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Important note: 
Comments in this article 
and the analysis are of a 
general nature only and 
constitute “class advice”.  
They do not take account 
of your specific 
circumstances.   
 
If you require personalised 
financial advice, you 
should seek advice from 
an appropriately 
experienced Authorised 
Financial Adviser. 
 

Simplicity’s Guaranteed Income Fund 

- funding your own guarantee, plus some 
 

February 2019 
In our view, there are few investors, who would be natural investors, for Simplicity’s 
Guaranteed Income Fund.  To fit into the natural investor group:  
 
▪ You need to be extremely risk-adverse (and not trust a bank, but believe the 

insurer/guarantor, will be soundly capitalised when your KiwiSaver account runs 
out and you claim the guarantee, and   

▪ You do not have anyone who can assist you manage your investments and do not 
have the ability to do so yourself, particularly later in life, and   

▪ There is something about your future expenditure (ie liabilities), that makes it 
critical that you have a low-level guaranteed income until death on top of NZ 
Superannuation, but not beyond death, and     

▪ The critical expenditure is not subject to inflation or change, and   
▪ You have limited other resources.   

 
We would not expect too many people to fall into this natural group and for those that 
do, suggest that the ‘three-bucket’ approach will give a better outcome.  Nevertheless, 
Simplicity may be a viable solution for a small subset of risk-averse investors, who 
require a guaranteed stable and unchanging income stream and are not subject to the 
risks of inflation.  
 
 
 
When you evaluate at an investment product, the first question is “who are the natural 
investors”?  Of all the investors in the market, what are the characteristics of the group 
who should buy the product, in preference to alternative products? Investors who buy or 
invest in the product and fall outside this natural group, take on risks for which there is no 
expected additional reward. 
 
In September 2017, Simplicity (NZ) Limited (Simplicity) introduced a fourth investment 
option to its KiwiSaver scheme – the Guaranteed Income Fund.  The option is designed to 
give retirees and those near retirement, a level of certainty over the income they will 
receive throughout their retirement.  It provides a ‘guaranteed’ annuity income each 
fortnight, no matter what the investment return is and no matter how long they live - the 
income is guaranteed for their lifetime, even if their KiwiSaver account runs out of money.   
Under the option, they pay an additional fee to provide the guarantee. 
 
The purpose of this article is to explain the likely outcome for a member who chooses to 
invest in Simplicity’s Guaranteed Income Fund and evaluate the value of the guarantee 
and the insurance.  It also looks at the alternative of not having a guarantee and managing 
the resulting investment risk and longevity risk through other means. 
 
 
Background 
 
The option is available to members of the Simplicity KiwiSaver scheme from age 60, who 
have at least $50,000 invested.  Members who meet the criteria and who choose to invest 
in the Guaranteed Income Fund, can also choose at any time, from when they first become 
entitled to a benefit under KiwiSaver (normally from age 65) until they are age 90, to 
receive a guaranteed income benefit (GIB income).  This is then paid for the balance of 
their lifetime.   
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The level of the annual GIB income is set as a percentage of the protected income base, 
at the time the income starts.  The percentage starts at 5.0% if the GIB income commences 
at age 65 and increases by 0.1% for each year commencement is delayed.  Therefore, at 
age 90, it is 7.5% of the protected income base.  The GIB income is paid fortnightly at 1/26

th 
of the annual amount.  Like all benefits paid from KiwiSaver and superannuation schemes, 
it is paid tax free, because the savings have come out of after-tax income and the 
investment earnings have been taxed. 
 
The protected income base is the total of the capital amounts invested in the option 
(transfer values from other schemes, contributions, employer subsidies, MTCs etc), plus, 
when you choose to commence the GIB income, if the total investment returns earned 
have been positive, those investment returns.  In most cases, it will be the KiwiSaver 
account balance at retirement.  But, if the investment returns are negative over your 
KiwiSaver membership prior to retirement, it will be the total amounts of capital invested. 
 
The GIB income is paid from the KiwiSaver account and is funded from the investment 
earnings and the capital in the account.  If the capital runs out, it is funded from the 
insurance policy Simplicity has with Lifetime Income Limited (LIL), assuming LIL is still in 
business.  LIL is independent of Simplicity and is paid an insurance premium each year 
equal to 1.3% of the protected income base. The premium is paid in the years leading up 
to retirement and then each year in retirement, until the KiwiSaver account runs out.  
 
Where the member dies the remaining balance in the KiwiSaver account (if any), is paid 
to the member’s estate. 
 
The level of the GIB income is fixed at the time that it starts and does not increase with 
inflation.  A person may however, withdraw up to 20% of their account at any time as a 
lump sum.  If they make a lump sum withdrawal, the level of the GIB income is 
automatically adjusted downwards (ie reduced). 
 
Simplicity is primarily a passive index manager.  It adopts investment policies with limited 
active discretion on how the investment decisions are implemented.  The currency risks 
associated with overseas shares, for example, are always 100% hedged.  Simplicity’s 
KiwiSaver scheme has four investment options (funds).  Each has a defined investment 
strategy (a mix of cash, bonds property and shares).  Details of Simplicity’s KiwiSaver 
scheme are in the product disclosure statement (PDS), available at simplicity.kiwi. 
 
Under the Guaranteed Income Fund, the benchmark investment strategy allocates 8% to 
cash, 47% to bonds and 45% to shares.  It is managed within ranges around this mix.  The 
ranges around the benchmark are relatively narrow (plus/minus 2%).  They are therefore 
more for administrative convenience than to be used to make active decisions to enhance 
the return.  The benchmark strategy and ranges are: 
 

  Benchmark Range 

Income assets   
   Cash 8.0% 5% to 10% 
   NZ bonds 23.5% 21.5% to 25.5% 
   Overseas bonds 23.5% 21.5% to 25.5% 

Total income assets 55.0% 53% to 57% 

Growth assets   
   NZ shares 8.0% 6% to 10% 
   Australian shares 8.0% 6% to 10% 
   Overseas shares (currency hedged) 29.0% 27% to 31% 

Total growth assets 45.0% 43% to 47% 

 100%  

The information on 
Simplicity’s 
Guaranteed Income 
Fund has been taken 
from the PDS and 
Fund Update for the 
fund. 

We believe that it is 
an accurate 
description but, 
recognise that a PDS 
does not provide a 
complete explanation 
and the language 
adopted can be open 
to multiple 
interpretations. 
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The standard fees1 of Simplicity apply to the Guaranteed Income Fund.  These are $30 a 
year ($2.50 a month) plus 0.31% a year of the assets, with the provision for the deduction 
of in-fund costs.  In addition, 1.3% of the protected income base is deducted throughout 
each year, as an insurance premium and paid to LIL.   
 
Note, the protected income base in the period leading up to retirement is the total 
amount of capital that has been invested. At retirement, the total investment earnings (if 
positive) are added in and this value applies throughout retirement.  During the 
retirement period, the protected income base will almost always be higher than the 
account balance, making the insurance premium higher than 1.3% of the KiwiSaver 
account balance.  In retirement as the KiwiSaver account balance goes down with the 
payment of the GIB income, the protected income base stays the same.    
 
 
The product at work - the potential outcomes  
 
For the purposes of the analysis and to help understand the potential outcomes of 
Simplicity’s Guaranteed Income Fund, we use as a base case, a member who: 
 
a. Invests $100,000 at age 60 into the fund.  The level of the initial investment does 

not materially impact on the conclusions.  

b. Has a 1 July birthday.  1 July was chosen as it makes the calculation of the return 

earned on the annual member tax credit (MTC) easier. 

c. Earns a salary of $85,000 a year.  This determines the future level of savings ($4,259 

in the first year) relative to the current savings ($100,000).  

d. Receives salary increases equal to 2% a year.  Salary increases do not have a 

material impact on the evaluation and similar conclusions would be made had they 

been 0% or 4% a year. 

e. Contributes 3% to KiwiSaver which is matched by their employer and the relevant 

ESCT rate on the employer subsidy is 33%. 

f. Has a PIR rate of 28% throughout retirement.  For many retirees, their PIR will, if 

NZ Superannuation is their main source of other income, be 17.5%. If the PIR is 

lower, the value of the guarantee is less as the premiums paid will be marginally 

higher and the balance in the KiwiSaver account will last longer (ie will fund more 

of the GIB income), due to lower tax and so the ultimate income paid under the 

insurance policy (if any), will be less.   

We also assumed that there are no changes to the KiwiSaver rules or legislation, 

particularly tax legislation. 

 

To understand the likely outcome for an investment, it is necessary to look at the level of 
savings made ($100,000 plus the 5-years of additional KiwiSaver savings and subsidies), 
relative to the benefits ultimately received (GIB income and death benefit).  The benefits 
paid will be dependent on the net investment return (gross return less tax and fees) and 
any payments funded by the insurer.   
 
The net investment return in turn, depends on: 
 
▪ The investment strategy, and 
▪ How the strategy is implemented, and  
▪ What happens in the investment markets, less  
▪ Fees and tax.   
 
The investment strategy, how efficient it is implemented and what happens in the markets 
determines the gross return and after deducting fees and tax, gives the net return.   

If the member dies 
before the KiwiSaver 
account runs out, the 
investment return is 
low because of the 
higher fees deducted 
to fund the insurance 
premium.  This is 
expected to apply to 
most people. 
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With the Guaranteed Income Fund, because of the guarantee, the potential return may 
be more than the actual net return.  This will also apply for the members who live a very 
long time, as the GIB income continues to the date of death and could therefore be higher 
than the value of the insurance premiums paid by the member for the guarantee. 

 
 

Return assumptions 
 
To evaluate the Guaranteed Income Fund outcome relative to the alternative options, 
assumptions (guesses) are required about the future returns for each type of asset.  This 
lets the overall return of the strategy to be determined and compared on a consistent 
basis.  The future investment returns are assumed to be: 
 

Assumed average future returns (% pa) 

 
Gross 

income 
Market 

movement 
Total 
gross 

Tax @ 
28% 

Net 
return 

Cash 3.50 - 3.50 0.98 2.52 
NZ bonds 4.25 - 4.25 1.19 3.06 
Overseas bonds 4.75 - 4.75 1.33 3.42 
NZ shares1 6.00 2.00 8.00 1.68 6.32 
Australian shares1 4.50 3.50 8.00 1.26 6.74 
Overseas shares (100% hedged) 1 3.25 5.00 8.25 1.40 6.85 
Overseas shares (unhedged) 1 2.50 5.00 7.50 1.40 6.10 
      

Overall return: 4.18 1.89 6.07 1.31 4.76 
      

1 The assumed share returns are at the upper end of the range we expect the actual long-term returns will fall. 
 
Based on the benchmark strategy for the Guaranteed Income Fund, the expected average 
annual return is 6.07% before-tax and 4.76% after-tax.  Both these returns are before fees. 
 
The assumptions are for the average return and the base case scenario.  Even if the 
guesses prove to be correct, the returns each year will vary around the average and will 
at times be higher and at other times lower, including negative.  In the analysis of the 
expected outcome, the impact of variations around the average are also looked at. 
 
Different guesses about future returns will provide different overall returns.  Higher 
returns will reduce the value of the insurance and lower or more volatile returns will 
increase the potential value.   
 
Simplicity, in the example in its disclosure documentation, assumes a 6.5% gross return.  
To get a 6.5% gross return given the benchmark strategy and given the current low 
interest rate environment, the expected returns from shares would have to be at least 1% 
higher than those assumed in our analysis.  This would make the gap between the returns 
from cash and shares, higher than has been the case over the last 117 years2.  We think 
that this is unlikely, but no one knows.  Only time will tell if the future returns are 
materially higher than the long-term historical average returns for shares, which is what 
the above guesses are based on.   
 
We also think, given that the Simplicity investments in NZ bonds have a bias to 
government bonds and the cash portfolio has a short-dated maturity profile, the actual 
cash and bond returns will therefore, probably be lower than those assumed, unless 
interest rates rise soon.  If the cash and bond returns are lower than those assumed, the 
required equity return would have to be higher to get a 6.5% average return. 
 
 
  



 

 5 

mca 
Simplicity’s Guaranteed Income Fund 

Projected KiwiSaver account  
 
On the assumptions, the projected KiwiSaver account balance for the member at age 65 
is $143,606.  The year-by-year build-up of the KiwiSaver account is: 

Projected KiwiSaver account balance 

Age at start of year     60         61      62     63     64 Total 

Opening balance 100,000  107,923 116,179 124,779 133,736 100,000 
Contributions 4,259  4,344  4,431  4,519  4,610  22,163 
Administration fee -30  -30  -30  -30  -30  -150  
Management fee -317  -341  -367  -394  -423  -1,842  
Insurance premium  -1,328  -1,384  -1,441 -1,499  -1,558  -7,210  
Investment return 4,817  5,194  5,589  6,003  6,437  28,040 
MTC       521       521        521        521        521     2,605 
Closing balance 107,923 116,179 124,779 133,736 143,606 143,606 
Age at end of year     61         62      63     64     65  
       

Net return (% pa): 3.1% 3.1% 3.2% 3.2% 3.2% 3.2% 
       

Protected income base: 104,259 108,603 113,034 117,553 143,606 143,606 
 
At age 65, if the member chooses to start their GIB income, it is $276 a fortnight ($7,180 
a year, ie 5% times $143,606).  Therefore, the expected outcome for the member, if they 
invest $100,000 and save a further $22,163, is they receive an income of $276 a fortnight 
for the rest of their life and, on death, the payment of the balance in their KiwiSaver 
account (if any). 
 
The projected KiwiSaver account balance and therefore the expected average payment 
on death at different ages is: 

 
 
The year-by-year account details are shown in the appendix.  The summary of the 
KiwiSaver account over the period until it is expected to run out is:  
 
 
 
 
 
 
 
 
 
 
 
 
Based on the assumptions the KiwiSaver account runs out in the year that the member is 
91 – expected to be at 91.7 years.   
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 Account balance  

Balance at retirement 143,606  

Investment returns 105,985  
Administration fees -802  Total 

costs 
$57,699 

Management fees -7,000  
Insurance premiums  -49,897  
Income benefit paid  -191,892  
Closing balance at age 91.7 0  
   

Average net return (% pa) 2.4%  

The KiwiSaver account 
is expected to run out 
at age 91.7. 
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While the KiwiSaver account is expected to run out at age 91.7, the GIB income does not 
stop if the member is still alive.  At that point, the insurance starts and the GIB income 
continues for the balance of their lifetime. 
 
If the member dies at age 91.7, the point where the KiwiSaver account runs out, the 
expected average net return is 2.4% a year.  If they died prior to 91.7, the average return 
would vary between 3.2% a year (if they died at age 65) and 2.4% a year.  If they die after 
age 91.7 the return increases from the 2.4% a year to be 3.6% a year, if they died at age 
100 and 4.4% if at age 110.  Each of these returns should be viewed in the context of the 
assumed net-of-tax market return of 4.76% a year.  The difference represents the effective 
total fees payable. 
 
The average net returns based on death at alternative ages, are: 

 
 
The above returns are the net average returns allowing for the actual income paid and the 
residual KiwiSaver account balance payable on death (if any). 
 
This means is that if an alternative investment delivered a return higher than that shown 
for the age of death, the alternative product would be a better product from a return 
perspective.   Of course, no one knows when they will die, but if the net return was higher 
than 3.6% a year (the net return at age 100), the alternative investment would be better 
for all ages of death prior to that point.  Few retirees live beyond age 100. 
 
The average net returns reflect the gross return assumptions and the design of the 
Guaranteed Income Fund.  They are calculated assuming that the cash flows occur 
uniformly throughout the period and are after fees and tax.  Different assumptions will 
give different return outcomes, but the pattern will be similar.  What the analysis shows 
is that if the member dies prior to age 110, the expected return is less than the assumed 
market return.  The key reason for the lower return is the total fees paid.  The major fee 
is the insurance premium. 
 
 
Insurance premiums 
 
By far the greatest cost is the 1.3% premium paid each year for the insurance to provide 
for the guarantee.  Prior to retirement, the insurance premiums paid totalled $7,210 and 
in retirement totalled a further $49,897 if the member lived to age 91.7.  Overall $57,107 
or nearly 8.0 times the GIB income of $7,180.   
 
Note, at 1.3% of the protected income base, the insurance premium is just over 26% of 
the GIB income.  Therefore, with no allowance for investment returns, the insurance 
premiums fund 1 year’s income payment, post the KiwiSaver account running out, for 
every 4 years of premiums paid.  If the KiwiSaver account runs out after, say, 24 years, the 
insurance premiums would cover a further 6 years and the addition of investment returns 
for several years after that.    
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The Guaranteed 
Income Fund is a 
natural investment 
for few (if any) 
investors.  It lacks 
flexibility, has high 
fees and delivers a 
guaranteed but low 
return. 
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In retirement, the insurance premium is set based on the protected income base at 
retirement.  In most cases this is the KiwiSaver account balance at retirement but will be 
higher than the balance if the investment markets declined prior to retirement.   
 
On the assumptions, the insurance premium in retirement is $1,867 a year (1.30% times 
$143,606).   
 
While the insurance premium starts out at 1.3% of the KiwiSaver account balance at 
retirement, it becomes a higher percentage of the actual KiwiSaver account balance with 
the passage of time and therefore a higher percentage deduction.  Prior to age 85 it works 
out to be less than the investment return of 4.76%.  From age 86 as the KiwiSaver account 
balance gets small the premium gets materially larger as a percentage of the KiwiSaver 
account balance. 
 
The insurance premiums as a percentage of the KiwiSaver account balance are expected 
to be: 

 
 
 
 
 
 
 
 
 
 
 
 
 
If the member dies before age 91.7, any residual positive balance in the KiwiSaver account 
is paid to the estate.  For members who fall into this group (about 77% of all members 
(82% males, 72% females), based on the latest NZ population mortality tables), the 
outcome is a very expensive way of providing an income for life.  This is, for this group, 
because the fees were at least 1.3% a year higher than would otherwise have been the 
case.  All investments with high fee levels provide poor outcomes as a rule. 
 
If the member lives beyond age 91.7 (about 23% of all members (18% males, 28% 
females)), LIL continues to pay the GIB income until the member’s death.  To fund this, LIL 
has collected and invested the annual insurance premiums.  At the point when the 
KiwiSaver account is expected to run out (age 91.7), the accumulated insurance premiums 
(premiums plus investment returns), had they remained in the fund would have been 
$119,811.  This represents 16.7 years of payments of the $276 a fortnight, even without 
any further investment returns.  Therefore, had the insurance premiums remained in the 
account they would have funded the guaranteed income benefit until the member is age 
108.4 years, even without additional investment return.  With the investment returns, it 
would see the member through to age 121.  For members who live beyond age 91.7 but 
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die before 121 years, the Simplicity Guaranteed Income Fund simply returns less than the 
accumulated premiums paid by the member and therefore a return below that actually 
earned.   
 
For those that live beyond 121 years (ie over 56 years in retirement), it represents a return 
greater than that earned, but not materially greater.  From a practical perspective, each 
member funds their own guarantee. 
 
 
Projected KiwiSaver account if no premiums are paid 
 
It is useful to look at the projected KiwiSaver account balance if the guarantee was 
foregone and the insurance premiums were not paid (ie were retained in the KiwiSaver 
account), and the same level of income is drawn down.  By retaining the insurance 
premiums, they provide additional resources to meet the member’s income requirements 
in retirement. 
 
The projected KiwiSaver account balance, assuming the same investment strategy and 
with the same level of income being paid out, is: 

 
 
 
The projected KiwiSaver account balance is the amount that would be paid out on death.  
On the central assumptions, The better outcome arises when the guarantee is forgone 
and the insurance premiums are retained as savings.   
 
Note this comparison assumes that the premiums are retained in the GIF strategy which 
includes 45% exposure to shares.  It would be unusual for an investor to retain this level 
of shares in their strategy once they are in their 90s, particularly when they are spending 
both the investment return and the capital over their retirement.  From an investment 
perspective, having 45% in shares only works, it can be argued, when there is a guarantee 
to underwrite any loses, but not in other cases. 
 
The above shows that if the markets behave as assumed, the Guaranteed Income Fund is 
not a good way to provide for income needs in retirement.  We expect however, that the 
investment markets will not always be positive and that is the purpose of the guarantee.  
The guaranteed provides the GIB income no matter how adverse the investment market 
experience is. 
 
In practice, the actual experience will be different from that assumed and shown.  Also, 
even if the average assumption is correct, the impact of a negative return has a greater 
adverse consequence than the positive consequences of a higher positive return.   
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The outcomes if the actual investment returns are 1% higher or 1% lower before tax are 
below.  Graphs are shown for the guaranteed Income Benefit and the retained premium 
scenarios. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
If the gross return is 1% higher (ie 0.72% higher after tax), the projected account balance 
on the retained insurance premiums basis, increases and not reduces.  This is because the 
investment return at 5.48% a year after-tax, is higher than the 5% GIB income benefit. 
 
Because of the way that the markets work, the investment outcome (KiwiSaver account 
balance) may be less than the projected outcome on the assumptions, even if the 
assumptions are correct, on average.  This is because once the regular payment of the GIB 
income starts, the negative consequences of withdrawing money when returns are below 
average, are greater than the benefits of withdrawing money when they are above 
average.  This is not a concern for the investor as, no matter what happens to the 
investment markets, their GIB income is guaranteed provided LIL remains in business.  It 
helps explain however, why the insurance premium is high as LIL needs to allow for the 
worse-case scenario. 
 
Over the 26-year period between age 65 and age 91, there would be expected to be at 
least one, if not two, significant share market downturns.  The impact of the share market 
downturn is to reduce the value of the KiwiSaver account and therefore the ability of the 
KiwiSaver account to pay a fixed regular income.  Historically, when the share markets 
have declined, they have ultimately where an investor has stayed invested. 
 
If the share market declines by, say, 50% at age 70 and recovers five years later, at age 75, 
the impact on the outcomes is:  
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Under the Guaranteed Income Fund, if the share market goes down, the Guaranteed 
Income Fund account balance goes down and what would have been a temporary loss 
becomes a permanent loss as investments continue to be sold at the lower prices, to pay 
the regular income.  As a result the KiwiSaver account never full recovers.  This is one of 
the problems of a fixed investment strategy when there are regular payments greater 
than the natural income of the investment return – shares still have to be sold even when 
they are down. 
 
The investor is not concerned about the dip as their income is guaranteed, though it does 
affect their residual balance on death.  From the investor’s perspective, the account runs 
out sooner and the insurance paid guaranteed income starts sooner.  It does illustrate one 
of the risks that the insurer must manage and one of the reasons why the insurer charges 
a high premium. 
 
If the 50% share market decline occurs in the 5 years prior to age 65 (ie before retirement), 
eg age 63, and the market then recovers at say age 68 (ie after retirement), the position 
is:  
 

 
 
In respect of the expected outcomes if the fall occurs before retirement: 
 
▪ The GIB income is lower as it is based on the 5% of the total capital contributions 

paid ($122,163) as the total investment earnings are negative, ie $235 a fortnight 
versus $276. 
 

▪ Because the income is lower, when the share markets recover, the account balance 
under the Simplicity product, lasts longer and runs out at age 95.7.  In effect, the 
member funds more of their own guarantee. 

 
If a member chooses to go down the Guaranteed Income Fund option, it is better value if 
the returns prior to retirement are positive.  In most cases, if not all, a member would also 
be better off if they forgo the guarantee and retain the insurance premiums in their 
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KiwiSaver account and fund their own guarantee.  If the member does this, they should 
also think about the appropriate investment strategy in retirement to manage the 
investment risks. 
 
 
The three-bucket approach 
 
We think that a better approach is to manage investment market risks is under a “three-
bucket” approach.  Under this approach, the investment strategy is set based on when 
the money will be spent, with money to be spent in the next three years to be held in cash 
and so not subject to the risk of a negative return.  A summary of the three-bucket 
approach is on the MCA website www,mcanz.co.nz.    
 
Our preferred three-bucket approach will result in a lower return and therefore a lower 
residual balance but will also involve less risk and so less need for a guarantee.  The three-
bucket approach does not look to maximise the investment return but looks to efficiently 
balance the return with the investment risk so that the retirement income can be paid 
each year. 
 
The projected balance of the three-bucket approach relative to the Simplicity Guaranteed 
Income Fund and the retained premium option with the Simplicity investment strategy is:  

 
 

From a relative investment perspective, the GIF represents a poor investment outcome.  
An investor would likely generate a higher income for themselves by retaining the 
insurance premium each year and allowing it to increase their total savings, to provide for 
the income to be paid longer or at a higher level.   

 
Also, if the share markets halve at age 70 and recover at age 75, the projected balances 
under the Simplicity Guaranteed Income Fund and the three-bucket approach are: 

 
 

 
In contrast to the Simplicity Guaranteed Income Fund, under the more flexible investment 
strategy of the three-bucket approach, the asset value initially decreases, but recovers 

Simplicity

Retained premiums

Three-bucket

0

20,000

40,000

60,000

80,000

100,000

120,000

140,000

160,000

60 65 70 75 80 85 90 95 100

Projected KiwiSaver account balance

Simplicity

Simplicity 50% 

decline at 70

Three-bucket with 

& without decline 

at age 70

0

20,000

40,000

60,000

80,000

100,000

120,000

140,000

160,000

60 65 70 75 80 85 90 95 100

Projected KiwiSaver account balance

The three-bucket 
approach has a lower 
risk strategy that the 
Simplicity GIF with the 
premium retained. 

The three-bucket 
approach has the 
advantage that it does 
not involve realising a 
loss when the markets 
are down. 
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when the share markets recover.  This is because during the period of the decline, the 
shares were not sold, and the income was funded out of interest, dividends and the cash 
and bonds until the market recovered.   
 
The relative position if the market downturn occurs prior to retirement is: 

 
 
Under the three-bucket approach, the account balance is higher once the markets recover 
because the income drawn down is still the lower $235 amount.  At age 100 the residual 
balance would be $56,457.  Under a three-bucket approach, the higher $276 income could 
still have been paid if required.  
 
The above graphs highlight the advantage of setting the investment strategy to the reflect 
the expected expenditure.  Under such an approach, when the share market declines, the 
share bucket goes down, but the cash bucket (and often the bond bucket) stays up.  The 
regular income continues to be paid from the interest and dividends and then cash bucket 
(topped up by the bonds bucket), until the share bucket recovers.  The three-bucket 
approach provides a natural mechanism to ride out market volatility.  Also, the three-
bucket approach has a higher account balance, reflecting that the insurance premiums 
were not deducted. 
 
 
Other considerations and observations 
 
What if you require a lump sum? 
 
Some people may need a higher income because of inflation or unplanned costs.  The 
three-bucket approach lets this happen as required.   
 
In contrast the Guaranteed Income Fund lets you take a lump sum at any time, of up to 
20% of your account balance with appropriate adjustments (reductions) to the 
guaranteed income.  You can also withdraw all the account balance and cancel the 
guaranteed income at any time.  Any lump sum withdrawn means that the guarantee 
portion of the insurance premiums paid prior to the lump sum payment are foregone.  If 
the full balance is withdrawn, the impact is that the fees would have been higher than 
then should have been because of the 1.3% insurance premium.  The insurance premiums 
are lost once paid.  This is the price paid for the availability of the limited flexibility to have 
access to 20%. 
 
In contrast, under the three-bucket approach, people can take out lump sums and just 
leave less money to their dependants on their death, or let the account run out before 
death – it is their choice.  This gives more flexibility as they can take a lump sum and 
maintain their income and accept it may run out or take a lump sum and reduce their 
income, so it does not run out.  In retirement, more choice is normally better. 
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Is the investment strategy optimal? 
 
One of the features of the Guaranteed Income Fund option, is the fixed investment 
strategy.  The investment strategy involves limited exposure to cash (8%) and has bonds 
at 47% and 45% in shares.  Arguable: 
 
▪ At younger ages (eg age 60), the exposure to shares is less than optimal; 

 
▪ At older ages (eg beyond age 70) the exposure to shares is higher than optimal, 

and 
 

▪ At all ages, the level of cash relative to the level of GIB income leaves little room to 
manage risk.  This is particularly relevant at the higher ages. 

 
The fixed nature of the benchmark strategy and tight rebalancing will create challenges.  
This is illustrated by a simplified example.  Assume the returns from cash are 2.5% net, 
bonds are 3.25% net and the share market halves, as it typically does once or twice each 
generation.  The position, ignoring the negative cash flow from the payment of the GIB 
income, becomes: 
 

 Cash Bonds Shares Total 

Assets at start of year 80 470 450 1,000 
Return     2   15 -225 -208 
Assets after returns 82 485 225 792 
     

Assets after rebalancing 63 372 357 792 
Strategy (%) 8% 47% 45%  

 
The consequence of the fixed strategy is that money that was in the safety of cash (and 
bonds) and available to meet the GIB income with minimal investment risk, gets 
transferred to shares.  If the share market does not immediately recover, the temporary 
loss becomes a permanent loss, as 45% of the ongoing GIB income each year is funded by 
selling shares at the lower valuations. 
 
 
Start date of the GIB income 
 
Under the Simplicity GIF, you can choose to start the GIB income at any time from age 65 
to age 90.  The level of the income is higher at the later start dates.  If you choose age 90, 
the GIB income is 7.5% of the KiwiSaver account balance at age 90.  Therefore, ignoring 
the expected investment earnings, the KiwiSaver account funds the GIB income for 13.3 
years ie until age 103.  This highlights the poor value of the GIF option. 
 
 
Natural investors 
 
To fit into the group of investors that would naturally invest in the Simplicity Guaranteed 
Income Fund, the criteria includes: 
 
▪ You would need to be extremely risk adverse (and not trust a bank, but believe that 

LIL will be soundly capitalised in 25 years), and  
 

▪ You do not have anyone who can assist you manage your investments and do not 
have the ability and willingness to do so yourself until death, and 
 

Few investors (if any), fall 
naturally into the group 
that should invest in 
Simplicity’s Guaranteed 
Income Fund.  It lacks the 
flexibility needed by 
retirees, gives a low 
effective return and 
investors would likely be 
better off saving the 
insurance premiums and 
funding their own 
guarantee. 
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▪ There is something about your future expenditure (ie liabilities), that makes it 
critical that you have a guaranteed income until death, but not beyond death (eg 
no dependants), and   

 
▪ The critical expenditure is not subject to inflation or change, and 

 
▪ You have limited other resources.  
 
We would not expect too many people to fall into this group and for those that do, suggest 
that the three-bucket approach will still probably give a better outcome. 
 
 
Understanding annuities and guarantees 
 
One of the key reasons why Simplicity’s Guaranteed Income Fund is a poor option, relates 
to the presence of the insurance and the guarantee.  If an organisation (eg LIL) provides a 
guarantee, they need to have a high level of capital, so they can survive the worst-case 
scenario in terms of adverse experience.  Each year they must meet the RBNZ’s solvency 
requirements.   
 
The capital for solvency either comes from the investors through lower returns (ie the 
investors fund their own guarantee), or it comes from the shareholders.  The shareholders 
who provide capital to the insurer expect a 100% “equity” return on their capital and not 
a cash or bond return (or 45% equity return, 55% cash & bond return, as the Simplicity 
product investment strategy provides).   
 
The return expected by the shareholders can only come from the returns otherwise 
payable to investors and earned on the investors’ capital (ie the investors fund their own 
guarantee).  While some may come from the investors who die early, most will come from 
fees (insurance premiums) charged to the KiwiSaver account balances of the members 
that live longer than average.  This is why the expected net return is low for these 
members. 
 
The requirement to fund a guarantee and to maintain solvency levels, together with the 
high cost of distributing an annuity or guaranteed product, make the expected return 
outcomes for the investor low.  Annuities around the world have only “worked” where it 
is made compulsory to buy an annuity and where there are tax incentives/tax breaks to 
the insurer.  In these situations, the poor net return to the investor (or at least part of it) 
is funded by the taxpayer and so becomes a poor return to the taxpayer.  
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Appendix A – projected KiwiSaver account under Simplicity’s GIF 
 
 

Projected KiwiSaver account pre-retirement - GIF 

          

Year Age 
Opening 
balance Contributions 

Admin 
fees 

Management 
fees 

Insurance 
premium 

Investment 
return MTC 

Closing 
balance 

1 60 100,000 4,259 -30 -317 -1,328 4,817 521 107,922 

2 61 107,922 4,344 -30 -341 -1,384 5,194 521 116,226 

3 62 116,226 4,431 -30 -367 -1,441 5,589 521 124,929 

4 63 124,929 4,519 -30 -394 -1,499 6,003 521 134,049 

5 64 134,049 4,610 -30 -423 -1,558 6,437 521 143,606 
          

Total 100,000 22,163 -150 -1,842 -7,210 28,004 2,605 143,606 

         
Projected KiwiSaver account post-retirement - GIF 

 

Year Age 
Opening 
balance 

Benefit 
payments 

Admin 
fees 

Management 
fees 

Insurance 
premium 

Investment 
return  

Closing 
balance 

6 65 143,606 -7180 -30 -434 -1,867 6,603  140,698 

7 66 140,698 -7180 -30 -425 -1,867 6,465  137,661 

8 67 137,661 -7180 -30 -416 -1,867 6,321  134,489 

9 68 134,489 -7180 -30 -406 -1,867 6,170  131,176 

10 69 131,176 -7180 -30 -395 -1,867 6,013  127,717 

11 70 127,717 -7180 -30 -385 -1,867 5,849  124,104 

12 71 124,104 -7180 -30 -374 -1,867 5,677  120,330 

13 72 120,330 -7180 -30 -362 -1,867 5,498  116,389 

14 73 116,389 -7180 -30 -350 -1,867 5,311  112,273 

15 74 112,273 -7180 -30 -337 -1,867 5,116  107,975 

16 75 107,975 -7180 -30 -324 -1,867 4,911  103,485 

17 76 103,485 -7180 -30 -310 -1,867 4,698  98,796 

18 77 98,796 -7180 -30 -295 -1,867 4,476  93,900 

19 78 93,900 -7180 -30 -280 -1,867 4,243  88,786 

20 79 88,786 -7180 -30 -264 -1,867 4,000  83,445 

21 80 83,445 -7180 -30 -248 -1,867 3,747  77,867 

22 81 77,867 -7180 -30 -230 -1,867 3,482  72,042 

23 82 72,042 -7180 -30 -212 -1,867 3,205  65,958 

24 83 65,958 -7180 -30 -193 -1,867 2,916  59,604 

25 84 59,604 -7180 -30 -174 -1,867 2,615  52,968 

26 85 52,968 -7180 -30 -153 -1,867 2,300  46,038 

27 86 46,038 -7180 -30 -132 -1,867 1,970  38,799 

28 87 38,799 -7180 -30 -109 -1,867 1,627  31,240 

29 88 31,240 -7180 -30 -86 -1,867 1,268  23,345 

30 89 23,345 -7180 -30 -61 -1,867 893  15,100 

31 90 15,100 -7180 -30 -36 -1,867 501  6,488 

32 91 6,488 -5212 -22 -9 -1,355 110  0 
          

Total 143,606 -191,892 -802 -7,000 -49,897 105,985  0 
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Appendix B – projected KiwiSaver account (same strategy no guarantee) 
 
 

Pre-retirement – Same GIF strategy no guarantee 

          

Year Age 
Opening 
balance Contributions 

Admin 
fees 

Management 
fees 

Insurance 
premium 

Investment 
return MTC 

Closing 
balance 

1 60 100,000 4,259 -30 -317  4,849 521 109,282 

2 61 109,282 4,344 -30 -345  5,292 521 119,064 

3 62 119,064 4,431 -30 -376  5,758 521 129,368 

4 63 129,368 4,519 -30 -408  6,249 521 140,219 

5 64 140,219 4,610 -30 -442  6,767 521 151,645 
          

Total 100,000 22,163 -150 -1,888 0 28,915 2,605 151,645 

         
Post-retirement – Same GIF strategy no guarantee 

 

Year Age 
Opening 
balance 

Benefit 
payments 

Admin 
fees 

Management 
fees 

Insurance 
premium 

Investment 
return  

Closing 
balance 

6 65 151,645 -7180 -30 -459  7,029  151,005 

7 66 151,005 -7180 -30 -457  6,999  150,337 

8 67 150,337 -7180 -30 -455  6,967  149,639 

9 68 149,639 -7180 -30 -453  6,934  148,910 

10 69 148,910 -7180 -30 -450  6,900  148,150 

11 70 148,150 -7180 -30 -448  6,863  147,355 

12 71 147,355 -7180 -30 -446  6,826  146,525 

13 72 146,525 -7180 -30 -443  6,786  145,658 

14 73 145,658 -7180 -30 -440  6,745  144,753 

15 74 144,753 -7180 -30 -438  6,702  143,807 

16 75 143,807 -7180 -30 -435  6,657  142,819 

17 76 142,819 -7180 -30 -432  6,610  141,787 

18 77 141,787 -7180 -30 -428  6,561  140,710 

19 78 140,710 -7180 -30 -425  6,510  139,585 

20 79 139,585 -7180 -30 -422  6,457  138,410 

21 80 138,410 -7180 -30 -418  6,401  137,183 

22 81 137,183 -7180 -30 -414  6,343  135,902 

23 82 135,902 -7180 -30 -410  6,282  134,564 

24 83 134,564 -7180 -30 -406  6,218  133,166 

25 84 133,166 -7180 -30 -402  6,152  131,706 

26 85 131,706 -7180 -30 -397  6,083  130,182 

27 86 130,182 -7180 -30 -392  6,010  128,590 

28 87 128,590 -7180 -30 -387  5,935  126,928 

29 88 126,928 -7180 -30 -382  5,856  125,192 

30 89 125,192 -7180 -30 -377  5,773  123,378 

31 90 123,378 -7180 -30 -371  5,687  121,484 

32 91 121,484 -7180 -30 -365  5,597  119,506 
          

Total 151,645 -251,300 -1,050 -14,029 0 214,904  119,506 
 
 1 The standard fees shown are those as disclosed in the PDS.  The actual fees may be different (higher) as Simplicity has the 

right to recover certain expenses. 
2 Last 117 years from 1900 to 2016, source: Global Investment Returns Year Book 2017 published by Credit Suisse in 

conjunction with the London Business School. 
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