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lifecycle or balanced investment strategies
in superannuation

which is the
better approach?

Lifecycle or balanced for default members - which is the better approach?

Well-designed life-cycle
products can produce
benefits greater than or
equivalent to single-strategy
balanced products, while
better addressing sequencing*
risk for members.
Extract from finding 4.3 in the Superannuation: Assessing Efficiency
and Competitiveness Productivity Commission Inquiry Report

* Sequencing risk is the risk that the timing of withdrawals or switches will crystalise any investment losses and therefore negatively impact
how long income will last in retirement.
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Lifecycle or balanced for default
members - which is the better approach?
The most appropriate investment structure for MySuper continues
to divide superannuation investment professionals. Is it a lifecycle strategy
or is it a balanced fund?
Lifecycle funds are structured to meet superannuation members needs at different points in time. For example, younger
members can tolerate higher risk levels as their time horizon is longer. As they move towards retirement, their risk tolerance
reduces as sequencing risk peaks (see charts below). So surely a strategy that also changes through time makes sense?
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These indicative charts demonstrate how members risk tolerance, time horizon, exposure to sequencing risk and superannuation
balance change as they get older.

What about the impact to investment returns?
Despite this, lifecycle strategies often come under fire for de-risking just as contributions and balances begin to peak, therefore
potentially missing out on valuable returns that will impact member balances at retirement. However, greater risk approaching
retirement results in a larger distribution of outcomes at the point of retirement. So, what is the optimal default strategy?
• The one that looks to maximise returns whilst accepting that some members could experience significant drawdowns in the
lead up to retirement?
• Or, the one that strives to manage risk and improve the certainty of outcomes in those years prior to retirement?
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Perhaps you can have both… Mercer’s analysis shows that you don’t necessarily have to pick one over the other. By investing in
high growth early, you can account for lower returns that might be experienced later.
Mercer has modelled the impact on retirement balances of investing in a well-designed lifecycle fund versus a static balanced
option from age 20. From the 5th to the 95th percentile of outcomes, the lifecycle fund achieved a higher balance at retirement
with the median member expected to have over $70,000 more. The probability of a large negative return in the lead up to
retirement was also significantly reduced.
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Modelling is based on 2,000 trials comparing Mercer Smart Path to a comparable balanced fund with 75% invested in growth assets. The results are
shown net of investment fees and taxes, assume salaries increase with average weekly ordinary time earnings (AWOTE) and that SG contributions
increase to 12% as expected. We have also assumed the member enters the fund at age 20 with a salary of $50,000 and they retire at age 67. The final
balance is shown on a real basis.
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Is risk tolerance important?
Critics of lifecycle would say that drawdowns near retirement
are OK because the time horizon is still significant and these
losses should be recuperated. But that makes one critical
assumption – members are willing to tolerate short-term losses.
Research by Mercer, as well as many others across the
industry, shows that older members and retirees are risk
averse and do not like to gamble with their retirement
savings. Particularly as they approach retirement,members
become more vulnerable to investment losses as they will not
be able to replace them with additional contributions.
Our research revealed that members prefer lower more stable
returns to higher more volatile returns – particularly as they
approach retirement and become increasingly engaged. If
market volatility is experienced, they are more likely to switch
to a more conservative strategy.
The Retirement Income Review agreed, noting that economic
shocks can undermine public confidence and affect people’s
retirement outcomes particularly for those close to or in
retirement.
If we take the Global Financial Crisis (GFC) as an example,
superannuation members who switched to a more
conservative investment strategy during the GFC were
generally older, had higher balances, and were more likely
to be women (Gerrans, 2012). The Review also pointed to
research by Aware Super which found that more than 8 in
10 members over the age of 50 who switched to a more
defensive option during the GFC, missed the rebound in
markets and had not switched back by the end of 2009-10.
This not only emphasises the value of advice and guidance
but also the merit of managing volatility for those more
engaged members that are entering or in retirement.
Of course, for those engaged members that do want
more growth exposure, the higher risk choice options
are always an option.

3

So why is there so much variety and
how can you compare them?
Another concern that many have with lifecycle strategies is
how much they vary between funds. They derisk any time
between age 40 and 75 and to an allocation at the point of
retirement that varies anywhere from 20% in higher risk assets
such as equities to over 70%. This contributes to another
problem which is how to compare them; not only to balanced
funds, which themselves vary significantly, but also against
each other.
At Mercer, we believe that some variability makes sense as
members of different funds have different objectives and will
be looking to use their retirement savings in different ways.
However, we question the level of this variability.
We believe that more clarity around the purpose of
superannuation will see the structure of these funds contine
to improve. Lifecycle strategies are still fairly new to Australia
and the objectives and purpose as outlined in the Retirement
Income Review, as well as the shift in focus toward retirement
income that we will see when the Retirement Income
Covenant comes into force, will only speed up this process.
When it comes to comparing funds, grouping members by
age could be effective and would align to the new Design
and Distribution Obligations. We also believe it could work
for the performance monitoring that has been introduced by
the APRA Heatmap and the performance test that has been
recommended as part of the Your Future Your Super measures.
By grouping members by age and selecting a representative
age for each cohort, funds can be compared across all
MySuper products whilst considering the differing objectives
of these members. Additional and improved data may enable
better grouping but in the meantime, we believe that age is a
reasonable approach to take when segmenting accumulation
members at this point in time.
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In Conclusion
We truly believe that well-structured and managed
lifecycle funds have the potential to offer disengaged
members a better superannuation outcome than static
balanced funds because they:
• Can achieve retirement balances equal to or higher than
a balanced fund over the lifetime of the member
• Can reduce sequencing risk
• Do not require members to make their own
de-risking decisions
• Are easy to communicate to members
• Align with members’ behavioural biases

Emily Barlow, CFA
Senior Investment Consultant
Mercer, Pacific
emily.barlow@mercer.com
Clayton Sills
Superannuation Leader
Mercer, Pacific
clayton.sills@mercer.com

4

Important Notices

Mercer (Australia) Pty Ltd

This document has been prepared by Mercer Investments (Australia) Limited
(MIAL) ABN 66 008 612 397, Australian Financial Services Licence #244385.

ABN 32 005 315 917
One International Towers Sydney
100 Barangaroo Avenue
Sydney, NSW Australia 2000
GPO Box 9946 Sydney NSW 2001

References to Mercer shall be construed to include Mercer LLC
and/or its associated companies.
© 2021 Mercer LLC. All rights reserved.
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This contains confidential and proprietary information of Mercer and is intended
for the exclusive use of the parties to whom it was provided by Mercer. Its content
may not be modified, sold or otherwise provided, in whole or in part, to any other
person or entity, without Mercer’s prior written permission.
The findings, ratings and/or opinions expressed herein are the intellectual
property of Mercer and are subject to change without notice. They are not
intended to convey any guarantees as to the future performance of the investment
products, asset classes or capital markets discussed. Past performance does
not guarantee future results. Mercer’s ratings do not constitute individualised
investment advice.
Information contained herein has been obtained from a range of third party
sources. While the information is believed to be reliable, Mercer has not sought to
verify it independently. As such, Mercer makes no representations or warranties
as to the accuracy of the information presented and takes no responsibility or
liability (including for indirect, consequential or incidental damages), for any error,
omission or inaccuracy in the data supplied by any third party.
This does not constitute an offer or a solicitation of an offer to buy or sell securities,
commodities and/or any other financial instruments or products or constitute a
solicitation on behalf of any of the investment managers, their affiliates, products
or strategies that Mercer may evaluate or recommend.
For the most recent approved ratings of an investment strategy, and a fuller
explanation of their meanings, contact your Mercer representative..
Conflicts of interest: For Mercer Investments conflict of interest disclosures,
contact your Mercer representative or see www.mercer.com/conflictsofinterest.
Mercer universes: Mercer’s universes are intended to provide collective samples
of strategies that best allow for robust peer group comparisons over a chosen
timeframe. Mercer does not assert that the peer groups are wholly representative
of and applicable to all strategies available to investors.
Risk warnings: The value of your investments can go down as well as up, and you
may not get back the amount you have invested. Investments denominated in a
foreign currency will fluctuate with the value of the currency. Certain investments
carry additional risks that should be considered before choosing an investment
manager or making an investment decision.
This document is not for distribution to retail investors.
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