related
assets. A key word is “individual”; this assessment is based on an individual member rather than for
the fund in its entirety (unlike the DB funds where various risks can be bundled at a fund level).

It is not difficult to build a simple spreadsheet taking account of current superannuation account
balances, estimated future contributions and investment returns and determine how long our
money will last in retirement given a specified drawdown for retirement income. Thisis a
deterministic model as it uses a specified rate of return each year, e.g. the mean long term return
for the investment option. And this is what most of the retirement income calculators use as their
calculation engine. A deterministic model’s assessment may say “you will be able to have a
retrement income of $50,000 each year to age 85”. What it can’tsay is “there is a 30% likelihood
that retirement income will be less than $40,000”.

Thus a deterministic calculation is missing a crucial element. We don’t know how the future will
evolve and the impact of the uncertain future needs to be accounted for to better assess
retirement adequacy. The obvious uncertainty we all face is investment earnings, which generally
contribute to the vast majority of a member’s retirement income. Accounting for future uncertainty
moves an assessment of retirement adequacy to a new level based on a range of outcomes from
which one can draw inferences. An assessment accounting for uncertainty is referred to as a
stochastic analysis.

A stochastic model can make a statement like

“there is a 60% probability that you will be able to draw a retirement income of at least
$45,000 each year to age 90”.

We suspect that members may prefer verbal probability expressions, e.g. a “good chance” rather
than a probability number like 60%. Much more meaningful information can be conveyed to
members from a stochastic analysis such as a range of likely retirement income levels they can
enjoy to various ages. And expressed carefully, there is no need to invoke risk jargon (such as the
word “stochastic™!).

A stochastic model is essential as it explicitly deals with uncertainty. Whilst deterministic models
such as MoneySmart can show impact on “average” retirement incomes if a riskier investment
strategy is used, they fail to show the risk consequences of such a move.






