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Thoughts behind the real 
lifetime pension
David Orford

O
ptimum Pensions has designed and tested an 
innovative new lifetime income stream, the 
Real Lifetime Pension (RLP), that may be 
delivered by superannuation funds to their 
members to address longevity risk, while 
providing higher performance than current 
lifetime annuities on the market. The RLP 

will allow funds to offer a range of high performance and compliant 
comprehensive income products for retirement (CIPRs).

This paper provides some background and insight into Optimum 
Pension’s thinking behind the development of the RLP as a solution 
to managing longevity risk for Australians.

An objective for every Australian
Start with a clean sheet and state that the objective is to provide every 
retiring Australian with an income payable for the rest of their and 
their partner’s lives that broadly keeps pace with inflation, and allows 
them to broadly maintain their standard of living. This was stated 
many times as a potential Australian government objective by Treas-
ury when the superannuation guarantee was implemented.

Note that it doesn’t say to leave money to anyone else on a person’s 
death, nor to take some with you to the afterlife. The government’s 
tax concessions for superannuation should not better enable ‘leaving 
money for others’ to be achieved, which is the case now—the  govern-
ment’s responsibility is to the person to whom it gave the tax conces-
sions—not people who are their children. 

There are several aspects to this objective, as follows.

Adequacy 
This is the most important aspect of all. Financial planners, super 
fund trustees, the government and the fund member themselves have 
a huge role to play here in attempting to ensure each person has suf-
ficient money at retirement to achieve the above objective. The payoff 
for all taxpayers is a reduced need to fund the future payment of the 
Age Pension to those who haven’t saved enough themselves.

Protection against inflation
Those who do not receive government pensions or income benefits 
are not automatically protected from inflation eroding the value of 
their incomes. Who knows what rates of inflation we’ll have in the 
future? Why would one group, e.g. taxpayers, pay for the inflation 
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protection of another group? Currently, superannuation 
account-based pensioners who are not on government 
pensions do not have their incomes protected against in-
flation, but suffer and enjoy (at different market stages) 
the investment returns earned on their super accounts. 

Longevity risk is the greatest risk faced by retirees, but is 
currently being poorly managed for the following reasons:
• the need for managing longevity risk is under-appreci-

ated or not well understood
• financial plans are being drawn up centered round av-

erage life expectancy (a mistake)
• conventional lifetime annuities are not doing a good 

enough job as they provide too many costly guarantees 
and the cost of the asset-liability mismatching risk.

The need to manage longevity risk
Nick Sherry, former Minister for Superannuation, said 
that solving the longevity problem leads to “the last great 
reform of the Australian superannuation system”. Quite 
so, as this is what the system is meant to be all about, 
but we have changed and hopefully improved everything 
else about the superannuation system, except the way in 
which retirement benefits can be delivered. Some form 
of lifetime income stream that roughly keeps pace with 
inflation is needed.

We need lifetime income streams, so that the recipient 
receives an income for the rest of their life that roughly 
maintains its value in real terms. No more and no less. 
This means that people do not have to fear either of the 
two post-retirement major risks: 
• dying too early and drawing the minimum incomes 

and then leaving a relatively large lump sum benefit to 
their children or others, and risk that they could have 
had a better lifestyle by consuming more income

• living too long, which we all want to do, but people don’t 
want to run out of money or restrict their consumption. 
Each of these is a significant risk at ages where it is 

impossible to recover.  

The need for lifetime income streams
The pension should last as long as we do. What people 
need at a minimum is a regular payment, like a salary or 
wages, which is deposited into their bank account un-
til both they and their partner have died. We need real 
income that keeps roughly the same purchasing power 
over the rest of a person’s lifetime.

Some people wish to leave a part of their superannua-
tion to their children, but this was not the reason behind 
tax concessions for super. Payments to children can be 
considered to be ‘leakage’ from the super system as the 
money has not gone to those to whom the tax conces-
sions are intended, namely the retirees.

A lifetime pension is the only way to ensure that peo-
ple have income that lasts a lifetime. Other developed 
countries use lifetime income streams to manage longev-
ity risk. Until recently, people in the United Kingdom 
were required to receive 75% of their retirement benefits 

in the form of lifetime indexed pensions but were given 
flexibility as to when they purchase those pensions, but 
it must be before age 75 years. Experience showed that 
70% of retirees purchased their lifetime indexed pen-
sions before age 65.

We believe that it will eventually be possible to have all 
Australian retirees being appropriately protected against 
the two major post-retirement risks—that can only be 
minimised or eliminated by lifetime indexed pensions—as 
these pay benefits as long as the pensioner lives, ie. when 
they generally need money.

 As actuaries who designed CPI indexed annuities for 
a life insurance company in Australia before 2017, we 
can tell you that the ‘reinvestment risk’ under such prod-
ucts is extremely high, if not unbearable or ‘irresponsible 
to take on’. We don’t want any life insurance companies 
to become insolvent by undertaking uncontrollable risks 
such as asset-liability mismatching. Only governments 
can provide ‘indexed’ pensions, as the cost of this risk is 
borne by taxpayers. Taxpayers might ask ‘why should we 
pay for someone else’s increasing longevity’?

Using average life expectancy is a 
mistake
A financial plan using life expectancy is a mistake. Un-
fortunately, people can use life expectancies to estimate 
how much money is needed for a person to retire, for 
example: retirement accumulation needed = income de-
sired post-retirement times life expectancy, after allow-
ing for future investment returns and increases in the 
cost of living. However, the ‘life expectation’ is only an 
average—a person might live for many more years than 
the period of their life expectancy.

For 1,000 people alive at age 60 years, we know that 
all of them will have died about 45 years later, by age 
106 when the life expectancy tables stop. On average, 
22 people will die in each year.  Using the life tables, it 
can be estimated that eight males die in the first year, 
rising to around 50 in the years around life expectancy, 
reducing to nine around age 100 years. So, using life ex-
pectancies can give you a nice feeling, but doesn’t do you 
any good unless you are in the only 5% of people who do 
die at their life expectancy age.

This is why people need negative insurance when they 
die. Claims are made—not when they die, but in income 
form when they stay alive, no matter how long that will be.

Of course financial planners can add a lot of value 
to people, in the same way as other professionals, that 
pays for their cost several times over. We are concerned 
with the (say) 85% of retirees who do not have the skills 
and experience, or a financial planner, to guide them. 
For them, one problem with an investment-led strategy 
is that, on their death, there will be a lump sum avail-
able to their children (who might be relatively wealthy 
compared to their parents). And the children might have 
a lifetime of earning capacity ahead of them, whereas a 
retiree has limited or no capacity to earn future income.
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The quote

We need to start 
again, with a clean 

sheet, to design a 
range of pensions that 
far more retirees want 

to buy.

Problems with conventional lifetime 
annuities 
Australian retirees need better solutions to manage lon-
gevity risk than that offered currently in the market prior 
to 1 July 2017. The market to date has agreed with this, 
with less than $2 out of every $100 moving from accu-
mulation mode into pension mode (ie. at retirement), be-
ing invested in a lifetime annuity. 

What we describe as ‘conventional lifetime annuities’, 
involve the life insurer offering the annuitant a guaran-
teed annuity payment for life; either a fixed rate, or in-
dexed to CPI and often with some capital access. 

Conventional lifetime annuities offer only modest an-
nuity payments (with underlying investment earnings 
after fees, as it appears to the consumer, close to cash re-
turn). This is due to both naturally conservative invest-
ment strategies and the cost of the longevity guarantees. 
Annuity payments are reduced even further by ‘bells and 
whistles’ offerings such as capital access.  

Do life insurance companies make big profits from 
annuities? Many people think this, but offering lifetime 
annuities with guarantees of future mortality over a pe-
riod of up to 50 years in future, plus the asset/liability 
mismatching risk, is risky for a life insurer as the risks are 
unknown and uncontrollable. 

People might think that when an annuitant dies the re-
maining part of their initial investment plus investment 
earnings, less annuity payments, is payable to the life in-
surer. Nothing could be further from the truth. These 
surpluses remain in the fund and are used to pay for the 
benefits of people where the accumulated annuity pay-
ments start to exceed to their initial investment plus in-
vestment earnings. The longer annuitants live past their 
life expectations, the greater the financial loss to the life 
insurer. The profits on the policies of those who die early 
are needed to pay for the losses in respect of annuitants 
who live a long time. 

Why don’t people get a fair return on current conven-
tional lifetime annuities? Due to the two major types of 
guarantees that are inherent in the breed of lifetime an-
nuities that have been offered in Australia to date, re-
serves are required to allow for the potential for these 
guarantees to become very costly so actuaries (who are 
responsible for pricing) and APRA (which is responsible 
for the continued solvency of life insurance companies), 
insist that a significant part of the annuity purchase price 
be reserved, ie. not used to purchase the annuity initially. 
These reserves effectively reduce the amount available to 
buy the stream of annuity payments. 

The two types of guarantees are: 
1. guarantees of mortality rates inherent in the pricing of 

annuities—as projecting mortality rates over the next 
50 years is a very risky activity, and

2. lifetime annuities may well last for up to the next 50 
years. There is no known investment that can accu-
rately provide the annuity payments required each 
year. Fixed interest assets are generally limited to 10 

years’ term. Infrastructure projects and mortgages can 
have a longer term and higher interest rates. However, 
at the end of the investment terms, the basis (including 
interest rates) on which the proceeds are re-invested is 
unknown. The risk is that the life insurance company 
won’t be able to pay the annuities required if market 
interest rates decrease, although higher interest rates 
applied when the annuity was initially purchased. 
Current and past annuities are expensive for consumers 

as life insurance companies must hold substantial reserves 
for the extreme, significant and unknown risks that they 
are required to take on. The two major risks are: 
• mortality rates between a person’s age now to the end 

of the Life Tables, e.g. age 106 years, and
• investment returns between now and the end of the 

Life Tables.
Insurance companies have gone insolvent in other 

countries due to incorrectly forecasting these two fac-
tors. This is the last thing that anybody wants. Life in-
surance companies are therefore required to hold ade-
quate reserves to offset adverse consequences should the 
forecasts made for these factors prove inadequate. These 
reserves must be set on a conservative basis to reduce the 
chance of failure of life insurance companies. Forecast-
ing these factors correctly is impossible, in my view.

It is these solvency reserves and the consequent rela-
tively low investment returns that make current annui-
ties so unattractive to people and to many in the financial 
planning profession.  

It is currently (and maybe always) impossible to match 
assets with the liability profile of a lifetime, inflation-
linked annuity. Such protection is very costly to provide. 
If priced fairly, it is likely that consumers wouldn’t pay 
for the additional cost of ‘inflation protection’ but settle 
for an income that provides a similar increase over time, 
but not ‘all the time’.

Removing the ‘fixed or indexed payment’ guarantee 
provides part of the answer. If these guarantees weren’t 
given, then the reserves would not be required, and 
higher annuity payments could be made, although they 
might vary more in amount. The law changed from 1 
July 2017 to allow for non-guaranteed annuities. These 
traditional annuities might therefore be of interest to 
more risk-averse retirees.

A new breed of higher-performing 
lifetime income streams 
Through legislation, effective 1 July 2017, the govern-
ment has removed the barriers that can allow a vibrant 
annuity/pension/lifetime income stream market to de-
velop—this is to the benefit of all retirees.  

Australia needs a new form of annuity or pension—
one that we’ve called the Real Lifetime Pension (RLP) 
that avoids the abovementioned factors, and provides 
over time an income per annum that is roughly 20% 
higher than current annuity incomes. But an RLP does 
not contain the guarantees implicit in current annuities.
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As many Australians evidently don’t want to buy the current type 
of lifetime pensions or annuities (we use the word pensions to include 
‘annuities’), we need to start again, with a clean sheet, to design a 
range of pensions that far more retirees want to buy.

In my view, a real lifetime income stream (such as the RLP) 
should only allow the life insurance company (or superannuation 
fund that reinsures all its risks) to be remunerated for its work on a 
percentage of FUM basis. So, all ‘releases of reserves’ on the death 
of pensioners does not ‘get paid to the life insurance company’, 
but stays in the pool for the benefit of the survivors. This retention 
helps maintain future pension payments.

All investment risk would be borne, as it is now under account-
based pensions, by the pensioners, but they could choose to have 
capital guaranteed or protected investments if they wished and could 
switch between investment options.  

All lifetime income stream profits or losses—compared with the 
initial actuary’s assumptions—would be credited to the pensioners, 
so large solvency reserves would not be required, and the pension 
would pay (say) 20% more income over time than currently.

Real lifetime pension
Optimum Pensions has developed and tested an innovative Real 
Lifetime Pension (RLP) as an effective longevity solution to  longev-
ity risk, providing higher performance than current lifetime annui-
ties on the market. 

The RLP is also what the government would test as a ‘highly ef-
ficient and effective product’, which will allow funds to offer a range 
of compliant CIPRs and thus offer their members an effective lon-
gevity solution.

The RLP is a product that is simple and doesn’t contain the risks 
(by providing some guarantees) that have caused problems in the 
past. An RLP:
• avoids the risks to the lifestyles of people of living too long and dy-

ing too early 
• also allows investment flexibility, including purchasing cash in-

vestment options, and those that offer downside protection—all at 
a reasonable price.
Australia now has a system to provide the ideal post-retirement 

product that would create benefits for governments and retirees,  
thus creating financial synergies for everyone.

Longevity risk reinsurance
A typical investment-linked lifetime annuity or group self-annuiti-
sation product will provide annuity payments that can vary due to 
two variables:
• fluctuating investment returns
• fluctuating mortality, where the mortality in the pool is lower or 

higher than expected.
The RLP will use longevity risk reinsurance to eliminate one of 

these variables, that of fluctuating mortality. This means that an-
nuity payments will vary only with fluctuating investments, which 
people understand, as this occurs in the account-based pension in 
the same way. Thus, we consider this will make the RLP payments 
more predictable and easier to understand—the RLP is an account-
based pension with longevity protection.

Longevity can be reinsured on a year by year basis, just like term 
insurance, but in reverse. Reinsurance transfers risk to an entity 

more capable to bear it. Reinsurance would be on a risk premium ba-
sis and purchased annually or tri-ennially by a life insurance compa-
ny or superannuation fund from a reinsurance company. Both know 
at any point of time what mortality rates have been and could readily 
forecast and debate what the next year’s rates are expected to be. 
This is an ongoing contract with (say) annual adjustment of rates.

The annuity should be ‘with-profit’ not ‘non-profit’ so that there 
is flexible pricing should circumstances require, e.g. when mortal-
ity rates depart markedly from those assumed when the RLP was 
purchased. This could—or will—occur due to future reductions in 
mortality due (say) to medical improvements or increases in mortal-
ity due to, say, coronavirus epidemics.

Hopefully RLP pensioners/annuitants will be happy to receive an in-
come that fluctuates in a similar way to their income under an account-
based pension, but subject to some make up where there is a shortfall.

I am suggesting no change here—so RLP recipients would experi-
ence the same investment returns as they do now, but partly in the form 
of increases in their pension. This means that actuaries don’t have to 
forecast future investment returns and build in solvency reserves into 
pension/annuity pricing—that makes those products ‘over-priced’ and 
therefore unattractive to consumers and financial planners.

Don’t put all retirement benefits in one basket
Looking at the current issues, retirees will have a need, post-re-

tirement,  for: 
• income that broadly increases with inflation
• access to cash—for significant unplanned expenses
• death benefit—to provide cash to their children after the last death 

of a retiree and their spouse.
Thus in future, retirees will be able to receive an income that is a 

combination of:
• an immediate lifetime pension
• a deferred lifetime pension 

both of which provide income for the remainder of a person’s life-
time plus potentially some cash and death benefit (depending on the 
features of the pension)
• the Age Pension
• an account-based pension, which provides access to cash and a 

death benefit.
Not all assets should be used to purchase a RLP—maybe (say) 50% 
with the balance in an account-based pension, from which cash can 
be withdrawn for those unexpected needs for cash, or to purchase 
more RLP.

Some other observations
An early pension plan was established by the Presbyterian Church in 
Scotland in 1676 for the widows of ministers. It is possible these pen-
sions were initially paid from current revenue.  Note that the widows 
weren’t given lump sums to invest.

The Institute and Faculty of Actuaries in the United Kingdom has 
a medieval document which grants a pension on retirement. In 1251 
the rector of a church near Norwich was granted a pension of 40 shil-
lings a year for life by the Bishop of Norwich, “taking pity on his old 
age so that in his final days he is not forced to beg”.

When superannuation funds were established in British Common-
wealth countries—in South Africa, Australia and New Zealand—
these were pre-funded arrangements, apart from the government 
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sector, which assumes that it can always fund these obligations as it 
has taxation powers. The benefits were payable in lump sum form.  

As there were a relatively much smaller number of older and re-
tired workers in these colonies or countries, the mortality rates ex-
perienced would have fluctuated significantly, so that it would have 
been financially imprudent to pay lifetime pensions. Thus, it was an 
accident of fate, not inspired logic, that led to these countries paying 
lump sum retirement benefits. However, Canada and New Zealand 
are now pension-paying countries.

In Australia, the taxation system before 1983 favoured lump sums 
as they were hardly taxed at all (taxed by including only 5% of the 
lump sum in taxable income), whereas pensions were fully taxable. 
Thus, there was an additional significant taxation advantage to re-
ceiving lump sums. While the taxation treatment of lump sums and 
pensions post real retirement is now almost the same, people still tend 
to favour lump sums. fs
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