
SEQUENCING RISK: WHY LUCK 
STILL DOMINATES RETIREMENT

When it comes to investing, generating healthy returns is 
crucial, but for some investors the sequence of downturns and 
level of volatility can matter just as much as the return itself.

The chance of experiencing poor returns at the wrong time is 
known as sequencing risk and older investors are particularly 

exposed1. They do not have the same time as younger investors 
to ride out a market downturn that strikes when savings are 
around their peak. The situation is worsened when investors 
are drawing an income, which locks in losses2.

The Productivity Commission recently modelled the potential 
impact of sequencing risk on the balance of a retiree after 47 
years in the workforce. The average after-tax return was about 
$1.1 million but with a 5% chance of the balance ending below 
$500,000 and a 5% chance of it being about $2.1 million. To 
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1 Although sequencing risk can occur any time cash flows are involved. See our report ‘Time Versus Money Weighted Returns - A critique of investment performance in the presence of cash 
flows’.
2 By contrast, accumulators are buying assets when they are cheaper, which is why young investors can benefit from market falls, and their timeframe allows them to take on more risk.

FIG 1: LUCK GETS MORE IMPORTANT THE LONGER PEOPLE WORK
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Variations in retirement balances at retirement The relative variation of balances increase as people work longer
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aResults are based on 10,000 bootstrapping replication with a block of 5 years. The upper 5 per cent upper fractile is the value of the balance above which 5 per cent of outcomes 
occur, while the 5 per cent lower fractile is the value of the balance below which 5 per cent of outcomes occur. The variation relative to the average balance is the coefficient of 
variation (the standard deviation of the balances at any given age and the average balance for that age from the simulations). The results were compared with the Monte Carlo 
program, and had a trivial impact on the average balances. The 5th Percentile balances were up to 12% less for the boostrap results, but the effects on the 95th percentile were 
negligible. The coefficient of variation was higher for the bootstrap model by about 15%. Modelling of life-cycle outcomes produced smaller variations than these, and justified the 
use of the simpler and more flexible Monte Carlo method.

Source: PC calculaions.
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emphasise this further, for an accumulator we’ve demonstrated 
sequencing risk in the presence of cashflows3. For those at 
or nearing retirement, we demonstrate what the growth of 
$400,000 would look like with no drawdown, then simulate a 
10% drawdown across a number of simulations. 

We’ve used the S&P/ASX 200, the S&P 500 and a simulated 
Innova portfolio (with a strong equities exposure) using data 
starting from 19954. This simulation shows our retiree runs out 
of cash at about age 87.

However, as everyone has read the disclaimer that past 
performance is no indicator of future performance, we reversed 
the order of the returns. 

While the average market return experienced by our retiree 

is the same as our first scenario, she now runs out of savings 
more than three years sooner due to sequencing risk. US 
equities proved the bumpiest ride, and the simulated portfolio 
the smoothest, but they all ended in the same place.

You can see this and further analysis in our report, ‘Time 
Versus Money Weighted Returns - A critique of investment 
performance in the presence of cash flows’ – please email us 
to receive a copy.

MANY INVESTORS BLINDLY EXPOSED 
While the vast majority of advised clients have an investment 
plan that tackles sequencing risk, holding a superannuation 
account only requires having a job, not having a financial 
adviser. 

Australians from 55-59 years of age hold more than $283  
billion in super, while those aged 60-64 hold more than $280 
billion, according to APRA5. With an ageing population, the 
number of member accounts for people aged 65+ has more 
than doubled between 2011 and 2018 and now accounts for 
$436 billion in assets6.

Many of these investors are unwittingly in the sequencing risk 
‘danger zone’ and remain unprotected in their fund’s default 
balanced investment options. When they retire, many select 
allocated pension products are simply a tweaked, re-labelled 
version of the balanced fund. 

But as central banks once again loosen already lax monetary 
policy, regulators are sounding alarm bells. Investors are being 
forced to take on more risk to generate the same level of return.

The IMF World Economic Report in October warned that “an 
abrupt risk-off episode could expose financial vulnerabilities 
accumulated during years of low interest rates and depress 
global growth as highly leveraged borrowers find it difficult 
to roll over debt and as capital flows retrench from emerging 
market and frontier economies”.

The list of risks is disturbingly long including trade tensions, 
protracted fiscal policy uncertainty and worsening debt 

3 See our March 2019 Portfolio Insight ‘Why it’s possible to invest in a top performing fund manager and still lose money’: https://www.innovaam.com.au/portfolio-insights-march-2019-
money-weighted-returns/.  
4 All data is sourced from Bloomberg and Innova Asset Management.
5 See tables 12a and 12b of APRA’s Annual Fund-level Superannuation Statistics as of June 30, 2018: https://www.apra.gov.au/annual-fund-level-superannuation-statistics 
6 See tables 12a and 12b of APRA’s Annual Fund-level Superannuation Statistics as of June 30, 2018: https://www.apra.gov.au/annual-fund-level-superannuation-statistics 
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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 Innova Investment Management, 
AFSL 509578.

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.INNOVA ASSET MANAGEMENT PTY LTD ACN 141 597 104
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dynamics in some high-debt countries, a global manufacturing 
recession, intensifying stress in large emerging markets 
currently undergoing difficult macroeconomic adjustment 
processes, a no-deal Brexit, and a sharper-than-expected 
slowdown in China.

Even the RBA, which halved interest rates to 0.75% between 
May and October 2019, has warned about the consequences of 
investors searching for yield in a low interest rate environment. 

“This financial risk-taking has boosted asset prices and led 
to a continued build-up in financial vulnerabilities, such as 
leveraged and liquidity and maturity mismatches” it said in its 
October Financial Stability report.

IT ALL STARTS WITH PERSONAL GOALS 
All this doesn’t mean investors should run from risk7. It just 
means investors need to calibrate the risk they take on in 
alignment with their personal goals. 

Older investors and retirees in drawdown can’t afford to make a 
mistake. Once their money is lost in a falling market, they can’t 
earn it back through a salary or reinvest in cheaper assets – it’s 
gone. The above simulations show what happens if you get this 
wrong.

Protecting themselves involves difficult discussions and trade-
offs. If an investor feels they are being forced to take on excess 
risk, then they may need to reign in their goals, cut their 
spending, or extend their time investment horizon. 

There’s no single, simple solution. 

Some retirees who are eligible for a part Age Pension will  
find it provides a significant cushion against the impact of  
market downturns and volatility. The means-tested nature of 

the Age Pension results in higher payments when savings fall 
(and vice-versa).

Bucketing is a popular strategy that helps control investor 
behaviour when markets turn south – if an investor can live off 
their ‘cash’ bucket for a few years while markets recover, the 
impact of sequencing risk can be significantly reduced.

However, this strategy is not foolproof. While markets have 
rebounded quickly from falls in recent years, there have been 
periods where downturns would have seen retirees fully deplete 
their cash buckets, such as the 1987 stock market crash.

Putting more money into the cash bucket is not an option 
for many retirees. Before the GFC, cash held in a bank would 
generate annual income of about 7% – today retirees are lucky 
to receive 1%. 

But where to invest assets held in the growth bucket while 
minimising the impact of a downturn and volatility is a huge 
challenge in this era of historic low interest rates.

In our own portfolios, we own equities that we think are 
relatively cheaper to the overall market and sized by risk. We 
have a large tactical allocation to cash (even though it’s not 
paying a real yield) because it allows us to buy assets such as 
high-grade corporate bonds and credit instruments when they 
sell off.

We have also allocated more to investment-grade senior-
secured corporate loans via well-diversified listed investment 
trusts which has given us a yield pick-up.

No one can predict the future, but prudent investing is all 
about aligning risk and return with an investor’s personal 
goals. If that is done right, luck will no longer play a major role 
in determining whether Australians can have the long and 
enjoyable retirement they deserve.

Dan Miles 
Managing Director & Co-Chief Investment Officer

Dan Miles is the Managing Director & Co-Chief Investment Officer of Innova Asset 
Management. Innova is a boutique risk-focused portfolio manager that has been 
managing client portfolios for 8 years. Innova was founded on the principles of providing 
robust and research-intensive insights to help investors meet their financial goals. The 
firm focuses on managing the multi-faceted nature of investment risks for clients. 

7 There are rational reasons to still invest in expensive assets such as US equities when traditional safe havens such as bonds are attracting negative interest rates. We prefer managers with 
a value tilt who focus on quality stocks, which hold up better in difficult market conditions.

https://www.rba.gov.au/publications/fsr/2019/oct/

