
HOW MANAGING RISK DIRECTLY 
BOOSTS RETURNS 

Markets have had a turbulent start to the year as 
inflation has climbed higher, prompting central banks 
to wind back supportive monetary policies and begin 
raising interest rates.

US and Australian shares briefly fell into “correction” 
territory after posting drops of around 10% from peak 
to trough. The S&P 500 and ASX 200 ended January 
down 5.2% and 6.4% respectively while even major bond 
markets declined by more than 1%.

The Bank of England, Bank of Korea, and Reserve Bank 
of New Zealand have already lifted rates, while the US 
Federal Reserve is on the verge of doing after inflation 
hit a 40-year high.

Whether it marks a long-term shift in markets remains 
to be seen. 

Regardless, there is an important lesson that investors 
should take away: volatility and market downturns 
aren’t just short-term events to ignore. 

They have real repercussions on a portfolio’s returns, 
with investors paying a price they often aren’t even 
aware of.
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HOW VOLATILITY AND DOWNTURNS 
AFFECT INVESTMENT RETURNS
Average returns tend to matter more than the sequence 
of returns for younger investors with decades to ride out 
market swings1.

The situation changes as investors approach retirement 
when their balances are nearing a peak and they 
ultimately begin drawdowns. 

The analysis below, produced by the world’s largest ETF 
provider BlackRock, shows how the sequence of returns 
(or volatility) affects three hypothetical investors who 
start with a $1 million portfolio at retirement.

They each withdraw $60,000 a year (adjusted for 3% 
annual inflation) and post an average return of 7%, yet 

one runs out of money around age 87 while another still 
has $1.1 million at around age 90.

The investor with the worst result had the bad luck to 
post a negative return in their first year (-7%) while the 
investor with the best result had the good luck to post a 
bumper first year (22%). 

This is the sequence of return in action. These investors 
don’t have the same amount of time remaining in the 
market, nor do their portfolios benefit from compound 
interest in the same way because they are withdrawing 
money. 

Luck should not play such a defining role when it comes 
to retirement, which is why managing volatility is so 
important.

Volatility also affects more than retirees in drawdown 
because average returns ignore the impact of 
compound interest. 

The simple example below shows how a reported 

average investment return (4%) can differ from the 
returns an investor experiences (3.7% versus 3.2% for an 
investor who has the bad luck to post a large negative 
return in their early years.)

SEQUENCE CAN MATTER MORE THAN AVERAGE RETURN WHEN WITHDRAWING
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Source: BlackRock. This graphic looks at the effect the sequence of returns can have on your portfolio value over a long period of time. Other factors that may affect the longevity of assets include the investment mix, taxes and 
expenses related to investing. This is a hypothetical illustration. This illustration assumes a hypothetical initial portfolio balance of  $1,000,000, annual withdrawals of $60,000 adjusted annually by 3% for inflation and the 
hypothetical sequence of returns noted in the table. These figures are for illustrative purposes only and do not represent any particular investment, nor do they reflect any investment fees, expenses or taxes. when you are 
withdrawing money from a portfolio, your results can be affected by the sequence of returns even when average returns remain the same, due to the compounding effect on the annual account balances and annual withdrawals

Return pattern

Year 1 Year 2 Year 3 Year 4 Year 5 Av. Annual

Portfolio A 22% 15% 12% -4% -7% 7%

Portfolio B 7% 7% 7% 7% 7% 7%

Portfolio C -7% -4% 12% 15% 22% 7%

1 However, more accurately, the sequence of returns always matters unless in the absence of cash flows. Even young investors, if they contributed meaningful amounts when 
markets were expensive, will be permanently affected by the sequence of their returns as those long-term returns revert back to something more normal, and the amounts 
contributed deliver below-average results. At least they have time to continue contributing and wait for better times.
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Source: S&P/ASX 200 VIX | S&P Dow Jones Indices. (2022, February 15). Retrieved from https://www.spglobal.com/spdji/en/indices/strategy/sp-asx-200-vix/#overview
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1 What Did 2020 Reveal About Liquidity Challenges Facing Superannuation Funds? Retrieved from https://www.rba.gov.au/publications/fsr/2021/apr/pdf/box-c-what-did-
2020-reveal-about-liquidity-challenges-facing-superannuation-funds.pdf 

Yet reported investment returns ignore these risks. 
Most ignore risk altogether by only reporting headline 
returns rather than risk-adjusted returns or a portfolio’s 
maximum drawdown. 

And this is before considering the final negative 
impact of volatility and downturns: its effect on investor 
behaviour. 

RETURNS INFLUENCE BEHAVIOUR, SO 
MANAGE THE RETURN PATHWAY
Every market downturn reveals the shortcomings of 
investor behaviour. Loss aversion plays a large role, 
given the pain of losing money is felt more keenly than 
the pleasure from making money.

When markets fall significantly, some investors can’t 
help but switch to “safer” investment options (although 
bonds also fell in January and cash is not producing a 
real yield). Some withdraw from the market altogether.

It happened during the GFC and it happened again in 
early-2020 when the coronavirus first struck.

Some large super funds recorded flows of 3-4% into cash 
while one medium-sized fund recorded 8%, according 
to an analysis by the Reserve Bank of Australia2. 

Unfortunately the evidence shows it is predominately 
older investors with higher balances that switch.

Many of these super fund investors don’t have a financial 
adviser to help steer them through a market downturn. 
But even advisers can only do so much.

This is why portfolios should be constructed to work 
with behaviour rather than against it.

Innova’s Risk Defined Managed Portfolios do this by 
explicitly setting maximum drawdown and volatility 
parameters. This flows directly into stronger returns over 
time – returns that are not just generated by dialling up 
risk and letting investors ride out any storms. 

We actively positioned our portfolios defensively before 
the initial COVID-19 downturn in early-2020, and then 
added to our equities exposure when those assets were 
cheap. 

By way of contrast, most fund managers left their risk 
exposure static, and so had a huge downturn and 
eventual upswing (while others left their portfolios 
defensively positioned and missed the upturn). 

Our portfolios continue to perform through volatile 
periods such as January 2022 and over the longer-term, 
as shown in the tables below.

Return Value

Portfolio A Portfolio B Portfolio A Portfolio B

Year 0 $100.0 $100.0

Year 1 10% 8% $110.0 $108.0

Year 2 -20% -12% $88.0 $95.0

Year 3 10% 8% $96.8 $102.6

Year 4 10% 8% $106.5 $110.9

Year 5 10% 8% $117.1 $119.7

Average Return Compound Return

Over 5 Years 4.0% 4.0% 3.2% 3.7%

3-Year Performance as of January 31st, 2022 – Growth

Portfolio Performance Out (Under) Performance

Aspiration - Flagship 10.24% 1.60%

Aspiration – Fundamental 9.74% 1.10%

Active Growth 9.90% 1.26%

Peer average 8.64%
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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

 Client Services: (02) 8203 9130

 operations@innovaam.com.au

CONTACT US :
or speak to your adviser

www.innovaam.com.au
Suite 3.02, Level 3, 31 Market Street, Sydney, 2000

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 since 2010. 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. 

Managing risk allows investors to reap the benefits of 
more sustainable portfolio returns. 

Whatever lies ahead in markets, as inflation threatens to 
change the environment once again, investors shouldn’t 
be left to rely on luck to achieve their personal goals. 

January 2022 Performance – Growth

Portfolio Performance Out (Under) Performance

Aspiration - Flagship -2.48% 0.94%

Aspiration – Fundamental -2.70% 0.72%

Active Growth -2.34% 1.08%

Peer average -3.42%

January 2022 Performance – Balanced

Portfolio Performance Out (Under) Performance

Wealth Creation - Flagship -2.07% 0.56%

Wealth Creation - Fundamental -2.22% 0.41%

Active Balanced -2.34% 0.29%

Peer average -2.63%


