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R
ecently, we have seen many individuals taking 
lump sum distributions at retirement. It may be 
that some retirees are seeking outside advice, but 
we believe they are also looking for certainty and 
less volatility.

The most telling sign, in our view, is the sig-
nificant difference between the asset allocations 

of most superannuation default options and individual retiree ac-
counts. When retirees take matters, or assets, into their own hands, 
they are allocating greater amounts to lower-risk, income-generating 
investments, and less to higher-risk, growth-oriented assets, such as 
equities, incorporating their capacity for risk.

These trends clearly show that superannuation fund asset allo-
cation strategies have been appropriate for members accumulating 
funds, but as more and more individuals approach retirement, those 
same strategies may not be meeting the needs of retirees. As a result, 
many funds are now revisiting the asset allocation strategies in their 
investment default options, which are typically 75% in growth assets 
and 25% in income assets.

We believe an investment default option should meet two criteria: 
maximise the likelihood that the majority of members will meet their 
retirement income needs and in the process, incorporate members’ 
capacity for risk.

Funds that target a retirement income replacement goal and are 
‘outcome-oriented’ are therefore likely to be the next generation of 
funds. And more specifically, lifecycle strategies, which not only 
focus on the outcome but also take into account participants’ risk 
capacity by gradually increasing allocations to lower risk assets as 
members approach retirement, are an attractive investment default 
option for both participants and the super funds.

how risk-averse are retirees?
The concept of ‘human capital’ helps explains why workers tend to 
become more risk-averse over time. Our own personal human capi-
tal is the net present value of our future earning capacity. As Bodie, 
Merton and Samuelson found, individuals with more labour supply 
flexibility are more likely to invest larger proportions of their portfo-
lios in risky assets, regardless of age, because of the insurance com-
ponent that flexible labour supply provides. The decision to retire 
affects human capital and therefore should affect asset allocations for 
retirees and those approaching retirement. Think about how much 
you enjoyed a rollercoaster at the age of 10, but imagine getting on 
one now or at the age of 70. When would you enjoy the ride most?

So we know that retirees are risk-averse, but just how risk-averse 
are they? A common theory states that the pain of losing $100 is 
twice the pleasure of winning $100. Eric Johnson from Columbia 
University asked a number of retirees, “How much would you be 
willing to risk for a 50/50 chance of winning $100?” and offered the 
following options:

•	 not even $10

•	 $10

•	 $50

•	 more than $50
How much would you be willing to risk? The results showed that 

nearly 50% of retirees would not even risk $10, and only 15% would 
risk more than $10 for a 50/50 chance of winning $100. In further 
research, Johnson found that retirees are up to five times more sensi-
tive to losses than the average person (AARP and ACLI, 2007), a 
phenomenon called ‘hyper loss aversion’. Now imagine a retiree suf-
fering a 30% loss to a superannuation portfolio. We know that this 
is possible given the current asset allocation of most default superan-
nuation funds: 75% in growth assets and 25% in income assets.
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the quote

The decision to retire 
affects human capital 
and therefore should 
affect asset allocations 
for retirees and 
those approaching 
retirement.

defining success in a retirement plan
Super funds are eager to stem the loss of assets as work-
ers retire. The problem raises several questions. Is the 
current asset allocation approach in Australia the best 
approach to achieve success for a retiree? Do you be-
lieve ‘to act in your members’ best interest’ means de-
signing funds aimed at meeting a member’s retirement 
income needs? Most trustees would answer yes, but to 
begin designing solutions, they must define success. 
What does success look like for a retiree, for a superan-
nuation fund and for an investment manager?

For an individual member, we at PIMCO define a 
good outcome as the ability of the retirement fund to 
replace 50% of income at retirement while keeping up 
with inflation. As the mandatory savings regime is in 
place for longer and the rate at which Australians are 
saving has increased and will continue to increase in 
the future, savings upon retirement should be able 
to support this replacement rate given an appropri-
ate asset allocation strategy. Therefore, for a super-
annuation fund, we can define success as delivering 
real income replacement to the majority of members 
regardless of the economic environment; that is, most 
members should reach the 50% real income replace-
ment target. This is very different from having some 
members with extremely high returns and some with 
extremely low returns, leading to an average outcome 
that means nothing to individual members because 
the distribution of outcomes is so great. Finally, we 
believe success for an investment manager is meeting 
the risk and return targets defined by the superannua-
tion fund.

global trend toward de-risking
Pension systems around the world are adopting ap-
proaches that encourage and even require savers to move 
toward less risky assets as they approach retirement, or 
as their human capital decreases in value. This reflects 
individuals’ changing objectives as they approach retire-
ment and become more focused on preserving assets as 
opposed to accumulating savings. Mandatory defined 
contribution systems in other countries – similar to the 
Australian superannuation system – either limit fund 
choice or limit equity exposure as individuals’ age, thus 
incorporating members’ capacity for risk.

Although the U.S. has a different pension system, its 
pension industry went through a regulatory review in 2006 
similar to the one now underway in Australia. Prior to the 
review, and subsequent reform, many default options in 
pension funds had been invested mainly in money market 
instruments. Lifecycle strategies (or target-date strategies), 
which shift allocations from higher-risk growth assets to 
lower-risk income-oriented assets over time based on par-
ticipants’ ages or expected retirement dates, were approved 
by the government as a Qualified Default Investment Al-
ternative (QDIA). But the initial industry reaction was that 
these lifecycle strategies were too risky compared to money 
market funds. Now, just six years later, lifecycle strategies 
are the number one QDIA in the U.S.

While lifecycle strategies have evolved quite significantly 
over that time, it is interesting to note the initial reaction in 
the U.S. to lifecycle strategies in contrast to the Australian 
perspective. Historically, default options in Australia have 
been skewed to growth assets and the industry perspective 
has been that the lifecycle approach is not risky enough.

www.fsadvice.com.au
Volume 07  Issue 03  |  2012

45

FS Advice the austraLian JOurnaL Of financiaL pLanning•

Superannuation and retirement planning

figure 1.  comparing returns from a 75% growth / 25% income portfolio and a lifecycle strategy

Model assumptions of superannuation contributions, real wage growth, drawdown percentage and indexation of retirement drawdowns.  

For further information on asset allocations and model assumptions, refer to appendix.      Source: PIMCO



figure 2.  maximum annual loss potential: 75% growth, 25% income 
approach vs. lifecycle approach
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 In our view, there has been too much focus on peer 
risk and average outcomes, both meaningless measures 
to the individual member.

This approach to success requires a sophisticated 
model that incorporates individual member information. 
Super funds may have to calculate some of this informa-
tion based on assumptions. For example, while not an ex-
act science, a fund may have to calculate an individual’s 
salary based on the required 9% contribution rate.

comparing the 75/25 and lifecycle 
approaches
In our view, incorporating member characteristics in the 
asset allocation decision, where possible, is best practice 
and in members’ best interests. Of course we would all 
like a tailored superannuation fund to meet our individ-
ual needs, but we can also appreciate the scale and effi-
ciency benefits, as well as the expertise in asset allocation 
and financial markets, that a superannuation fund can 
offer. Incorporating age into the asset allocation decision, 
in particular, takes into account an individual’s human 
capital, or their capacity for risk.

To see the difference between the typical default in-
vestment option for most super funds and an approach 
that incorporates members’ capacity for risk, let us com-
pare the 75/25 asset allocation default approach to an au-
tomatic lifecycle approach in which more is allocated to 
lower-risk income assets as an individual gets older.

Figure 1 illustrates the simulated outcomes of 1,000 
members using an assumed t-distribution to model un-
derlying portfolio returns. Each point represents the an-
nualised rate of return over a period of 40 years for each 
member. We assumed retirement at 60 years of age and 
the goal of providing 50% income replacement indexed 
to inflation for 30 years. (Note that the lifecycle portfolio 
in this example has not been optimised to maximise re-
turns in light of market risk for the various asset classes.)

As Figure 1 shows, the lifecycle strategy delivers re-
turns in line with the goals of the majority of superan-
nuation fund members (not the average member), trad-
ing away some upside return for greater certainty, while 
incorporating each member’s capacity for risk (based 
on age). We believe a lifecycle strategy delivers value 
compared to the 75/25 balanced portfolio because more 
members can get closer to the median or target outcome 
over time. While average performance might be greater 
for the 75/25 balanced portfolio, more members achieve 
the desired lifestyle, or target, with the lifecycle approach.

To meet our definition of success and provide enough 
retirement income for the majority of participants, the 
default strategy should achieve an acceptable median 
outcome or middle outcome, as well as a tight distribu-
tion around that middle outcome. This enables a super 
fund trustee to deliver a consistent outcome across mem-
bers over different time horizons.

We can compare the two approaches in another way by 
thinking about retirees’ hyper loss aversion – retirees are 

table 1. asfa risk measures and categories

         estimated number of negative annual 
factor  risk label              retrurns over any 20 year period

1 Very low   less than 0.5

2 low   0.5 to less than 1

3 low to medium  1 to less than 2

4 Medium   2 to less than 3

5 Medium to high  3 to less than 4

6 High   4 to less than 6

7 Very high   6 or greater

*In order to ensure true to label disclosure, the investment option label ‘Convervative’ should only be 

utilised where the estimated number of negative annual returns over any 20 year period is less than two.

*Maximum 12 month loss is defined as the average expected loss at 99.5% confidence level for an annual 

time horizon. Shown as positive percentage. Refer to Appendix for additional performance and fee, 

hypothetical example, investment strategy, portfolio analysis and risk information. Source: PIMCO

figure 3. asfa risk measures applied to 75/25 default vs lifecycle

*Note – risk class of 80 onwards is estimated by doubling the loss frequency of the 80-89 age bucket
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five times more sensitive to losses than other members. 
Figure 2 presents the potential maximum annual loss 
for the 75/25 strategy and the lifecycle strategy over the 
life of an individual. Examining potential losses in both 
strategies is important because retirees have very little 
ability to recover from losses; they are already drawing 
down their savings and have much less time than young-
er workers to make up losses.

We can further compare the two strategies by 
applying the new risk measures from the Association 
of Superannuation Funds of Australia (ASFA), as 
shown in Figure 3. The lifecycle approach clearly better 
incorporates members’ capacity for risk.

conclusion
As we look to the future, we believe markets will be 
significantly volatile with subdued returns. PIMCO’s 
outlook recognises a fundamental and ongoing trans-
formation of the global economy and financial markets. 

We anticipate more government regulation and market 
intervention, as well as much slower global growth over 
the next several years. Unfortunately, this environment 
poses significant concerns for the majority of Austral-
ians, who are increasingly dependent on their superan-
nuation fund for retirement income security.

As the industry evolves, superannuation funds will 
begin to provide more sophisticated accumulation and 
decumulation strategies. Because most members will 
likely look to their super funds for retirement income so-
lutions, designing superannuation funds to meet a spe-
cific retirement income goal is a critical starting point. 
‘Outcome-oriented’ funds, such as lifecycle strategies, 
focus on retirees’ goals and aim to minimise risk and 
reduce volatility in meeting needed income replacement 
levels. They also incorporate members’ capacity for risk 
while achieving acceptable median outcomes and tighter 
distributions of outcomes than the 75% growth / 25% 
income asset allocation typical in today’s investment de-
fault options. fs
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In our view, 
incorporating member 
characteristics in 
the asset allocation 
decision, where 
possible, is best practice 
and in members’ best 
interests.

appendix

PIMCO’s methodology involves a Monte Carlo simulation of 1000 trials 
each simulating 70-year portfolio outcomes. Sampling is done from 
a Student t-distribution with four degrees of freedom as motivated by 
Platen and Sidorowicz (2007), who found the t-distribution did a superior 
job of capturing the fat tails seen with historical return data than the 
more typical normal distribution.
Note that we used an average asset allocation of lifecycle strategies in 
the U.S. and the risk/return characteristics were derived from real asset 
class risk/returns over the past 20 years.

assumptions
Base case assumptions

Starting salary  $35,000

Real annual wage increase 1%

Superannuation contribution rate  7 to 10% over 40 years

Contribution schedule  1–10 years (7%); 11–20 years (8%);  
21–30 years (9%); 31–40 years (10%)

Retirement age  60 years

Drawdown rate  50% of final salary over 30 years, indexed at 3.5% Inflation rate – 2.5%

market conditions
Turbulent market

Double asset class standard deviation over model period, CPI=2.5%

Turbulent inflationary market 

Double asset class standard deviation over model period, CPI=6.0%

asset allocation

default
25% defensive, 75% growth – “default” asset allocation 
drawn from apra annual statistics, 2010

Australian Bonds 10% 10% 

Australian Equities 29%

Global Bonds 6%

Global Equities 23%

Cash 9%

Property 10%

Alternatives 13%

Lifestyle strategy

age category 20-29 30-39 40-49 50-59 60-69 70-79 80-90

Australian Bonds 6% 9% 16% 26% 36% 46% 56%

Australian Equities 66% 62% 53% 40% 30% 19% 6%

Global Bonds 2% 4% 7% 11% 15% 18% 20%

Global Equities 15% 14% 12% 8% 6% 2% 1%

Cash 2% 3% 5% 10% 12% 14% 16%

Property 2% 2% 2% 1% 1% 1% 1%

Alternatives 8% 7% 6% 5% 1% 1% 1%
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asset class returns investment returns standard deviation

Australian Bonds 7.5% 6.0%

Australian Equities 10.0% 18.0%

Global Bonds (AuD hedged) 8.0% 5.0%

Global Equities (AuD unhedged) 13.0%  30.0%

Cash 5.7% 1.1%

Australian Property 5.2% 23.5%

Alternatives 6.1% 11.7%

methodology
PIMCO’s methodology utilises a Monte Carlo simulation (1,000 trials) 
to simulate portfolio outcomes across a 70 year period. This involves 
random sampling from a hypothetical distribution, in this case a ‘T 
distribution’ with 4 degrees of freedom. As T distributions typically 
feature heavier tails (‘fat tails’) than normal distributions commonly used 
in modelling, it was selected to better reflect observed phenomena of 
heavy tailed investment return distributions across many asset classes.

The particular distribution selected finds support in academic 
literature – e.g. see Platen and Sidorowicz (2007), ‘Empirical Evidence 
on Student-t Log-Returns of Diversified World Stock Indices’. However, it 
is important to note that real world, or realised, distributions may deviate 
significantly from hypothetical models – moreover, hypothetical models 
may contain assumptions of serially independent portfolio outcomes 
which may not fully capture the behaviour of realised investment returns.

maximum expected loss (Var)
Value at Risk (VaR) estimates the risk of loss of an investment or portfolio 
over a given time period under normal market conditions in terms of a 
specific percentile threshold of loss (i.e., for a given threshold of X%, 
under the specific modeling assumptions used, the portfolio will incur a 
loss in excess of the VaR X percent of the time. Different VaR calculation 
methodologies may be used. VaR models can help understand what 
future return or loss profiles might be.

However, the effectiveness of a VaR calculation is in fact constrained 
by its limited assumptions (for example, assumptions may involve, 
among other things, probability distributions, historical return modeling 
factor selection, risk factor correlation, simulation methodologies).

 It is important that investors understand the nature of these limitations 
when relying upon VaR analyses. For the purposes of this analysis, a 
99.5% VaR was chosen to represent a loss at the 99.5% percentile. The 
underlying probability distribution was assumed to be a T distribution, 
with d.f. of 4.

assumptions
Return assumptions are for illustrative purposes only and are not a 
prediction or projection of return. Return assumptions are an estimate of 
what investments may earn on average over the long term. No fees or 
expenses were included in the illustration.

Return assumptions have certain inherent limitations, and unlike 
an actual performance record, do not reflect actual trading, liquidity 
constraints, fees, and/or other costs. In addition, references to future 
results should not be construed as an estimate or promise of results that 
a client portfolio may achieve. Actual returns may be higher or lower than 
those shown and may vary substantially over shorter time periods.

Lifecycle strategy
The lifecycle is intended to illustrate how allocations among asset 
classes change as target-date approaches. The target asset allocation 
is based on a target date, which assumes a normal retirement age of 60.
The lifecycle is designed to reduce risk as the target retirement date 
nears, but may also provide investors diversification across a variety 
of asset classes, with an emphasis on asset classes that may protect 
against inflation over time.

The target allocations used in this presentation are for illustrative 
purposes only. They are based on quantitative and qualitative data 
relating to long-term market trends, risk metrics, correlation of asset 
types and actuarial assumptions of life expectancy and retirement.

index descriptions
For the purposes of providing an illustrative example, the following 
indices were used over the following periods to provide data on 
performances and correlations embedded within the model.

•  Australian Bonds: UBS Australian Composite Bond Index, 1992–2011

•  Australian Equity: S&P/ASX 300 Accumulation Index, 1992–2011

•    Global Equities (AUD Unhedged): MSCI Total Return Index (USD) against  

AUD-USD cross rates, 1992–2011

•   Global Bonds: Barclay’s Capital Global Aggregate Bond Index, AUD Hedged, 

1992–2001

•  Australian Cash: UBS Australian Bank Bill Index, 1992–2011

•  Australian Property: S&P/ASX 200 A-REIT Accumulation Index, 2001–2011

•  Alternative Investments: HFRX Global Hedge Fund Index, 1992–2011


