
IT’S TIME TO INCLUDE RISK 
MEASURES ALONGSIDE SUPER 
INVESTMENT RETURNS

Superannuation funds are ignoring the impact of risk on 
returns when we all know there is a clear link between 
increased risk and expected future return. Unfortunately 
when risk is ignored, eventually investors will have to 
pick up the tab when the next market downturn strikes. 

It’s happened before: the OECD estimates that 
Australian funds lost 21.6% as the global financial crisis 
routed the industry in 2008 and 2009. We know it 
prompted a significant number of older investors to 
switch investment options at the worst time while many, 
wanting greater control, switched to self-managed 
super funds.

Fast-forward eight years and little has changed. The 
industry’s distorted focus can be regularly found 
in monthly return tables and marketing based on 
performance. It is misleading: the GFC showed that risk 
matters.

As Chris Joye so eloquently pointed out recently in 
the AFR, if your benchmark is simply performance 
irrespective of risk, then what do you do? Load up on 
risk!

CURRENT RISK MEASURES ARE 
MEANINGLESS 
Whether funds admit it or not, investors turn to super 
fund performance tables for an indication of the ‘best’ fund. 

But the only measure of risk is a flawed proxy: a flexible 
label (such as balanced) based loosely on a fund’s 
asset allocation. As we explored recently, this hides 
significantly different portfolio construction approaches. 

Some recent strong performers have had a near-zero 
allocation to cash and fixed income (replacing that 
‘defensive’ exposure with infrastructure and other 
assets) while other funds have maintained a more 
traditional 30-40% allocation.

What’s more, we know that equity exposure is still the 
underlying driver of at least 90% of most balanced fund 
returns . There is no industry-wide accepted way to 
define the underlying risk (which is often equity risk) 
driving portfolio returns.

What funds do include in their product dashboards is 
the industry-developed Standard Risk Measure, which 
estimates the likely number of negative annual returns 
over a 20-year period.

However, it does not convey the magnitude of losses. 
For example, one year of -12.7% (as the average balanced 
fund posted in 2008-09) is far worse than two years of 
-1%. APRA has been encouraging the industry to develop 
alternative risk measures, according to a Productivity 
Commission submission. 

Investors are also likely to be misled by the nature 
of odds. If a fund estimates the likelihood of annual 
negative returns as 1 in 20 years (5%) and it occurs, most 
investors will mistakenly assume the next 19 years are 
plain sailing. In fact, the odds of a negative year remain 
5% every year, regardless of past performance.
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1The most cited paper on this topic is likely Brinson, Hood and Beebower (1986) but it is almost the most widely misunderstood. Thejir findings were that Asset Allocation 
accounted for more than 90% of return VARIABILITY, not 90% of returns. More recently, our collegue Michael Furey at Delta Research and Advisory tested the level of risk 
contribution equities provided to various multi-asset funds – for Balanced it was indeed greater than 90% (click on link to his findings here)

http://www.oecd.org/pensions/pensionmarketsinfocus.htm
https://www.afr.com/news/economy/peter-costellos-future-fund-could-revolutionise-super-20171103-gzdyo1
http://www.innovaam.com.au/wp-content/uploads/2017/10/201710_Innova_Portfolio_Insights_October_2017.pdf
https://www.superratings.com.au/media/mediarelease/190717
https://www.pc.gov.au/inquiries/completed/superannuation/competitiveness-efficiency/report/superannuation-competitiveness-efficiency.pdf
http://www.fureyous.com.au/2016/05/30/the-influence-of-equities-on-multi-asset-strategies-both-less-and-more-than-you-think/
http://www.fureyous.com.au/2016/05/30/the-influence-of-equities-on-multi-asset-strategies-both-less-and-more-than-you-think/
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BUT WHY DOES THIS MATTER?
It matters because many studies have shown that 
investors feel the pain of loss far more than the joy of 
gains. The most famous work done on this was by Daniel 
Kahneman and Amos Tversky (for which Kahneman 
won a Nobel prize, but unfortunately Tversky had 
passed away and so was not able to receive the same 
recognition). Innova have referenced this previously as 

well – there’s no point being at the top of performance 
tables if clients can’t stay the course of the entire 
investment to benefit from the long term gains.

Also, the powers of compounding matter. We’ve all 
heard that a 50% vloss requires a 100% gain to get you 
back to where you started, but here it is in graphical 
form. Clients win over the long term by losing less – and 
the way to do that is by managing risk.

A NEW SET OF RISK MEASURES TO 
CONSIDER 
It is not appropriate, given Australians’ retirement 
lifestyles are at stake and the often irrational behaviour 
of investors, to assume that risk is automatically 
embedded in long-term super performance.

The industry should begin reporting a measure of 
performance per unit of risk taken alongside pure 
performance numbers. 

Various factors could be used to measure risk – Innova 
incorporates rolling volatility and maximum drawdown 
measures in our risk-defined portfolios, however these 
are only two of the measures we use, and in fact we 
benchmark ourselves against these measures instead 
of typical capital market benchmarks.

This conveys crucial information to investors about risk 
(assuming funds have a long enough track record). It 
also gives an indication of manager skill, rather than 
current performance tables, which ignore the role of 
luck and good timing.

Some academic studies have attempted to analyse 

super fund performance through the prism of risk. An 
APRA working paper published in 2003 used the Sharpe 
ratio to calculate risk-adjusted super fund returns based 
on quarterly survey data between 1995 and 2002. It 
found many funds (particularly retail) underperformed 
relative to a risk-free investment in Treasury notes.

There are drawbacks to using the Sharpe ratio. For 
example, it ignores the impact of illiquid assets on 
a portfolio. Infrastructure, private equity and direct 
property are often valued no more than quarterly, 
which can artificially dampen volatility. Further, 
volatility measures total return movement and not just 
drawdown – so sharp moves up in the value of your 
investment are also considered volatile even though 
they’re a good thing.

However, illiquidity is still a form of risk, which is why 
investors typically receive an illiquidity premium for 
holding such assets. Large super funds pool investors 
together to manage that risk – not all investors will 
switch or depart at once – however, that doesn’t mean 
the risk is eliminated. (Investors in MTAA Super following 
the GFC will have vivid memories of what can happen 
when it goes wrong.)
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http://www.innovaam.com.au/wp-content/uploads/2017/10/201710_Innova_Portfolio_Insights_October_2017.pdf
http://www.innovaam.com.au/wp-content/uploads/2017/10/201710_Innova_Portfolio_Insights_October_2017.pdf
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Important Information
This document has been prepared by Innova Asset Management Pty Ltd, ABN 99 141 
597 104, which is a Corporate Authorised Representative of Fortnum Private Wealth Pty 
Ltd, AFSL 357306.

The information contained in this document is commentary only. It is not intended to 
be, nor should it be construed as, investment advice. The views expressed are subject 
to change at any time based on market and other conditions. To the extent permitted 
by law, no liability is accepted for any loss or damage as a result of any reliance on 
this information. Before making any investment decision you need to consider your 
particular investment needs, objectives and financial circumstances.
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How much of a portfolio can be liquidated in 5, 30, 90 
or 180 days is an important issue when comparing 
performance (at least while legislation compels funds to 
implement customer switches and withdrawals within 
days). 

A fund that would take 12 months to liquidate its entire 
portfolio should outperform a fund that takes 30 days to 
liquidate.

Another APRA working paper published in 2009 
acknowledged various shortcoming of the Sharpe ratio 
and instead proposed a Risk-Adjusted Value Added (or 
RAVA) performance measure to help investors make 
fairer comparisons between super funds. 

The authors bemoaned the fact that investors can’t 
reliably compare individual funds or investment options 
and speculated that this “information asymmetry” may 
explain the rapid growth of self-managed super funds.

In the US a common risk measure reported is R². This is 
a statistical term describing how much of one variable 
describes the variability of another. In the context of 
investing, in the US they use it to describe how much 
performance has been driven by equity market returns 
– the same way Delta Factors and Michael Furey did in 
their analysis referred to in an earlier footnote. This is a 

much better way of describing equity market exposure 
than simply looking at asset allocation, because assets 
such as property, infrastructure and credit all have high 
correlations to equities. Also, some equity managers 
may be considered 100% equity, yet in fact they may 
only have a net exposure to equities of only 50% to 60% 
- using R² is a much better way of describing how much 
of your return has actually come from equity risk.

Almost a decade later, little has changed – it’s high 
time it should. Innova is trying to lead the way here 
by benchmarking ourselves to a number of risk 
benchmarks, allowing advisers to more confidently 
allocate client capital to the appropriate risk allocation. 
Then maybe performance comparisons can be made 
on an apples with apples basis. Comparing the Innova 
Balanced Portfolio, that can be 100% liquidated within 5 
days and equities only explain around 70% of the return 
to a ‘Balanced’ industry fund that has leveraged unlisted 
property and infrastructure assets with no cash and 
almost no traditional fixed income is like comparing a 
Volvo XC60 to a Yamaha R1 – the R1 will get you there 
quicker as long as nothing goes wrong, whereas the 
XC60 is not nearly as fast but the likelihood you’ll get to 
the destination safely and without any scares along the 
way is vastly improved.

https://www.apra.gov.au/AboutAPRA/Documents/The-Investment-Performance-of-Australian-Superannuation-Funds-Feb-2003.pdf

