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Risk and life insurances

LONGEvITy RISk:  
THE RISk OF RUIN
Matt Davis

T
he Global Financial Crisis and subsequent share mar-
ket crash from October 2007 to March 2009 exposed 
flaws in traditional portfolio construction and invest-
ment management with no sector escaping the carnage 
that saw billions lost in superannuation. These losses 

severely impacted on the retirement plans of many Australians. 
To protect and grow the wealth of their clients, financial planners 

must make significant changes to their traditional approach to port-
folio construction and management and look at strategies designed 
not just to grow wealth but also to protect it. This is becoming in-
creasingly important at a time when share markets are becoming 
more volatile and where the relevance of financial planners is under 
scrutiny from both investors and regulators. 

As you can see from the chart aside since March 2009 we have 
seen the share market recover to some degree however the ASX is 
still substantially lower than the highs of 2007. The last 12 months 
has seen the share market trade within a range, reluctant to break 
through the 5,000 point level and with support at 4,500 points. 

The stagnating share market, increasing market volatility and fear 
of GFC Mark II is causing many investors, and their advisers, to 
become paralysed. 

Investors and financial planners understand the need to be invest-
ed in the share market to achieve enough growth from their share 
portfolio to cater for their retirement needs however the hangover left 
from the share market crash has led to a reluctance to invest in the 
share market, with cash being seen as the only safe harbour. 

Cash may feel safe in the short term but at what cost? In the long 
term the risk of keeping funds in cash are substantial. The current 
aversion to market risk has the potential to be an enormous detrac-

tor to investor’s retirement plans. This comes in the form of another 
risk, that of longevity and the ability of retirement savings to “last 
the distance”. 

So what is longevity risk? Watson Wyatt defines longevity risk as 
“the risk of living unexpectedly long and exhausting our assets be-
fore we die”. Longevity risk can also be referred to as the risk of ruin. 

In any retirement plan it is important to evaluate the expected life 
span or longevity of clients to determine their financial needs. This 
evaluation is based on a number of factors, including family history 
& medical records, however there is no precise way of determining 
an individuals’ life span. Based on recent Australian population sta-
tistics the average life expectancy for a 65 year old male and female is 
84 and 87 years respectively. 

“There is a 73% chance that at least one of our 65 year old couples 
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will reach the age of 90”  - Watson Wyatt April 2009
A recent study by University of NSW dated April 7 

2010 (Longevity Risk Management and the Develop-
ment of an Annuity Market in Australia) states that 
longevity risk is a major policy issue for governments 
around the world. This is driven by aging populations, 
which are a direct result of improved mortality and lower 
fertility. However longevity risk is not only a function of 
demographics. 

Longevity risk can be amplified by investors becom-
ing too conservative too soon and reducing their expo-
sure to growth assets as they grow older. This change 
in mindset and tolerance to risk is to a degree, a condi-
tioned response. As investors approach retirement they 
become acutely aware of their impending loss of earn-
ings capacity, they worry about their ability to continue 
to afford their lifestyle and their natural response to this 
is to move their money from ‘risky’ growth assets into 
safer cash alternatives. 

This can be illustrated by the ATO’s SMSF statistical 
report dated March 2011 which shows a steady increase 
in SMSF cash holdings from approximately $79 billion 
in June 2007 to $114 billion in March 2011 an increase 
of just over 44%. Australians are worried about their re-
tirement nest egg.

The recent share market crash has also contributed 
to concerns over longevity of retirement savings. The 
average retiree who thought their retirement plans were 
on track in October 2007 had put their plans on hold 
or adjusted their living standards by March 2009. This 
was because the capital they had accumulated and from 
which they intended to generate an income had been sig-
nificantly reduced. It was time for a reality check and 
many investors coming up to retirement discovered that 
they either had to adjust their retirement plans or work 
longer, both of which for many retirees is unacceptable.

Retirees face a catch-22 scenario
There are several options available to retirees:

 Reduce their exposure to growth assets which 
obviously entails having to accept a lower rate of 
return or maintain a high exposure to growth assets 
and accept the risk of another share market crash. 

 All roads lead to Rome - thereby reducing exposure to 
growth assets or maintaining your exposure to growth 
assets means the acceptance of risk.

 By becoming too conservative too soon investors run 
the risk of not achieving enough growth from their 
portfolio to adequately provide for their retirement. 

 By maintaining maximum exposure to the share 
market investors run the risk of a crash occurring 
prior to retirement, resulting in a reduction in capital. 
History has shown us that it isn’t a matter of if a crash 
will occur but when will the crash occur?  

What measures can be taken to 
decrease longevity risk in superan-
nuation?
To answer this question we must first look at investment 
strategy. 

A conservative investment strategy provides more 
consistent returns however this consistency comes at a 
price as a conservative strategy will also provide lower 
returns over the long term. Thus increasing the risk of 
running out of super before one dies. 

A more aggressive strategy reduces the risk of a loss 
in the long term running however having the majority 
of superannuation invested in growth assets may not be 
appropriate either because in the short term these assets 
are more volatile. 

The increasing need for savings to last longer com-
bined with a growing fear of the share market has led to 
the growth in the number of capital protected and life-
time annuity products available. 

These investments are designed to alleviate investor’s 
fears and provide longevity. These products are not new, 
various incarnations of them have been available for 
many years. This is especially so in the case of annuities. 
The US and UK have well developed annuities markets 
however in Australia there is an aversion to these types 
of products due to lack of control and the inability to 
provide an inheritance to pass on. 

Annuities have their benefits as outlined by Her Maj-
esty’s Treasury, 2006, “The Annuities Market”

“Annuities offer the benefits people want from retire-
ment income: simplicity, security a guaranteed income 
level and little or no risk”

The purchase of an annuity is all very well providing 
the investor’s superannuation hasn’t been dramatically 
reduced by a share market crash and the initial capital 
is at “top-of-the market” levels. Moving into an annu-
ity product may alleviate the fear of the share market by 
providing certainty of income however these features 
usually only become attractive to investors after the 
horse has well and truly bolted! (ie: post-GFC). 

In this scenario the damage has already been done, 
the investor will still have to adjust their retirement plans 
by accepting a lower annuity income to compensate for 
the fall in asset value as a result of the market crash. As 
many portfolios haven’t recovered from the crash, mov-
ing into an annuity investment would essentially lock in 
the losses and remove the ability for the portfolio to in-
crease in value. 

Annuities may be appropriate for some investors who 
are moving into pension phase. An annuity-based in-
vestment may solve the longevity problem and remove 
the risk of ruin however the cost to the investor is accept-
ing a lower income throughout their retirement. 

Is there another way that investors can achieve a high 
exposure to growth assets such as shares without the 
usual risks? 

Risk and life insurances

The quote

The US and UK 
have well developed 
annuities markets
however in Australia 
there is an aversion to 
these types of products 
due to lack of control 
and the inability to 
provide an inheritance 
to pass on.
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capital protection
Financial planners understand the need to invest their 
clients’ assets in the share market however in the circum-
stance where the market has been particularly volatile 
they often encounter clients that are reluctant to invest or 
put further capital into the market and despite their best 
efforts the client remains paralysed by fear. The idea that 
their capital is protected can alleviate fear by providing 
investors with quantifiable risk before they commit capi-
tal to the share market. 

“Prior to the GFC AMP Capital indicated that capital 
protection was in the top 3 items sought by SMSF trus-
tees; post the GFC over 60% of financial planners rated 
capital protection as the top item sought by their clients” 
- Australian Investors Association

Capital protected investments have been available to 
investors for some time. However the recent share mar-
ket crash has brought capital protected products into the 
spot light as investors seek ways to increase the growth 
profile of their portfolios without the traditional risks as-
sociated with share market investing and with a defined 
level of risk. 

The concept of a capital protected investment and the 
requirement for it was further fuelled by the Australian 
Government’s Deposit Guarantee which was introduced 
for deposits under $1 million in November 2008 and 
which lapses in October 2011. As a result of this demand 
there are now a wide variety of products available to in-
vestors with many different types of capital protection. 

Structured investments and  
capital protection 
Structured investments are customised financial prod-
ucts designed to meet the specific needs of investors such 
as capital protection and leverage. A typical structured 
investment is comprised of two components a fixed in-
come security such as a zero coupon bond and a call op-
tion. 

Structured investments were once reserved for insti-
tutional investors, but are now more accessible to retail 
investors. Structured investments provide investors with 
low cost exposure to an underlying investment, for ex-
ample the S&P ASX 200, without the need to commit 
a large amount of capital up front. These products also 
have the added benefit of capital protection. 

These products can offer viable alternatives to more 
standard financial products. They offer exposure to nu-
merous asset classes – equities, interest rates, currencies, 
precious metals, managed funds, hedge funds, real es-
tate, loans and commodities – as well as opportunities 
for portfolio diversification, capital protection, enhanced 
income and accelerated growth.

Product issuers use a number of different forms of 
capital protection within investment offerings. 

Bond/Call - Issuers of these products take a portion of 
the client’s upfront investment and purchase a zero cou-
pon bond. A zero coupon bond is like a normal bond but 

instead of paying interest the interest is capitalised i.e. 
added to the capital value of the bond. If for instance the 
zero coupon bond is purchased for $75, the issuer knows 
that the zero coupon bond will at some future point be 
worth $100, this is because of the daily accruing interest 
being capitalised within the bond. The remaining $25 is 
then used to buy a call option. This call option gives ex-
posure to the underlying ‘risky’ asset that the protected 
product is linked to for example the S&P ASX 200. 

Constant Proportion Portfolio Insurance (CPPI) – 
Is a strategy designed to ensure that a fixed minimum 
return is achieved either at all times or more typically, 
at a set date in the future. Unlike a standard structured 
product which places a set amount in a zero coupon de-
posit on day one and purchases a call option with the 
remaining funds to provide a set participation level, a 
CPPI based structure varies cash allocation between safe 
assets (i.e. bonds and cash) and the performance assets 
(equities) depending upon market performance. The 
asset allocation process is designed to allow investors 
to participate in rising equity markets while protecting 
capital in downward trends.  On a daily basis the CPPI 
provider will determine the allocation between cash and 
equities to ensure that at least 100% of capital is returned 
at maturity.

Over time, as the value of the performance assets rise 
a greater proportion of the portfolio is placed in these 
assets but the converse is also true, as the portfolio value 
falls a greater proportion of it is moved out of the riskier 
investments and into safe assets. By following the rules 
set out by the strategy the minimum return can be 
achieved as long as the value of the performance assets 
does not fall too sharply. If the performance asset falls 
rapidly the risk with CPPI is that the investment can be 
cash locked resulting in the investor having no exposure 
to the performance asset for the entire term of the invest-
ment and therefore no opportunity to receive a return 
greater than the capital protected amount.

Bond/Call and CPPI are the two most common forms 
of capital protection used by product issuers. 

Limited recourse for superannuation
With borrowing now available in self-managed super 
funds (SMSF), many structured investments offer a 
limited recourse loan to allow SMSFs to invest. The 
limited recourse loan in some cases provides investors 
with 100% borrowing and 100% capital protection at 
maturity. Limited recourse loans provide an added layer 
of protection because the investors’ risk is limited to the 
interest amount which is prepaid prior to entering the 
investment. 

Structured investments provide financial planners 
with a high growth option for clients with quantifiable 
risk on day one, essentially an alternative to investing di-
rectly into the share market i.e. they provide a synthetic 
exposure to an underlying investment with significantly 
less outlay and risk than traditional share market invest-

Risk and life insurances

The quote

By following the rules
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the minimum return 

can be achieved as 
long as the value of the 
performance assets does 

not fall too sharply.



www.fsadvice.com.au
Volume 06  Number 03  |  2011

59

FS Advice THE AUSTRALIAN JOURNAL OF FINANcIAL PLANNING•

ments. When combined with a term deposit the risk to 
investors can be significantly reduced. 

For example: 
A client with $100,000 in cash and reluctance to in-

vest those funds in the share market may seek to gain 
$100,000 synthetic exposure to the S&P ASX 200 
through a structured investment, over a three-year pe-
riod with 100% capital protection at maturity. 

The initial upfront expense for $100,000 exposure 
over three years via the structured investment could cost 
the investor $16,000 in prepaid interest. After subtract-
ing the cost of the investment for three years this leaves 
the investor with $84,000 in cash, which could then be 
deposited into a term deposit at a rate of approximately 
6% p.a. 

The interest on the term deposit, providing it receives 
an average interest rate of 6% p.a. or more over the 
three years invested will cover the initial outlay for the 
$100,000 investment. As a result the financial planner 
has provided their client with $100,000 synthetic expo-
sure to the S&P ASX 200 at no cost and with none of the 
risks associated with traditional share ownership. How-
ever, as it is a synthetic exposure the investor does not 
receive any of the benefits of share ownership i.e. divi-
dends, franking credits and voting rights. 

Structured capital protected investments can pro-
vide investors with the potential to reduce longevity risk 
through exposure to growth assets without the inherent 
risks of actual ownership. These products however lack 
flexibility, can be complex to understand, provide little 
control for the investor or financial planner and can in-
volve higher fees and costs than other investments.

What is the alternative to capital 
protected structured investments?
An alternative to structured capital protection is the Ex-
change Traded Put Option. Just like insurance for your 
car, a put option can be used to protect a portfolio of 
shares against a crash. The put option gives the holder 
the right but not the obligation to sell an underlying share 
at a predetermined price at a fixed date in the future, 
simply an insurance policy for your shares guaranteed by 
the Australian Stock Exchange. 

The number of shares per options contract prior to 
May 2011 was 1000 shares per contract however the 
standard number of shares for each options contract has 
been reduced to 100. The reduction in contract size has 
led to greater liquidity and opened the options market to 
a wider audience of investors. 

For example 
50 contracts of the ANZ November 2011 $22.00 put 

option, gives the holder the right but not the obligation, 
to sell 5,000 ANZ shares at $22.00 at any time up until 
the end of November 2011. The holder of the put option 
is only required to deliver the ANZ shares if they exer-
cise the option.

The contract that is entered into ensures that the 

writer of the option has the obligation to purchase these 
shares at the strike price ($22.00).

The contract is underwritten by the ASX. This means 
that in the event that one party cannot fulfill their obliga-
tion the ASX will fulfill the obligation under the process 
of novation.

There are two different styles of options: American 
style which means they can be exercised at any time prior 
to expiry; and, European style which means that the op-
tion can only be exercised on the day of expiry. The ma-
jority of options traded on the ASX are American style.  

How can put options be used in 
conjunction with direct share portfo-
lios to reduce longevity risk?
Through the use of a put option financial planners can 
provide investors with a quantifiable amount of risk be-
fore committing capital to the share market. This ability 
to protect retirement savings enables investors to main-
tain a higher exposure to the share market without the 
temptation of becoming too conservative too soon.

The put option acts like an insurance policy that al-
lows the investor to maintain a high level of exposure 
to the share market for longer without fear of a market 
crash, all the while providing the investor with the full 
upside potential of a sharemarket investment. 

Just as with car insurance there is a cost associated in 
capital protecting your shares with put options. The pre-
mium paid for the put option is determined by a number 
of factors including the price of the underlying share and 
time to maturity. By utilising the dividends and franking 
credits of the share being protected the cost of insurance 
can be significantly reduced. 

The example below helps illustrate capital protec-
tion with put options. When utilising the dividends and 
franking credits of the protected share the put option 
cost can be significantly reduced, providing the inves-
tor with low risk exposure to the underlying Wesfarmers 
shares.

By combining a share investment in Wesfarmers with 
insurance via a put option, the investor was able to re-
duce the risk on their $30,000 worth of Wesfarmers 
shares to only $3,130 or 10.4% (Cost of Put Option + 
Maximum Risk). 

This risk can be substantially reduced when dividends 
are taken into account. In this example after dividends 
(including franking) are paid the risk is $1,210 or 4.0% 

Risk and life insurances

Wesfarmers (WES) 

Purchased 1,000 shares at $30.00 ($30,000) 

Purchased 10 WES Put Options expiring  

in March 2012 with a strike price of $29.00  ($2,130)

Total Dividend Received throughout the  

protection period $1.92 per share including franking $1,920

The quote

Structured capital 
protected investments 
can provide investors 
with the potential to 
reduce longevity risk
through exposure to 
growth assets without 
the inherent risks of 
actual ownership.
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over the life of the put option, approximately 12 months. 
The benefit to the investor is that their risk is quantifiable and sig-

nificantly reduced all the while maintaining the ability to participate 
in the capital growth potential of the Wesfarmers shares.

Should WES fall below the protected level of $29.00 to say $20.00 
the investor can exercise their right and sell their shares at $29.00 
guaranteed by the Australian Stock Exchange, at any point in time 
up to the expiry date of the put option.

Should WES increase in value to say $40.00 the investor has the 
ability to purchase another put option (at say $39.00) and protect not 
only their initial capital but also their capital gain. 

Utilising put options allows the investor to lock in gains without 
any capital gains tax (CGT) implications. By moving your put op-
tions up, referred to as rolling up, the put option increases the pro-
tected level. There is no change in beneficial ownership of the shares, 
therefore no CGT event is triggered.

Utilising options to take advantage  
of a market downturn
Options are not only effective in quantifying risk and reducing any 
losses which may occur as the result of a market downturn, they can 
also be used to profit from such an event.

A share held without protection that falls 50% requires a gain of 
100% to break even. However an investor that has protected their 
shares with a put option can exercise their right and sell their shares 
at the protected level. 

Once the shares have been sold they can repurchase them at a 
lower price, therefore resetting their cost base and providing greater 
growth potential. A further put option can be purchased on the new 
shares and utilised in the same manner. 

Effectively the use of put options saves the investor valuable time 
and provides increased growth potential with a quantifiable risk.

Risk and life insurances

Source – Iress; ANZ share price history 

The quote
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The tale of two retirees: 
Bob and Joe

Bob
In October 2007 ANZ was trading 
at approximately $30.00. Bob pur-
chased 1,000 shares and a put option 
protecting his shares at $29.50 for 12 
months. 

In October 2008, 12 months later, 
ANZ was trading at approximately 
$17.50, a fall of 41%. Bob exercised 
his option and sold his shares at 
$29.50, resulting in a small loss of 
$500 or 1.6%. 

He used his $29,500 (proceeds 
from exercised $29.50 put -1000 x 
$29.50) to buy 1,600 shares at $17.50 
protected with a put option at $17.00 
for another 12 months. 

By October 2009 ANZ was trading 
at $23.00. Bob purchased another put 
option protecting his shares at $22.50 
for another 12 months. 

By October 2010 ANZ was trading 
at $24.50.

After 3 years Bob sold his shares 
at $24.50 locking in a gross gain of 
40%. He received the CGT discount 
of 50% as he held the shares for more 
than 12 months. In addition to the 
CGT discount, the cost of the put op-
tions over the three years are a capi-
tal expense and can be offset against 
the capital gain. The $500 capital 
loss crystallised in October 2008 was 
carried forward to further reduce the 
capital gain. 

Joe
Joe also purchased 1,000 ANZ shares 
at $30.00. Joe is a long-term investor 
who purchased a blue-chip stock and 
as such accepted that he would receive 
the market rate of return on his invest-
ment over time. 

In October 2008, 12 months later, 
when ANZ was trading at approxi-
mately $17.50 Joe had an unrealised 
capital loss of 41%. 

By October 2009 ANZ was trading 
at $23.00. Joe had recovered some of 
his unrealised loss however on paper 
he was still down by 23%. 

When ANZ was trading at $24.50 
in October 2010 Joe was still down 
18%.

While Joe’s investment loss remains 
unrealised the real loss that Joe has in-
curred is time.

Time is a precious commodity that 
retirees and pre-retirees cannot afford 
to lose.

On the other hand by undertaking 
an unorthodox approach to invest-
ment management and portfolio con-
struction Bob has enjoyed the best of 
both worlds.  He realised substantial 
capital gains and reduced his longev-
ity risk.

The put option provides a far more 
flexible approach to capital protection 
than capital protected structured in-
vestments, reducing longevity risk by 
allowing investors to maintain great-
er exposure to the share market for 
longer and reducing the impact of a 
market event like a crash by providing 
insurance over the individual share. 

Put options enable investors to ac-
tively manage portfolios and take ad-
vantage of market events rather than 
being a victim of them.

A new challenge  
in a new age
Longevity risk is real. Populations are 
aging and retiree’s savings need to last 
longer.

The market is changing. Clients 
and regulators are expecting more 
from financial planners than ever be-
fore and they are being asked to justify 
their fees.

By focusing on what they do best 
and looking to other professionals to 
ensure that their clients funds are in-
vested in the safest and most effective 
manner possible they can easily do 
this. 

But they need to start addressing 
these problems now so that they can 
ensure that their clients have the best 
chance possible of meeting their re-
tirement goals and reducing the im-
pact of market events such as crashes 
by changing the perception of what an 
actively managed approach to portfo-
lio management is and looking outside 
the square for a new and innovative 
solution to a new and complex prob-
lem. fs
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The quote

Longevity risk is real. 
Populations are aging 
and retiree’s savings 
need to last longer.
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