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OVERVIEW

The consensus that retirement income should be 
the primary goal of superannuation and the federal 
government’s plan to enshrine an objective in legislation 
will require a change in focus for investment managers 
around the risks they manage and the options they 
provide investors.

In its response to the financial system inquiry, the 
government also agreed to remove impediments to 
retirement income products and for the publication, 
where practical and cost-effective, of income  
projections on members’ statements.

As always, though, the devil is in the detail. While 
publishing income projections is a good idea, this 
information must be meaningful for investors if it is to 
be of much use.  

That means participants should be able to see not  
only what they may be able to afford in retirement,  
but the uncertainties around those projections.  
They should also be given investment options to help 
manage those uncertainties so that confidence in the 
income projections being realised increases as they  
near retirement. 

If their plans are not on track, they need to be made 
aware of their options, whether it is saving more, 
working longer, or otherwise adjusting their  
expectations for retirement. 
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We also must be mindful of the nature of the risks 
that may affect retirement income. For example, 
if the underlying solution is not managing market 
risk, inflation risk and interest rate risk, are the 
income estimates actually useful?



MANAGING THE RIGHT RISKS

If income is the goal, we need to think about risk 
management in different ways. Currently, many of the 
retirement options offered to savers in Australia may be 
managing non-crucial risks, sacrificing asset growth 
goals with no clear benefit relative to an income goal. 

Interest rates impact how much income can be generated 
from any sum of money. Let’s say you put $300,000 into  
a term deposit in Australia when deposit rates were 
around 7%. By the time you retired, five years later, rates 
had fallen to 2.5%. What that means is the interest from 
that deposit has been cut from $21,000 to $7,500, a  
64% decline.

Inflation also impacts the lifestyle you can afford in 
retirement. Using another example, say inflation is 
running at 2% per annum over the five years before 
you retire. The real value of your nest egg in wealth and 
income terms drops 9%. With an inflation rate of 4%, the 
decline is 19%.

If the volatility of an account balance is all that is being 
managed, employees will not be in a position to know 
how much inflation-adjusted income that balance can 
provide when they retire from the workforce.

Just about everyone who saves or invests does so to 
support some future consumption. We know that the 
key to any asset allocation is to identify the right hedging 
asset for a given liability. 

So if you want to reduce the volatility of your account 
balance, you can invest in assets that are stable in wealth 
terms, like term deposits or short-term fixed interest.  
But short-term fixed interest is the wrong hedging asset 
if you are seeking to manage income risk. Instead, you 
end up accepting a lower expected return with no clear 
benefit relative to an income goal.  

Figure 1, using US data as an illustrative example, shows 
how risk and return characteristics differ when looked at 
through an income lens.

The left-hand chart shows that when managing the 
volatility of an account balance, short-term government 
bonds are a fine hedge. But the right-hand side shows if 
you are managing toward income, those same securities 
become much more volatile.
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The S&P data is provided by Standard and Poor’s Index Services Group. Indices are not available for direct investment.
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Return Volatility vs. Income Volatility  
Risk/return characteristics differ when examined through the income lens 

When examined through the income risk and inflation lens, 
short-term bonds appear more volatile. 

MONTHLY RETURN: WEALTH UNITS 
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MONTHLY RETURN: INCOME UNITS 

Monthly returns in income units are the returns of the S&P/BG  
Cantor 0-1 Treasury Bond Index adjusted by monthly change in the 
cost of a $1 cash flow for 25 years starting in January 2015. 

Monthly returns in wealth units are the returns of the S&P/BG  
Cantor 0-1 Treasury Bond Index (January 2003–December 2014).  
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To hedge a retirement income liability, we need to devise 
a solution that manages relevant risks– among them 
rising inflation and interest rates.

How do we manage these risks? We can conceptualise 
our retirement liability as a series of equal inflation-
adjusted payments from retirement to life expectancy.

This future liability looks a lot like a bond. The series of 
payments, like any bond, has a duration. By investing in 
a portfolio of inflation-protected instruments that match 
the duration of those payments, we construct a strategy 
that hedges interest rate and inflation risk.

DB, DC AND A MIDDLE WAY

The idea of buying assets today that hedge a future 
liability is called “liability-driven investing” and is an 
approach that is commonly used among the old defined 
benefit (DB) pension plans that used to prevail in 
Australia before the introduction of defined contribution 
(DC) superannuation in 1992.

A DB plan is designed to provide a predetermined 
retirement benefit to members either in the form 
of a specific dollar amount or as a percentage of 
compensation. In a DC plan, individuals contribute to 
their fund through their working lives, but they do not 
know how that may translate to supporting income once 
they stop working. 

There are a number of advantages in DC plans, such as 
member control and better portability. On the other 
hand, the individual carries all the investment risk and 
must make often complex asset allocation decisions 
about issues in which they have little or no expertise.

A middle way is to use two key principles established by 
lifecycle research in financial economics. 

The first principle says that investors derive utility from 
being able to afford a steady stream of consumption 
through retirement. That suggests the risk management 
framework should be designed to effectively deal with 
uncertainty risk around that goal.

Every asset allocation involves a trade-off between 
growth assets and risk-hedging assets. If the goal 
is retirement income, the right measure of risk is 
uncertainty about income. And the right trade-off is 
between income risk management and the opportunity 
of growing income.

The second principle is that investors should make saving 
and asset allocation decisions based on various sources of 
capital throughout their lifecycle.

Fund members have two main sources of capital to 
fund future consumption - today’s financial assets and 
expected future savings from their human capital. For 
most investors, the human capital component tends to be 
less risky than equities.

This means that at the beginning of members’ working 
lives, they tend to have little financial wealth. The 
majority of their total wealth consists of future savings 
from human capital. As time progresses, members 
convert future savings into financial assets.

So the right asset allocation approach should be to 
manage the trade-off between assets for income-growth 
(increasing the balance available to draw income from) 
and assets for income risk management. 

This relationship drives changes in the allocation to 
income-growth and income risk management assets. 
Early in life, the focus is on income-growth assets. 
Later, as human capital is depleted, the focus shifts to 
income risk management assets – duration-matched 
inflation-protected securities. The focus on income risk 
management should continue throughout retirement.

Figure 2 over the page shows how this might work  
in practice. 
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For illustrative purposes only. Not guaranteed. Based upon the market observations of Dimensional Fund Advisors LP. 

Making the Risk-Return Tradeoff 

Contributions invested in  
income-growth assets— a  
diversified portfolio of global  
equities and fixed income 

Any increase in value of income-
growth assets can be invested 
toward more income risk 
management assets later 

Investment focus shifts from  
income growth to income risk 
management, with more  
portfolio assets invested in  
inflation-protected securities 

As you draw from your savings,  
the portfolio is invested in assets 
designed to help manage income 
uncertainty 
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Figure 2 MAKING THE RISK-RETURN TRADEOFF

SUMMARY

Supplying fund members with retirement income projections from DC superannuation schemes, as 
proposed by the federal government in its response to the financial system inquiry, is a worthy idea.

The government is also to be praised for its intention to enshrine in legislation an actual goal  
for superannuation.

The primary goal of retirement savings should be to provide a steady stream of income for people 
when they stop working. So a primary risk for people is uncertainty about how much income they 
can afford in retirement. 

An ideal solution would allow participants to invest toward retirement income over time, and seek to 
protect those investments from inflation and market risks. 

Providing relevant information to investors alongside solutions that manage the right risks can be a 
powerful combination in pursuing better retirement outcomes.



This material contains non-actual performance data and is not indicative of future results. The back tests apply to index performance designed 
with the benefit of hindsight without taking into account a number of portfolio management considerations adhered to in the ordinary course 
of managing the portfolio which could not be replicated in the context of the historical back-tests. Such considerations would be factored into 
the results of a live portfolio, but are not factored into the model results. The impact of including such considerations that were not included 
in the model in the actual portfolio may be material. Actual implementation of profitability may result in lower returns than the back-tested 
results achieved with the benefit of hindsight. The back-test results are un-audited and are hypothetical. They do not represent actual trading 
and therefore do not reflect the actual transaction costs that may be incurred, nor do they take into account the potential impact that material 
economic, political, market or other conditions could have on the management of such a strategy had this been an actual investment portfolio. 
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