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We believe investors can improve how they plan for future
expenditures.
• Focus on expected expenses instead of income replacement.
• Do not assume expenses will always systematically increase by
inflation.
• Utilize an age-banding approach based on phases of
retirement.
• Pay particular attention to the impact of healthcare expenses
throughout retirement and long-term care expenses in the
second half of retirement.
When planning for retirement spending, one popular approach is
to calculate an "income replacement rate" to estimate expenses
at the start of retirement and then assume that spending will
increase by inflation for the duration of retirement. The replacement
rate approach, while useful as a first approximation, in our view,
can be improved upon during the retirement planning process. In
this report, we discuss why retirement spending doesn't follow a
straight-line path, some of the major uncertainties associated with
forecasting spending in retirement, and ways to use age-bands to
improve spending estimates.

The problem with replacement rates
Income replacement rates are fairly straightforward conceptually.
Once you retire, there are some expenses that decrease or disappear
entirely, like taxes and saving for retirement. Because you no longer
have these expenses, you don't need to replace all of your income to
maintain the same standard of living. For instance, if you save 10%
of your pre-retirement income and pay 20% in taxes, you might only
need to replace 70-75% of your preretirement income (depending
on your tax rate in retirement) to maintain the same standard of
living after retirement.
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There are many studies available that look at estimated replacement
rates. They generally find that higher-income households have lower
replacement rates (since they have higher tax burdens that will decline
in retirement and also tend to save a higher percentage of income),
but that replacement rates level out as income increases. One of the
most popular replacement rate studies, Aon Consulting's Replacement Ratio Study1, found typical replacement rates range between
76-94%, depending on a range of demographic and income criteria.
Replacement rates are a reasonable initial approximation of retirement income needs, but shouldn't be a primary planning tool for
any household. Since replacement rates are generalizations based on
averages for retirees, they are too imprecise to be useful for any particular household. Small differences between your particular situation
and the "average" replacement rate could have significant long term
implications for your retirement plan. Current income is also a poor
guide for future spending, since the composition of how we spend
changes at and throughout retirement.

Fig 1: We consume less education and more
healthcare as we age
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What do retirees spend their money on?
There are three important factors to think about in regards to how
you will spend in retirement. First, the composition of your spending
will usually change over time. Second, the volume of spending that
you do will likely decline in inflation-adjusted terms. Finally, expenses
associated with long term care have a significant impact on spending
once you are in your mid-80s.

Fig. 2: Expenditures evolve throughout retirement
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The Bureau of Labor Statistics' (BLS) Consumer Expenditures Survey
provides helpful insight into how the composition of our spending will
likely change in retirement. We've simplified the BLS data into nine
categories across six age groups (Fig. 1) that allows us to see general
trends across the life cycle. Focusing in on pre-retirement (age 55-64)
versus post-retirement spending (Fig. 2) makes it clear that that are
some dominant trends: housing and healthcare make up an increasingly large percentage of households spending, whereas spending
on personal insurance and pensions declines substantially post-retirement.
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Source: Bureau of Labor Statistics, UBS

The picture for other categories is a bit more muddled and makes a
case for a "phased" view of retirement. Transportation increases as a
percentage of overall spending for the 65-74 age band before declining in the 75+ age band. The same pattern holds for entertainment.
Cash contributions, defined by the BLS as " cash contributed to persons or organizations outside the consumer unit, including alimony
and child support payments; care of students away from home; and
contributions to religious, educational, charitable, or political organizations2", appear to decrease before increasing significantly as a percentage of overall expenditures.
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As the composition of spending shifts, the total volume of spending
changes as well. Using data from the Consumer Expenditures Survey
along with the RAND Health and Retirement Study, research at Morningstar3 found that retirement spending follows more of a "smile"
pattern, with spending decreasing in real terms by about 1% per year
and then increasing again later in retirement (Fig 3). This data generally refutes the notion that spending will increase along with inflation
throughout retirement.

Fig. 3: The retirement spending "smile"
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Healthcare and long term care costs, of course, represent major reason for increased spending once we reach our mid-80s, but there's
a lot less certainty around the magnitude and timing of those expenditures than expenses earlier in retirement (Fig. 4). Our report, "Long
term care: What to do now4," found that while a healthy 65-year old
couple has an 85% chance of using some type of long term care,
expenses will range significantly. The breakdown shows 64% of couples will spend more than USD 100,000, 25% will spend more than
USD 500,000, and about 10% will incur expenses above USD 1 million.
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Fig. 4: The retirement spending "smile" with
healthcare uncertainty
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Using retirement phases to improve estimates of
future expenses
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The UBS Investor Watch report "80 is the new 60" found that
investors expect to go through three distinct phases of retirement,
which were categorized as (1) Transition: Still working, but in a
reduced or different capacity, (2) My Time: a period focused on travel and leisure, and (3) The Last Waltz: when they will lead a relaxed,
simpler life during which health issues will become the focus5.
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Other research has found similar phases to retirement, and the expenditure data discussed earlier provides additional evidence that priorities and lifestyle shift during retirement. By translating phases of
retirement into "age bands" investors can integrate retirement phases into their expense planning. Doing so can improve and simplify the
planning process while also helping to crystalize goals and objectives
at various points in retirement.
For example (Fig. 5), a family might enter the "Transition" stage at 55
and intend to stay in it – spending roughly the same amount of money
per year – through age 67. Then at age 68, they begin the "My Time"
stage, which would involve higher expenses due to travel and leisure.
They also assume that they'll reduce their activity level a little bit less
each year as they get older. Finally, their "Last Waltz" stage starts at
age 80, at which point they plan to move to a continuing care retirement community (CCRC). They have a reasonable estimate of how
much their living and long term care expenses will be at the CCRC,
and build in an assumption that those ongoing costs will increase at
a rate of inflation+ 2%.
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Fig. 5: Three phases of retirement for a hypothetical family
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Of course, every family is different. Some retirees don't have a Transition stage. Others might extend shorten or extend "My Time." The
details of an expense plan should be specific to every household, but
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the retirement phase framework can be useful for everyone as they
attempt to add precision to their plan.
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In Conclusion: Planning better
Drawing from the research and evidence discussed above, we believe
investors can improve how they plan for future expenditures.
1. Focus on expected expenses instead of income replacement.
2. Do not assume expenses will always systematically increase by inflation.
3. Utilize an age-banding approach based on phases of retirement.
4. Pay particular attention to the impact of healthcare expenses
throughout retirement and long term care expenses in the second half
of retirement.
We believe an approach that incorporates all of these components
is likely to provide real benefits when constructing a retirement plan.
It's also important to remember that plans are meant to be updated.
Families can, and do, change their objectives. The plan provides a basis
and starting point for making those changes, and understanding the
tradeoffs along the way.
http://www.aon.com/about-aon/intellectual-capital/attachments/human-capital-consulting/RRStudy070308.pdf
https://www.bls.gov/cex/csxgloss.htm#expn
3
https://corporate.morningstar.com/ib/documents/MethodologyDocuments/ResearchPapers/Blanchett_True-Cost-ofRetirement.pdf
4
Available at: https://www.ubs.com/us/en/wealth/research/your-wealth-and-life.html
5
https://www.ubs.com/microsites/ubs-investor-watch/en/home.html
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Appendix
Disclaimer
Research publications from Chief Investment Office Americas, Wealth Management, formerly known as CIO Wealth
Management Research, are published by UBS Wealth Management and UBS Wealth Management Americas, Business
Divisions of UBS AG or an affiliate thereof (collectively, UBS). In certain countries UBS AG is referred to as UBS SA. This
publication is for your information only and is not intended as an offer, or a solicitation of an offer, to buy or sell any
investment or other specific product. The analysis contained herein does not constitute a personal recommendation or
take into account the particular investment objectives, investment strategies, financial situation and needs of any specific
recipient. It is based on numerous assumptions. Different assumptions could result in materially different results. We
recommend that you obtain financial and/or tax advice as to the implications (including tax) of investing in the manner
described or in any of the products mentioned herein. Certain services and products are subject to legal restrictions and
cannot be offered worldwide on an unrestricted basis and/or may not be eligible for sale to all investors. All information
and opinions expressed in this document were obtained from sources believed to be reliable and in good faith, but no
representation or warranty, express or implied, is made as to its accuracy or completeness (other than disclosures relating
to UBS). All information and opinions as well as any prices indicated are current only as of the dateof this report, and are
subject to change without notice. Opinions expressed herein may differ or be contrary to thoseexpressed by other business
areas or divisions of UBS as a result of using different assumptions and/or criteria. At any time, investment decisions
(including whether to buy, sell or hold securities) made by UBS and its employees may differ from or be contrary to the
opinions expressed in UBS research publications. Some investments may not be readily realizable since the market in the
securities is illiquid and therefore valuing the investment and identifying the risk to which you are exposed may be difficult
to quantify. UBS relies on information barriers to control the flow of information contained in one or more areas within
UBS, into other areas, units, divisions or affiliates of UBS. Futures and options trading is considered risky. Past performance
of an investment is no guarantee for its future performance. Some investments may be subject to sudden and large falls
in value and on realization you may receive back less than you invested or may be required to pay more. Changes in FX
rates may have an adverse effect on the price, value or income of an investment. This report is for distribution only under
such circumstances as may be permitted by applicable law.
Distributed to US persons by UBS Financial Services Inc. or UBS Securities LLC, subsidiaries of UBS AG. UBS Switzerland
AG, UBS Deutschland AG, UBS Bank, S.A., UBS Brasil Administradora de Valores Mobiliarios Ltda, UBS Asesores Mexico,
S.A. de C.V., UBS Securities Japan Co., Ltd, UBS Wealth Management Israel Ltd and UBS Menkul Degerler AS are affiliates
of UBS AG. UBS Financial Services Incorporated of Puerto Rico is a subsidiary of UBS Financial Services Inc. UBS Financial
Services Inc. accepts responsibility for the content of a report prepared by a non-US affiliate when it distributes reports
to US persons. All transactions by a US person in the securities mentioned in this report should be effected through a
US-registered broker dealer affiliated with UBS, and not through a non-US affiliate. The contents of this report have not
been and will not be approved by any securities or investment authority in the United States or elsewhere. UBS Financial
Services Inc. is not acting as a municipal advisor to any municipal entity or obligated person within the meaning of Section
15B of the Securities Exchange Act (the "Municipal Advisor Rule") and the opinions or views contained herein are not
intended to be, and do not constitute, advice within the meaning of the Municipal Advisor Rule.
UBS specifically prohibits the redistribution or reproduction of this material in whole or in part without the prior written
permission of UBS. UBS accepts no liability whatsoever for any redistribution of this document or its contents by third
parties.
Version as per September 2017.
© UBS 2018. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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