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Could longevity
risk affect your
DC investment
strategy?

Since the Freedom and Choice pension
reforms, we've moved from a world where
most UK retirees bought an annuity, to one
where many individuals choose income
drawdown. In doing so, they not only bear
the risk of changes in the value of their
pension but also the uncertainty around
how long theywill live. This uncertainty over
future lifespans is known as ‘longevity risk’.
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Have you considered how long you could live?
Retirement outcome risk is affected by two key components:
investment risk, reflecting the fact that future investment
returns are uncertain, and longevity risk, reflecting that how
long an investor will live for is uncertain. Longevity risk is often
brushed under the carpet when it comes to giving advice or
making strategic decisions. However, it is a very important
component of retirement risk and has significant implications
for investment and spending decisions.

Could your retirement savings run out?

The main objective of a DC investor taking income drawdown
is typically a “life of income”. They may also have other
objectives, such as flexible spending and inheritance planning,
but the main aim is to provide a high level of income for life;
any money left behind is considered a bonus.
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and post-retirement planning.

Our measure of the risk of a DC investor’s pension fund running
out early is called 'YEARS', or Years Expected After Retirement
Savings. We use it to show how longevity risk can impact a DC
investor’s investment strategy and spending patterns.

YEARS is the expected number of years a pensioner is without
an income because they have run out of money. We have
calculated this by taking the average years without a pension
under many future scenarios. A low number of YEARS is
preferable to a high number of YEARS, as it implies a shorter
expected period without an income.
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Choosing your investments

We consider four different investment strategies: cash, equities,
bonds and a multi-asset drawdown fund, and based on industry
standard projections for each we calculate YEARS. Figure 1 shows
our findings, working on the basis of a 65-year old male spending
their pension savings at an annual rate of 6% of their pot size at
retirement, with the uncertainty around their lifespan in line with
prospective mortality tables from the Office of National Statistics.

A multi-asset income drawdown fund is in our analysis by far
the most efficient of the strategies tested, with a YEARS value
of around 2.1 years. The relatively poor values of the other
investment strategies can be explained by their low expected
returns, insufficient diversification or both.

Figure 1: Retirement risk (YEARS) for different
investment strategies

Cash

Developed
Market Equity

Bond strategy

Multi-asset income
drawdown fund

1”

0 1 2 3 4 5 6
B VEARS B YEARS value if retiree always died age 86

Source: LGIM calculations, at 30 November 2019.

The chart also compares the number of YEARS if we neglect the
risk of living longer than expected and assume the DC investor
lives to age 86 (his expected age of death from age 65).

The difference between the dark and light blue bars show the
impact of longevity risk on retirement outcome risk. This
highlights that when assessing the ability of income drawdown
to provide a pension for life, it is not enough just to consider
how long a DC investor is expected to live; the variability of their
future lifetime is also important.

Choosing your pace of spending

If a DC investor opts for income drawdown over an annuity,
they are willing to tolerate some investment and longevity risk.
However, even when invested in the multi-asset income fund
mentioned earlier, we estimate that there is roughly a 30%
chance of running out of money, based on the same
assumptions. Other than a careful choice of investment
strategy, one way to protect against this risk is to withdraw
funds at a rate that anticipates a longer future lifetime, as
opposed to a best estimate.

Our YEARS measure may help DC investors choose a
‘prudent’ pace of spending. For example, investors could

choose to spend at a rate such that YEARS is always equal to
1 year (that is, a relatively short period expected without income).

The impact of investment and longevity risk

Itis important to examine the impact of allowing for
investment or longevity risk on a prudent pace of spending.
Allowing for investment or longevity risk reduces the prudent
pace of spending. This is shown in Figure 2 assuming that
YEARS is fixed at 1 year (as above).

Figure 2: Spending reductions to allow for investment
and longevity risk
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Source: LGIM, as at 30 November 2019. Assumes that with no investment or
longevity uncertainty, DC investors could withdraw £6,000 p.a. and would run out
of money just before they die.

Figure 2 shows that for a typical DC investor entering income
drawdown at age 65, the impact of longevity risk is (broadly)
similar in size to the impact of investment risk.

However, as the investor ages the impact of longevity risk
increases and the impact of investment risk decreases. By age
85, the impact of longevity risk is so significant that the
pensioner may be withdrawing almost 40 to 50% each year
than if they were just allowing for investment risk.

One implication is that annuity purchase may become more
attractive with age because this transfers longevity risk to an
insurer. However, an individual's appetite for an annuity will
also be impacted by their desire to leave money to their heirs,
which is not possible with an annuity.

A framework for balancing risk with reward

Income drawdown strategies can offer a potentially higher
pension for DC investors than annuities. But they also carry
additional risk, in particular the danger of outliving retirement
savings. By using our YEARS measure, we can help to assess
risks for DC investors and come up with a framework to help them
to make investment decisions and choose their pace of spending.

A full-length version of this article is available on our website in
our literature library.

The value of an investment and any income taken from it is not guaranteed and can go down as well as up; you may not get back the amount you originally invested.
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Contactus

For further information about LGIM, please visit I|gim.com or contact
your usual LGIM representative
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Important information

This document is designed for the use of professional investors and their advisers. No responsibility can be accepted by Legal & General
Investment Management Limited or contributors as a result of information contained in this publication. The information contained in this
brochure is not intended to be, nor should be construed as investment advice nor deemed suitable to meet the needs of the investor. Nothing
contained herein constitutes investment, legal, tax or other advice nor is it to be solely relied on in making an investment or other decision. The
views expressed here are not necessarily those of Legal & General Investment Management Limited and Legal & General Investment
Management Limited may or may not have acted upon them. Past performance is not a guide to future performance. This document may not be
used for the purposes of an offer or solicitation to anyone in any jurisdiction in which such offer or solicitation is not authorised or to any person
to whom it is unlawful to make such offer or solicitation.

As required under applicable laws Legal & General will record all telephone and electronic communications and conversations with you that result
or may result in the undertaking of transactions in financial instruments on your behalf. Such records will be kept for a period of five years (or up
to seven years upon request from the Financial Conduct Authority (or such successor from time to time)) and will be provided to you upon
request.
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