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0 1
I N T R O D U C T I O N

More than 40% of advice 
practices experienced a 
decline in profitability in 
the year to October 2020

Financial advisers play a crucial role in the lives of Australians by helping them reach 
the financial goals that support their desired lifestyle. 

Yet the industry is under pressure from new educational requirements and 
compliance obligations, threatening traditional remuneration models and pushing 
up business costs. 

More than 40% of advice practices experienced a decline in profitability in the year 
 to October 2020 – well up from 18% in 2018 – according to research house 
Investment Trends. 

Meanwhile, the investment environment remains volatile and uncertain, with 
interest rates pegged at historic lows. Valuations of many traditional asset classes 
have surged to record highs even as the impact of the pandemic continues.

Generating the level of returns clients have grown to expect is becoming harder and 
taking more time.

While many advisers are leaving the industry, those who remain will have to find 
smarter and more efficient ways to deliver for their clients. 

This report explores the current investment challenges investors face and suggests a 
way forward for advisers.
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VALUE VERSUS GROWTH INVESTING

Value investing: An investment strategy that involves picking stocks which 
are trading for less than the company's long-term underlying value. Value 
investors traditionally look at metrics such as price-to-earnings ratio or 
price-to-book value. 

Growth investing: An investment strategy that focuses on companies 
which show above-average capital growth potential, even if the share price 
appears expensive based on traditional metrics such as price-to-earnings 
ratio or price-to-book value.

0 2
W H Y  V A L U A T I O N S  A R E  S T I L L 
I M P O R T A N T 

1 Reports of Value’s Death May Be Greatly Exaggerated (Summary). (2021, April 30). Retrieved from https://www.cfainstitute.org/en/research/financial-analysts-
journal/2020/reports-of-values-death-may-be-greatly-exaggerated 

Price rises are no small matter. 

So much so, that food manufacturers would rather reduce their product size – like 
chocolate bars –than increase prices.

It comes back to supply and demand: increasing prices tends to drive down sales.

Yet when it comes to the share market, that logic is regularly turned upside down. 

When share prices of market favourites like Tesla soar, many investors don’t ask 
whether it’s now expensive or cheap – they just keep projecting those rising returns 
into the future.

These shares are like chocolate bars – they may look good, but too much is likely to 
leave you feeling worse than before. 

A STEEP FALL FROM FAVOUR 
The cheaper you can buy an asset, such as shares, the higher its potential return 
(although sometimes things are cheap for a reason). Value investors tend to focus on 
an asset’s underlying valuation to make their investment decisions. 

But not all investors subscribe to that theory. Growth investors tend to focus on the 
potential for capital appreciation.

The value style of investing performed well for decades but underperformed 
compared to the growth style from 2007 to mid-2020. 

By early 2021, the value factor was rated at its lowest relative level in the past 57 years, 
including during the tech bubble in 2000 when investors pushed up the share prices 
of companies which had big growth plans but no or lacklustre earnings .

DO WE NEED A NEW WAY TO VALUE COMPANIES?
The global financial crisis occurred around the same time that value style of 
investing started its long run of underperformance. 
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Central banks changed the rules by slashing interest rates – sometimes into negative 
territory – providing massive support for the share market. In this environment, 
digital-focused companies have prospered. The so-called FANMAG stocks (Facebook, 
Amazon, Netflix, Microsoft, Apple and Google) – all growth-oriented companies – 
collectively rose more than tenfold since 20071.

Recent CFA Institute analysis suggests traditional ways of valuing companies may 
no longer be accurate given the shift to a service and knowledge economy from 
manufacturing and agriculture. These older methods such as price-to-book ratio 
don’t capture intangibles such as research and development, patents, and other 
intellectual property.

However, there’s no agreed industry-wide way to measure value. It is a  
complex area and the difference between growth and value investing is often  
a matter of interpretation.

TIMES HAVE CHANGED BUT PRICE WILL ALWAYS MATTER 
Innova believes that the price you pay for an asset is a substantial factor that 
determines the return you ultimately receive, although markets can be irrational  
for prolonged periods.

For example, in early May 2021 the US share market was trading at valuation ranges 
only ever seen before in the tech bubble twenty years ago. It doesn’t automatically 
mean ‘don’t invest’, but it’s a clear warning sign. No market in history has ever traded 
at such elevated levels and delivered positive returns over the following decade.

Stock prices can soar into the stratosphere without an underlying reason and they 
can also be oversold. The initial pandemic strike in March-April 2020 presented a 
great buying opportunity given the economy recovered faster than expected. 

More recently, as long-term inflation concerns have resurfaced among investors,  
the value style has come back into some favour. The Russell 3000 Value Index gained 
27.8% against the Russell 3000 Growth Index’s 8.5% between September 1, 2020 and 
March 30, 2021, according to Morningstar. 

When valuations are stretched, it makes investing more challenging. Diversification 
helps, as does being ready to take advantage of short-term investment 
opportunities.

While valuations matter, it’s not easy to consistently find high-quality –  
and cheap – assets.
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FORECAST 10-YEAR RETURNS Source: Innova

Cash 1.00% Global REITS 2.90%

Australian Equities 3.61% Global Infrastructure 2.90%

International Equities 1.38% Global High Yield Bond 0.00%

European Equities 3.20% Australian Treasury Bond 1.70%

Asia Pacific Ex Japan Equities 4.56% Australian Corporate Bond 2.30%

Japanese Equities 5.52% Barclays Global Aggregate 0.00%

Emerging Market Equities 5.50% Managed Futures 4.00%

Australian REITS 1.70% Gold 4.00%

2 We compared our forecast returns to Research Affiliates for traditional asset classes and built a 60:40 portfolio using their 
methodology to test for their validity, the results were very similar.  3 European Central Bank. (2021). Financial Stability Review, May 2021. 
European Central Bank, (1). Retrieved from https://www.ecb.europa.eu/pub/financial-stability/fsr/html/ecb.fsr202105~757f727fe4.en.html 

0 3
W H E R E  T O  G E N E R A T E 
R E T U R N S  W H E N  V A L U A T I O N S 
A R E  S T R E T C H E D  
Investors have enjoyed booming returns for years, largely due to the accommodative 
actions of central banks. Now they face an environment where traditional asset 
classes are set to post their lowest long-term gains in history.

But that doesn’t mean investors need to settle for anaemic results. 

A more nuanced approach that exploits the better risk-return potential of non-
traditional asset classes, specific industry sub-sectors, and factor strategies (such as 
value or growth) is a key part of the solution. 

That’s not to mention the extra tailwind an active asset allocation can provide by 
taking advantage of short-term mispricing opportunities.

But the challenge remains, with 10-year forecast returns for traditional asset classes 
at historic low levels, as seen in the table below.

While no one can know the future with absolute certainty, these current forecasts 
don’t make pleasant reading. Cash returns are likely to be more than halved compared 
to the previous decade. The fall in returns across many growth asset classes (such as 
international equities and Australian REITs) is even worse, with annualised double-
digit returns over the last decade falling to low single-digit gains. 

Combining these forecast asset classes into a traditional 60:40 balanced style portfolio 
produces a 10-year forecast nominal return of just 2.2% a year2. 

Taking on more risk via traditional asset classes will clearly no longer deliver the 
returns investors could count on in the past.

There are several reasons. Since the global financial crisis, central banks have cut 
interest rates to near-zero or even negative to encourage borrowing and business 
investment. They have also snapped up an ever-widening range of assets to help 
stimulate their economies. 

Rather than spurring economic growth, their actions have put a rising floor 
under asset prices. Every dollar of increased non-financial debt has dropped from 
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RISK SENTIMENT INDICES (JAN 2012 - MAY 2021; INDEX)
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contributing 75c of GDP from the 70’s and early 80’s down to 40c since 2009, 
according to data from the Federal Reserve Board – the rest has gone to financial 
assets. The result is that surging asset prices have regularly become divorced from  
the underlying fundamentals.

Central banks now know it. 

But with no room left to cut interest rates, and the spectre of long-term inflation 
returning as governments continue to spend big in the wake of COVID, central banks 
no longer have the same firepower. 

The European Central Bank warned that equity markets recently exhibited 
“remarkable exuberance”, rallying higher even as US benchmark bond yields rose in 
response to higher expectations for long-term inflation3.

But valuations still matter.

For example, even with improving corporate earnings, the US share market is trading 
at valuation ranges we last saw in the tech bubble more than two decades ago. With 
such a high starting point, our annualised 10-year forecast for international equities 
(the US makes up about half of the index) is just 1.38% as at May 2021. 

VALUE CAN STILL BE FOUND IN  
NON-TRADITIONAL ASSET CLASSES 
Navigating this landscape requires a closer look at the asset classes on offer. 

Traditional asset classes such as Australian shares are set to deliver less than half the 
returns they did over the last decade (3.6% versus 8.4%) but taking a more granular 
approach can produce more promising results. For example, most investors are 
aware of growth versus value style, but many more potential factors can produce 
a long-term premium. Taking this active approach boosts our forecast Australian 
equities return to 5.3%.

A more granular approach can be taken to other traditional markets such as 
international, European, emerging markets and Asia-Pacific equities. We can also 
judiciously replace some low-yielding fixed income asset classes with higher-yielding 
(but with a similar risk profile) bonds. 

This approach is not easy – it must be evidence-based and requires extensive 
research beyond traditional asset classes and regions. However, it pays off. 

https://hoisington.com/pdf/HIM2020Q4NP.pdf
https://www.ecb.europa.eu/pub/financial-stability/fsr/html/ecb.fsr202105~757f727fe4.en.html
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ACTIVE FACTOR RETURN VS. INDEX RETURN

0.00%
BALANCED INDEX BALANCED ACTIVE WEALTH CREATION ACTIVE

0.50%

1.00%

1.50%

2.00%

4.00%

5.00%

3.50%

4.50%

3.00%

2.50%

INDEX RETURN
Cash 1.00%

Australian Equities 3.61%

International Equities 1.38%

European Equities 3.20%

Asia Pacific Ex Japan Equities 4.56%

Japanese Equities 5.52%

Emerging Market Equities 5.50%

Australian REITS 1.70%

Global REITS 2.90%

Global Infrastructure 2.90%

Global High Yield Bond 0.00%

Australian Treasury Bond 1.70%

Australian Corporate Bond 2.30%

Barclays Global Aggregate 0.00%

Managed Futures 4.00%

Gold 4.00%

ACTIVE RETURN
Cash 1.00%

Australian Equities 5.30%

International Equities 4.70%

European Equities 8.90%

Asia Pacific Ex Japan Equities 6.56%

Japanese Equities 5.52%

Emerging Market Equities 7.50%

Australian REITS 1.70%

Global REITS 2.90%

Global Infrastructure 2.90%

Global High Yield Bond 0.00%

Australian Treasury Bond 2.50%

Australian Corporate Bond 4.00%

Barclays Global Aggregate 0.00%

Managed Futures 4.00%

Gold 4.00%

FORECAST 10-YEAR RETURNS : PASSIVE VERSUS ACTIVE ASSET ALLOCATION

Source: Innova

A more active asset allocation approach improves our forecast returns, as shown in the 
following table.

At first glance, this doesn’t look like a dramatic difference, given some asset classes 
are delivering the same returns. However, it makes a significant impact when we 
compare forecast simulated portfolio returns using a more pro-active asset selection 
approach against the original balanced index:

It is important to note that no asset allocation or factor/strategy changes have been 
made in the above simulations. This is an important source of value add – even more 
than stock picking.
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4 Brinson, G. P., Hood, L. R., & Beebower, G. L. (1986). Determinants of Portfolio Performance. Financial Analysts Journal, 42(4), 39–44. 
Retrieved from http://www.jstor.org/stable/4478947 

0 4
W H Y  A S S E T  A L L O C A T I O N  M A T T E R S 
M O R E  T H A N  P I C K I N G  S T O C K S 

Investors around the world dream of following in the footsteps of stock picking 
greats like Warren Buffett.

Yet research shows that deciding which shares to buy doesn’t matter nearly so much 
as the number of shares to buy. 

More than 93% of returns are generated by asset allocation decisions – not stock 
or manager selection – according to a famous 1986 research paper on portfolio 
performance4. Further research has backed this up over the years. 

Stock pickers may grab short-term headlines but asset allocators get the  
long-term glory.

THE STOCK PICKER VERSUS THE ASSET ALLOCATOR
A closer look at market returns following the COVID-19 pandemic shows why.

We know long-term fund manager out performance is rare. Most struggle to 
outperform the index after fees. However, some equity managers outperformed the 
index by around 10% following the COVID-related market plunge in March 2020.

Yet, from a total portfolio perspective, this 10% outperformance is unlikely to  
mean much.

A key reason is the relatively small allocation each manager holds. An outperforming 
equity manager may be allocated just 8% of a balanced fund. This reduces the 10% 
outperformance to a mere 0.8% in the total portfolio. 

Contrast this with a minor change to the portfolio’s asset allocation. Increasing the 
portfolio’s Australian equities exposure by just 5% would add 1.8% of outperformance 
to the total balanced portfolio. 

Outperforming an index that is rising by 30-40% – as many equity markets did in the 
wake of the pandemic – just won’t make as much difference as allocating more of 
the total portfolio to that asset class.

WHY ASSET ALLOCATION IS BECOMING EVEN MORE IMPORTANT 
Traditional asset classes are set to deliver their lowest returns in decades. A portfolio with 
a static asset allocation, largely driven by market beta, is unlikely to deliver the type of 
returns investors expect.

One important strategy to counter these lacklustre returns is to take a more granular 
approach (as discussed earlier) to asset allocation by investing in higher-returning 
sub-sectors of traditional asset classes (as well as non-traditional assets).

Another key strategy is to take a more active approach to asset allocation, taking 
advantage of short-term opportunities. Volatility is something many investors want 
to avoid but it can create value for fund managers who can systematically identify 
value and move quickly. 
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While we’ve shown the theoretical benefits of this approach above, few managers 
are particularly active with their asset allocation.

Most multi-asset managers who have out performed in the past 12 months 
underperformed badly during the March 2020 downturn. Meanwhile, most 
managers who underperformed in the past 12 months looked like superstars  
during the March 2020 downturn. 

The reason is both run portfolios with largely static asset allocations. Their results  
are a product of their environment instead of their insights. 

HOW TO MAKE ASSET ALLOCATION DECISIONS 
Innova’s Risk-Defined managed portfolios focus on managing risk within a relatively 
unconstrained asset allocation framework. 

This differs from most portfolios that have a tight strategic asset allocation and 
assume the risk of each asset class (and their correlations) remains static. 

We make forecasts across asset classes, styles, factors, sectors and regions, and 
review the accuracy of those forecasts over time. Where the evidence shows we  
can have confidence in our forecasts – and some asset classes are more 
unpredictable than others – we can allocate more of our risk budget to those areas  
if the returns are attractive.

We then test these forecasts under different scenarios, including the impact of 
potential stress events, giving us insights such as the likelihood of a negative return 
under different market conditions. 

The sudden impact of the pandemic shows why this matters: it created new 
investment opportunities that only a robust asset allocation approach was able  
to unlock.

The output of this systematic process is why we invested in Australian equities just 
after their low point in March 2020. Our forecast returns for Australian equity return 
went up fast because the share market had quickly become about 30% cheaper. 

We also discussed this recommendation internally as no modelling can accurately 
replicate the complex impact of a global pandemic. As we knew we couldn’t predict 

5 Calculated as the three month performance from March to June 2020.
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Making asset allocation decisions is difficult but it can generate significant value for 
investors if done well. It’s not about getting rich quick by unearthing a hidden stock 
gem – a strategy that usually fails – but polishing your portfolio so it continues to shine 
as circumstances change.

the styles or sectors that would prosper, we bought the index and dollar-cost 
averaged our entry into the market from March 24. 

While hindsight shows that putting everything into the market would have generated 
an even bigger pay-off, this wouldn’t have been prudent risk management.

You can see other asset allocation decisions we made following our process (such as 
hedging our global exposure around the same time, which added a little over 2% to 
the portfolio5) in the graph below.

PORTFOLIO CHANGES TO JUNE 30TH
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INNOVA’S PERFORMANCE
TRADITIONAL PERFORMANCE AT JUNE 2021
3 MONTH 6 MONTH 1 YEAR 3 YEAR 5 YEAR 7 YEAR 9 YEAR INCEPTION

Conservative 2.31% 2.96% 6.66% 4.34% 3.99% 4.14% 4.71% 4.87%

Morningstar Benchmark 2.20% 1.32% 4.93% 3.63% 3.29% 3.49% 4.13% 4.13%

Difference 0.10% 1.64% 1.73% 0.71% 0.70% 0.65% 0.58% 0.74%

Moderately Conservative 3.43% 5.44% 11.61% 5.65% 5.27% 5.36% 6.30% 6.31%

Morningstar Benchmark 2.99% 3.53% 8.71% 4.67% 4.40% 4.33% 5.23% 5.13%

Difference 0.44% 1.91% 2.91% 0.98% 0.87% 1.03% 1.07% 1.18%

Balanced 4.71% 7.66% 16.61% 6.91% 6.51% 6.62% 7.89% 7.78%

Morningstar Benchmark 4.46% 6.79% 14.98% 6.31% 6.40% 5.95% 7.22% 6.89%

Difference 0.24% 0.87% 1.64% 0.60% 0.11% 0.67% 0.67% 0.89%

Growth 5.96% 10.67% 23.33% 8.22% 7.97% 8.06% 9.76% 9.49%

Morningstar Benchmark 5.84% 9.39% 20.10% 7.67% 8.09% 7.15% 8.79% 8.26%

Difference 0.11% 1.28% 3.23% 0.54% -0.12% 0.91% 0.97% 1.23%

High Growth 6.76% 12.25% 27.03% 9.17% 8.97% 9.27% 11.25% 10.88%

Morningstar Benchmark 7.12% 12.59% 25.66% 8.95% 9.97% 8.79% 10.80% 10.00%

Difference -0.36% -0.34% 1.37% 0.22% -1.00% 0.48% 0.45% 0.88%

RISK DEFINED PERFORMANCE AT JUNE 2021
1 MONTH 3 MONTH 6 MONTH 1 YEAR 3 YEAR INCEPTION

Lifestyle Preservation Flagship 0.24% 1.61% 2.10% 6.19% 2.31% 2.64%

Lifestyle Preservation Fundamental 0.73% 2.05% 2.04% 5.80% 2.81% 3.17%

Target Cash Rate +1.5% 0.13% 0.40% 0.79% 1.65% 2.27% 2.43%

Difference Flagship 0.11% 1.21% 1.31% 4.54% 0.05% 0.21%

Difference Fundamental 0.60% 1.65% 1.25% 4.14% 0.54% 0.74%

Wealth Creation Flagship 0.57% 3.90% 6.92% 17.28% 5.33% 5.91%

Wealth Creation Fundamental 1.62% 4.74% 6.92% 14.83% 6.18% 6.50%

Target Cash Rate +3% 0.25% 0.76% 1.53% 3.15% 3.78% 3.94%

Difference Flagship 0.32% 3.14% 5.40% 14.13% 1.55% 1.97%

Difference Fundamental 1.36% 3.97% 5.40% 11.68% 2.40% 2.55%

Aspiration Flagship 0.85% 5.15% 9.44% 23.18% 7.18% 7.90%

Aspiration Fundamental 2.17% 6.28% 9.86% 20.50% 8.31% 8.79%

Target Cash Rate +5% 0.41% 1.25% 2.50% 5.15% 5.80% 5.96%

Difference Flagship 0.44% 3.90% 6.94% 18.03% 1.38% 1.94%

Difference Fundamental 1.76% 5.04% 7.37% 15.35% 2.51% 2.83%

0 5
A B O U T  I N N O V A
Innova is a boutique risk-focused portfolio manager that delivers asset consulting 
and custom solutions for clients. We have been providing robust and research-
intensive insights to help investors meet their financial goals since 2010. 

Innova can help your business by building private label solutions or through our 
range of existing portfolios. We understand the intricacies of risk and return and take 
a long-term approach to creating wealth that helps your clients achieve their goals.

Our successful history of navigating global markets through a rules-based approach 
means your business can have confidence navigating markets. 

This means you have the time to maintain your relationship with clients rather than 
continuously monitoring investment markets. 

To find out more about how Innova can work specifically with your business 
requirements moving forward, please do not hesitate to contact us on (02) 8203 9130 
or via email on clientservices@innovaam.com.au. 

We look forward to working with you. 
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Important Information
This document has been prepared by Innova Asset Management Pty Ltd (Innova), ABN 99 141 597 104, Corporate Authorised Representative of Innova Investment Management, AFSL 
509578 for provision to Australian financial services (AFS) licensees and their representatives, and for other persons who are wholesale clients under section 761G of the Corporations 
Act. 

To the extent that this document may contain financial product advice, it is general advice only as it does not take into account the objectives, financial situation or needs of any 
particular person.  Further, any such general advice does not relate to any particular financial product and is not intended to influence any person in making a decision in relation to 
a particular financial product. No remuneration (including a commission) or other benefit is received by Innova or its associates in relation to any advice in this document apart from 
that which it would receive without giving such advice. No recommendation, opinion, offer, solicitation or advertisement to buy or sell any financial products or acquire any services of 
the type referred to or to adopt any particular investment strategy is made in this document to any person.  

All investment involves risks, including possible delays in repayments and loss of income and principal invested. Any discussion of risks contained in this document with respect to 
any type of product or service should not be considered to be a disclosure of all risks or a complete discussion of the risks involved. Past performance information provided in this 
document is not indicative of future results and the illustrations are not intended to project or predict future investment returns.  

Although non-Fund specific information has been prepared from sources believed to be reliable, we offer no guarantees as to its accuracy or completeness. Any performance figures 
are not promises of future performance and are not guaranteed. Opinions expressed are valid at the date this document was published and may change. All dollars are Australian 
dollars unless otherwise specified.

www.innovaam.com.au
Suite 3.02, Level 3, St Martins Tower, 31 Market Street, Sydney NSW 2000

Client Services: (02) 8203 9130

operations@innovaam.com.au


