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Legal & General Group is a global provider of pension, investment and longevity protection solutions.  Established in 1836, Legal & General is one of the world’s largest insurance and investment management companies and is a FTSE 100 company with a market capitalisation of AUD$28.5bn
. 

Legal & General Investment Management (LGIM) is the investment management arm of Legal & General Group plc. LGIM is a global asset manager, with AUD$1.75 trillion
 in total assets under management (AUM) from clients in the UK, US, Asia and EMEA and a leading UK workplace pensions and retail investments business.  
LGIM focuses on solutions that meet client needs and is trusted investment manager to 3,000 institutional clients globally, including public and corporate pension funds.  With retirement outcomes an increasing focus in Australia, we see increasing convergence between the UK and Australian retirement approach and the opportunity for shared learning. 
We welcome the opportunity to provide feedback on the Treasury Retirement Income Covenant Position Paper published May 2018. These Stage 1 proposals represent a very positive step forward in the development of a framework that efficiently and effectively converts superannuation savings into income at retirement in a way that improves retirement outcomes.

We appreciate that there is still material detail to be developed and we would welcome the opportunity to work with Treasury and other stakeholders in the next phases of development of the framework. 

Our response to the Consultation Paper focuses on the following three areas:
1. How the covenant is proposed to be codified and the opportunity to go further by explicitly linking the trustee covenants (existing and the new retirement income covenant) to the overarching superannuation objective;
2. The positioning of the flagship CIPRs as “opt in” retirement products. Our analysis suggests that there may not be sufficient incentive for the majority of members to expressly opt in to commencement of a CIPR, limiting take up and potentially the effectiveness of the framework. Member choice is fundamental and we do not advocate compulsion. However, where the majority of members default into an account based pension, we pose the question whether individual retirement outcomes would be enhanced if there were specific incentives for members with lower account balances to opt in. Alternatively, or in addition, where trustees have determined the pre-selected CIPR to be in the best interests of that member, that the member is required to opt out of its commencement, so that the CIPR replaces the account based pension as the de facto default retirement strategy.
3. CIPR product design. The most appropriate retirement income strategy for an individual member is influenced by a multitude of factors including level of superannuation assets, desired retirement income, Age Pension eligibility and needs at different ages (and particularly at advanced ages). Retirement outcome risk can be particularly affected by investment returns achieved which can vary significantly. Our response details areas for further consideration for the principles of CIPR product design. Our analysis suggests that a minimum of three flagship CIPRs accounting for the level of Age Pension reliance may be desirable. 
1. The Covenant Principle and the Objective of the Superannuation System
We welcome the Government’s commitment to delivering a framework that enhances retirement outcomes for superannuation savers and to that end, promotion of product innovation that delivers investment and longevity solutions focused on the needs, objectives and constraints of retirees.  As the Consultation recognises, retirees face a range of conflicting objectives in retirement including a steady yet high income for life, stable fund values, flexible access to capital and the desire to leave an inheritance. The emphasis placed on each of these varies from household to household. Notwithstanding that the ideal might be for highly individualised solutions, we agree that there is a real practical need for mass-customised solutions targeted at broad member segments and cohorts of superannuation funds. 
We strongly support the proposal to introduce a new trustee covenant specifically focussed on retirement outcomes.  Codifying this within the Superannuation Industry (Supervision) Act 1993 (the Act) recognises the fundamental importance of pensions saving, being to enhance an individual’s financial security in retirement. 
The Consultation proposes that the new retirement income covenant be added to the Act in a way that gives it a similar level of importance to those existing covenants relating to investment, insurance and risk management, i.e. it will operate alongside the existing covenants. 
The overall objective of the superannuation system is to provide income in retirement to substitute or supplement the Age Pension. We suggest there is real opportunity to more powerfully embed the importance of this objective by amending section 52 of the Act such that each of the existing covenants relating to investment, insurance, risk management together with the new retirement income covenant are discharged by reference to the overall objective of the superannuation system - the formulation, regular review and implementation of each covenant strategy should be with a view to the achievement of enhanced retirement outcomes.  
2. Positioning of CIPRs – Financial Incentivisation, Opt Out rather than Opt In
The recent budget changes on the means testing of pooled longevity products and the proposals in the Consultation requiring trustees to pre-select CIPRs for their members are significant steps forward in addressing the challenges facing Australia (and other developed countries) arising from an aging population. 
A well-functioning retirement system both alleviates fiscal pressure on Government and improves outcomes for retirees
. A primarily fully funded system is important for sustainability and stability. Reflecting this, the current superannuation system is designed to be predominantly funded by savings from working life income and investment earnings, albeit that the tax payer funded Age Pension underwrites poor retirement outcomes, including an individual outliving their superannuation savings.

A CIPR may not be the most appropriate retirement strategy for all members and personal choice and individual responsibility for financial decisions in retirement are important. Ideally, a member will be fully engaged on their retirement strategy throughout their working life, and in particular in the years approaching retirement, they will actively consider their retirement options in the context of their individual needs and circumstances, supported by an adviser, access to advice via a digital platform or with the benefit of trustee guidance.   
However, where this does not occur and the pre-selected CIPR is considered by trustees to be the most appropriate retirement strategy for a member, it may be that the policy objectives of the retirement income strategy are more effectively achieved if the member should be required to opt out of commencement of the CIPR at retirement, rather than opt in, with the CIPR replacing the current defacto default of the account based pension.

Our analysis suggests that the incentives for members to opt in to commencement of a CIPR may not be sufficiently strong for a large proportion of retirees to reduce the current over-reliance on individual account based pensions as the default retirement strategy. We have modelled the retirement outcomes for a single retiree who owns their home and has superannuation assets at retirement of $50,000 (low fund size), $150,000 (medium fund size) and $500,000 (large fund size). We show in the section below the retirement outcome under each scenario for a CIPR with 80% allocated to an account based pension and 20% used to purchase a deferred lifetime annuity versus 100% allocation to an account based pension (the current default). 
The longevity protection provided by Age Pension income, together with the upfront ‘cost’ to inheritance potential and reduced flexibility for the retiree of purchasing a form of pooled longevity solution does not incentivise the member to opt into the CIPR.  It is only when a member has superannuation assets at retirement above a critical level that the incentivisation changes and retirement risks can be materially reduced by opting for a CIPR that incorporates a pooled longevity product.  
In our view, the influencing of member behaviours through positioning the CIPR as pre-selected by trustees but still requiring a member to instruct its commencement may mean the policy objectives of the new framework are not met. Notwithstanding trustee pre-selection and the intended approach to member communication, the requirement for a positive member opt in will limit CIPR take up. Unless a member has significant superannuation assets at retirement, they can be expected to retain the flexibility and inheritance potential of 100% allocation to an account based pension, falling back on the longevity protection provided by the Age Pension. The promotion of a self-funding superannuation system, alleviation of fiscal pressures on Government and enhancement of living standards (both through working life and in retirement) may not be achieved.
This suggests that financial incentives or an alternative to the opt in approach are needed to effectively achieve the policy objectives of the retirement income framework.
3. CIPR Product Design - Modelling Approach, Results and Conclusions

We believe that it is critical to consider retirement outcome risk for individuals. Retirement outcomes can be greatly affected by investment returns achieved which in turn can vary significantly even when measured over multiple decades. As such, we advocate the use of simulations using different, time-varying investment returns to generate a distribution of possible retirement outcomes for individuals (a “stochastic” modelling approach). We believe this is more powerful than accounting for a “central case” or a single expected value for investment returns (a “deterministic” modelling approach). There are various metrics that can be used to describe the distribution of outcomes, paying particular attention to the “left tail” of the distribution which contains the worst outcomes. The retirement strategy developed by a superannuation fund should take into account the distribution of outcomes, potentially through the use of a standardised metric which will aid comparability and understanding. 

The Desired Income Attainability Ratio
 (DIAR) measures the amount of retirement income that is projected to be received over a person’s lifetime divided by the desired level of income over that lifetime (ignoring any amount left over for inheritance). Calculating this metric over a large number of simulations with different investment returns and mortality experience provides the ability to view the likelihood of achieving the desired objective of broadly constant income. We believe using this approach balances the need for simplicity and intuition versus powerful information content generated through the simulation-based framework.

In the table below, a range of outcomes for strategies with and without a deferred lifetime annuity (DLA) for different levels of superannuation assets and desired incomes are shown. We find that when the level of assets and desired income is low, the tail outcomes, defined by the 1st and 5th percentile DIARs, are similar which shows a lack of incentive to switch to the strategy with the DLA. However, with higher levels of assets and correspondingly higher levels of desired income, we can see that there is a meaningful increase in the tail outcome for the strategy with the DLA while not compromising the expected outcome (i.e. the expected DIAR is the same).

	
	Low Assets
	Medium Assets
	High Assets

	Expected retirement income p.a.
	28,000
	28,000
	35,000
	35,000
	52,000
	52,000

	Assets at age 65
	50,000
	50,000
	150,000
	150,000
	500,000
	500,000

	Multi-Asset Income ABP %
	100
	80
	100
	80
	100
	80

	DLA %
	0
	20
	0
	20
	0
	20

	
	
	
	
	
	
	

	Expected DIAR
	98%
	98%
	98%
	98%
	98%
	98%

	10th Percentile DIAR
	93%
	94%
	91%
	91%
	92%
	92%

	5th Percentile DIAR
	92%
	93%
	87%
	89%
	84%
	89%

	1st Percentile DIAR
	90%
	92%
	82%
	87%
	76%
	83%


Source: LGIM

Our results highlight that for people with lower account balances and lower levels of desired income, where there is a greater reliance on the Age Pension, there is generally a lack of incentive for pursuing a strategy which incorporates a deferred lifetime annuity. For individuals with higher account balances and higher levels of desired income, who have less reliance on the Age Pension, pursuing a strategy that involves deferred lifetime annuities could reduce retirement outcome risk.

In our analysis above, the strategy with DLA has been calibrated to take more risk within the multi-asset income strategy that underlies the Account Based Pension (ABP) component. This has been done such that the overall level of risk including the DLA is equal to the strategy without the DLA. This recognises the fact that the presence of an annuity (which is usually backed by low risk investments) may allow individuals to take more risk in their ABP investment strategy while not increasing retirement outcome risk relative to the strategy without any annuity present. We find this latter point often missing from side-by-side analysis which compares strategies with and without an annuity present.

The above analysis highlights that the optimal retirement income strategy can depend on the level of assets and desired income, which can also be viewed as a proxy for Age Pension reliance. As such we believe it is sensible to have a minimum of three flagship CIPRs to account for the three cases of Age Pension income: receiving full Age Pension, receiving part Age Pension and receiving no Age Pension. However, we would point out that:
1. CIPRs that serve those who partly rely on the Age Pension encompass a wide range of individuals from those with a very high level of Age Pension reliance to those with minimal reliance and so the strategy for this segment should be taken with care and possibly with more advice support;
2. As noted above, there should potentially be a requirement to have a minimum three flagship CIPRs rather than just one; and

3. Multiple super accounts would need to be taken into account in determining retirement income strategy and with the technology enabled by SuperStream this should be feasible if consolidated superannuation account balances can be transmitted to superannuation funds (via appropriate protocols). 
An individual’s Age Pension reliance would likely be estimated by superannuation funds based on the individual’s account balance though this is prone to error (e.g. due to lack of information on assets held outside superannuation and home ownership). We believe if data could also be gathered by superannuation funds directly from the Department of Human Services on Age Pension entitlements this would help alleviate this issue (though again appropriate information-sharing protocols would need to be formed and followed). 
The development of digital tools may also assist trustees to capture data, for example through providing members with a digital application to simplistically model potential retirement outcomes achieved through different strategies. Through member provided data inputs through such a tool, a superannuation fund can build up a much more accurate picture of Age Pension reliance as well as individual perspectives on retirement needs. Digital tools may also provide a much needed bridge between the mass customised design of a CIPR and the tailored individual retirement strategy, particularly where a member does not have access to full advice.
At different retirement ages, a certain strategy may make more sense. Our modelling considers outcomes based on a retirement age of 65. With retirement ages earlier or later than this, the distribution of outcomes can look quite different. Annuities or other pooled longevity risk solutions tend to be fairly compelling at advanced ages (e.g. 85+) where the mortality risk is so high that the returns from the longevity component for an annuitant who survives another year (often known as the “mortality yield”) tend to be higher than investment returns. The chart below shows that longevity risk has a much higher impact than investment risk at advanced ages. As a result, we believe that retirement income strategy should take into account needs at different ages, particularly at advanced ages. This may be supplemented by rules and regulation incentivising annuity and/or other longevity solutions at advanced ages.
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Our analysis indicates that under the proposed framework there will still be a heavy reliance on the Age Pension for much of the population. One of the objectives of the superannuation system is to alleviate fiscal pressures on Government from the retirement income system. Given this objective, we believe there could be greater incentivisation for the take-up of longevity solutions such as lifetime annuities and deferred lifetime annuities. This would enable a greater share of longevity risk to be transferred from the Government to the private sector which should help improve the overall sustainability of the system.

Thank you again for this opportunity to provide feedback on the Consultation proposals. We are happy to share the more detailed modelling analysis underlying the conclusions outlined in our response, if that would be helpful. We would also welcome the opportunity to participate in the further development of the detail of the framework in the next phases.

Contact: Natasha Mora, Head of Business Development (Australia)	
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