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Question 1 – Optimal Saving
• How much retirement saving is ‘optimal’ if many will already 

receive the Age Pension?

• Life-cycle models can help answer this question (Modigliani et al. 
1954, Friedman 1957).

• Often used to empirically test whether people save in a certain way, 
but now also used as a normative guide (Bodie 2003, Hanna & 
Lindamood 2010, Pfau 2011). 



Question 1 – Optimal Saving
• What important parameters/assumptions do we use? 

• Income profile: 25th, 50th and 75th percentile of HILDA sample.

• Investment returns: 4.4% real return (ASFA, 2021).

• Utility:  

• Beta assumes discount rate = rate of return.

• Retirement income: 70% of last 15 working year average (Biggs, 
2017).

• No bequest motive.

• Age pension means tests apply.

• Life expectancy 90.
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Question 1 – Optimal Saving
• Some thoughts...

• There is a low incentive to save voluntarily for retirement. The SG is 
already sub-optimal.

• Low income earners are affected most by including the Age Pension.

• How equitable is a flat rate SG? 

• Should financial planners recommend some clients don’t save? Or is 
savings at retirement the preferred measurement? Why?

• Financial planning costs and insurance costs should often be paid for 
out of superannuation...maybe even other costs?

• Is superannuation more accurately framed as a collective goal towards 
national saving and less about individual saving?



Question 2 – Optimal Risk
• What effect does the Age Pension have on the optimal asset 

allocation in superannuation? 

• Mean-variance optimisation models can help (Markowitz, 1952).

• Consider a two-asset portfolio (stocks and bonds) and a three-asset 
portfolio which also includes the present value of the Age Pension.

• How is the Age Pension PV calculated (See; Fraser et al., 2001)?

•                                                             and

• Age Pension PV is constrained by the second formula.

• Example: superannuation = $200,000 and, AP = $100,000. Therefore, 
AP is constrained to 33.33% (i.e.100,000 / 300,000).



Question 2 – Optimal Risk
• What effects Age Pension present value?

• Age and income are most important.

• Young people may not receive as much AP in retirement (because they 
are saving so long) but AP can still make up most of their portfolio 
because they also have minimal superannuation.

• Example: superannuation = $5000 and AP = $50,000 therefore AP is 
still 91% of portfolio (50,000/55,000).

• What is the ‘return’ and ‘standard deviation’ of the Age Pension?

• Returns are average increases (above CPI). AP is adjusted twice 
yearly.

• Standard Deviation is minimal because most months it does not 
change.
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Question 2 – Optimal Risk
• Some thoughts...

• The Age Pension (if calculated) will be a hedge for many investors 
which encourages more risk in superannuation (i.e. more stocks).

• Catch 22 - lessen AP and encourage investors to seek risk for higher 
returns, keep AP and encourage investors to seek risk against the AP 
hedge.

• For financial planners it may be difficult to communicate the AP hedge. 
A drop in superannuation balance will still be uncomfortable for risk-
averse clients.

• Also, risk-minimising opportunities from including such a low SD asset 
(if desired).



Concluding thoughts
• Overall the Age Pension is important in optimal saving and asset 

allocation calculations. 

• The Age Pension is an incentive to save less and take more risk in 
superannuation.

• This study presents a mathematical framework that might help us 
understand exactly why this is so.

• An important question for the financial planning industry: is the goal of 
retirement advice to encourage a self-funded retirement or maximise 
life-cycle utility for the client. 



Thank you!

Any errors in this presentation or accompanying paper are my own.
Contact: t.hendry@griffith.edu.au
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