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Letter from the Editor
Welcome to the first edition of Retirement Dimensions, a magazine focusing on next
generation solutions for retirement income in the context of Australia’s embrace of a
new framework for its superannuation system.
In this edition, we feature international and local perspectives on this challenge, starting
with the contribution of one of the world’s leading thinkers on retirement income solutions—
Professor Robert C. Merton, a Nobel laureate.1 As someone whose insights are sought by
governments around the world, Professor Merton rates Australia’s system highly. But he
also thinks we need to reorient super from the lump sum mentality and offer members
more meaningful engagement.
Dimensional’s contribution within Australia to the debate over retirement income solutions
is laid out by the firm’s Australian CEO and Chairman, Glenn Crane, while we also assess
the regulatory landscape after a decade of reviews and inquiries.
Aside from product design, a key issue is the governance and fiduciary framework for
retirement income solutions, an area examined by Dr Michael Drew and Dr Adam Walk
in an article adapted from the Journal of Retirement. And sharing insights from the US
experience with the shift to next generation solutions is Tim Kohn, the Head of Defined
Contribution Services at Dimensional and editor of the US parent of this magazine.
Finally, we look at the work Dimensional has done with Standard & Poor’s in the US
in developing new benchmarks for retirement income products.
As Australia contemplates making a great system even better, we trust the thinking in
this publication will help enrich and inform the debate.

J I M PA R KE R ,

Vice President, Communications
Dimensional Fund Advisors

1. Robert C. Merton is a consultant to Dimensional Fund Advisors LP and Resident Scientist at Dimensional Holdings Inc. Dimensional Fund Advisors LP
and Dimensional Holdings Inc. are affiliates of DFA Australia Ltd.
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How to boost

The 1997 Nobel laureate proposes
a framework for generating
sustainable income in retirement.

“Insofar as addressing the retirement
shortfall is a problem, it is one of
engineering, not science.”
PROFESSOR MERTON

RETIREMENT DIMENSIONS

Having led the world in the 1990s in
embracing defined contribution retirement
plans, Australia now is rightly reviewing
whether the design of its retirement income
system is meeting the needs of people living
in and approaching retirement.

Superannuation
System for
Default Fund
Members

CURRENT

RECOMMENDED
BY FSI

FIRST JOB

SUBSEQUENT JOB

Account assigned by
employer/award from one
of 116 MySuper products

New account for each new
job assigned by employer/award

Single high-performing
account allocated by
competitive process

Members retain their account
for each new job, unless they
choose another fund

Multiple fees and insurance
erode superannuation balance

More efficient system,
lower fees

Note: CIPR is an acronym for ‘Comprehensive Income Products for Retirement’. Source: Murray Financial System Inquiry Final Report.
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In my frequent visits to your country
in recent years, I have watched as this
discussion has evolved to the point where
people widely accept that the goal of your
superannuation system should be ‘income in
retirement’. The question now more relates
to how.
For four decades I have been contemplating,
researching and speaking about this topic
around the world, so I have the advantages
of perspective and an understanding of the
challenges involved.
What I set out here is a framework that greatly
improves the engineering of the products
designed to deliver retirement income, while
leaving the complexity ‘under the hood’ and
providing meaningful choices to people planning and entering retirement.
In all of these discussions, we should recall the
primary concern of the saver remains what it
always has been: ‘Will I have sufficient income
in retirement to live comfortably?’

Some Problem!

In some ways, the ‘problem’ we are trying to
solve is no problem at all. People in developed
economies like Australia are living longer, and
the time they spend in retirement is increasing. According to your official statistician, life
expectancy at birth is now 80.4 years for males
and 84.6 years for females.
We also see these patterns around demographics and longevity in Europe, Japan and
North America. We are all living longer. That’s
a good thing! The big issue, as you have been
discussing here, is how you are going to pay for
all that extra time.
Insofar as addressing the retirement shortfall is
a problem, it is one of engineering, not science.
We already have the tools to fix this issue. We
know how to make the system sustainable and
increase people’s chances of a good retirement.
Essentially, this new system comes down to
making smarter products rather than trying
to make consumers smarter about finance.

PL ANNING
FOR RETIREMENT

TRANSITION
TO RETIREMENT

Disengaged member
can seek advice

Consolidate multiple
accumulation accounts
and open a separate
pension account

RETIREMENT

Lower standard of living
in retirement to avoid
outliving savings

Complex decisions
at retirement

Income projections
on statements

Seamless transition
Pre-selected CIPR
supports decision making
and greater risk pooling

Higher and more enduring
income in retirement

If one
incorrectly
measures
what is risky,
one cannot
possibly
manage that
risk well.
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ROBERT C. MERTON is the School
of Management Distinguished Professor
of Finance at the MIT Sloan School of
Management and University Professor
Emeritus at Harvard University. He was
the George Fisher Baker Professor of
Business Administration (1988 to 1998)
and the John and Natty McArthur
University Professor (1998 to 2010) at
Harvard Business School. After receiving
a PhD in economics from MIT in 1970, Merton served on the finance
faculty of MIT’s Sloan School of Management until 1988, at which
time he was J.C. Penney Professor of Management. He is Resident
Scientist at Dimensional Holdings Inc., where he is the creator of the
Target Retirement Solution, a global integrated retirement-funding
solution system.
Merton received the Alfred Nobel Memorial Prize in Economic Sciences
in 1997 for a new method to determine the value of derivatives. He is

Whose System Is Best?

People often ask me which country has solved
this challenge. My answer is that issues exist
even in the best retirement systems, such
as those in the Netherlands and Singapore.
Australia is rated highly as well, with your
three pillars of the age pension, compulsory
superannuation guarantee and voluntary
private savings.
But you still have issues. Most of your superannuation funds are built around a lump sum
goal. Under defined contribution systems, like
yours, individuals carry the risk for both funding their retirement and making the complex
decisions required to generate the income they
need to last throughout their lives.
I note that your federal government has been
working with an industry advisory panel on a
retirement incomes framework. It seems that
while there is general support for new types of
products, there is disagreement over design and
implementation.
My view: The ideal solution would allow people
to invest towards retirement income over time

past president of the American Finance Association, a member of the
National Academy of Sciences, and a Fellow of the American Academy
of Arts and Sciences. Merton received the inaugural Financial Engineer
of the Year Award from the International Association of Financial
Engineers, which also elected him a Senior Fellow. A Distinguished
Fellow of the Institute for Quantitative Research in Finance (‘Q Group’)
and a Fellow of the Financial Management Association, he received
the Nicholas Molodovsky Award from the CFA Institute. He received
the 2011 CME Group Fred Arditti Innovation Award and the 2013
World Federation of Exchanges Award for Excellence.
Merton’s research focuses on finance theory, including life cycle and
retirement finance, optimal portfolio selection, capital asset pricing,
pricing of options, credit risk, loan guarantees and improving the
methods of measuring and managing macro-financial risk.
Merton received a BS in engineering mathematics from Columbia
University and a MS in applied mathematics from California Institute
of Technology.

and seek to protect those investments from inflation and market risks in low-cost, diversified
strategies that offer meaningful engagement.
Indeed, aside from the lump sum goal of most
super plans, the main shortfall of your system,
as I see it, is the lack of meaningful information
given to consumers.
I strongly believe that putting relatively complex decisions in the hands of individuals who
have little or no financial expertise is problematic. While some argue the answer is increased
financial literacy, it is simply unrealistic to
expect people to make good decisions about
strategies that challenge even seasoned investment professionals.
The current reporting practice focused on value
trains people to see the key metric as the size
of their fund pool, when what really matters to
them is how much income the pool will provide
in retirement to support the lives they want to
live. Knowing the value of our pool does not
by itself tell us how much income we could
receive from it in retirement, so it is not a good
measure of how we are doing.

If an individual’s pension savings are invested
to maximise capital value at retirement and her
personal goal is to achieve a reasonable level of
retirement income, there is a clear mismatch.
In the view of the superannuation fund, the relevant risk is portfolio value. But the risk for the
individual is uncertainty about retirement income. If one incorrectly measures what is risky,
one cannot possibly manage that risk well.

Hedging the Right Risk

How do we solve this dilemma? The answer is
to adopt a liability-driven investment (LDI)
strategy that is equivalent to how an insurer
hedges an annuity contract or how pension
funds hedge their liabilities for future retirement payments to members.
The task is to grow members’ savings during
their accumulation phase and manage income
uncertainty by using long-term inflation-linked
bonds as the lowest-risk hedge leading up to and
during their decumulation phase. This approach
gives members a clearer view of the consumption that a portfolio may provide in retirement.
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Of course, a member’s asset allocation is
important, but it is not the only factor required
for success. And it is not a meaningful input
for the choices the consumer makes.

The ideal solution would allow
members to invest toward retirement
income over time and seek to protect
those investments from inflation and
market risks.

Once these variables are known, the fund need
only communicate regularly with the member
about the probability of reaching her goal. To
increase that probability, the fund member has
only three choices—save more, work longer or
take more risk.
A fourth solution—which could be important
for a country like Australia, where most people’s
wealth is tied up in their homes—could be
to generate more income benefits from their
existing assets using life income annuities and
reverse mortgages. But that is a discussion for
another day.

Smarter Products

In contrast, a traditional fund that focuses
on maximising account balances within risk
constraints will use short-term fixed interest
bonds as its hedge. But if the goal is to convert
a portfolio into a stream of income, short-term
bonds are very risky.
Under this new generation solution, members
would still get a pot of money at retirement
and would still have the same choice over their
savings that they have now. The difference is
the value of the pot would be obtained through
a strategy meant to maximise the likelihood of
achieving the desired income stream.

Changing Member
Engagement
Moving to this income-focused strategy
would require changes not only to the
way super funds invest their members’
money but also to how they engage and
communicate with savers.

The Murray Financial System Inquiry
(see page 8) highlighted the gap between
what exists and what Australians need, noting
that the current focus on lump sum balances
in the superannuation system is evident in
the absence of retirement income projections
from annual statements to members.1
As someone who has spent much of his
professional life researching this issue, I can
only agree. Ultimately, what Australia needs
is an approach to superannuation that uses
smarter products rather than trying to make
consumers smarter about finance.

Instead of being asked complex questions
about asset allocation, members would be
asked three simple questions:

1.What is your retirement income goal?
2. How much can you contribute
from current income?
3. How long do you plan to work?

1. fsi.gov.au/publications/final-report/.

Robert C. Merton is a consultant to Dimensional Fund Advisors LP and Resident Scientist at Dimensional Holdings Inc.
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Jim Parker, Head of Dimensional’s Communications and Marketing team in Australia, helps create
strategies to communicate Dimensional’s philosophy and process in ways that engage clients, prospects,
regulators and the media. He does so through presentations, books, papers, and articles, including
his “Outside the Flags” column. Jim joined Dimensional in 2006 after 25 years working as a journalist
in newspapers, television, radio and online media. He holds a bachelor of arts in social and economic
history from Deakin University and a journalism certificate from Auckland Technical Institute.

Timeline: System Reviews
Broad agreement on need for new income products,
but disagreement on design and implementation

By Jim Parker

Vice President, DFA Australia Limited

Australia’s retirement system has been the subject
of several reviews in the past decade. Some explicitly looked at superannuation, while others were
conducted in the context of taxation or the financial services sector.
What is striking is the consistency of the findings
in relation to retirement income:
2009—Australia’s Future Tax System (‘Henry’)

“While super generates assets for retirement,
current arrangements do little to ensure that
those assets can be used for income purposes
throughout retirement.”1
2010—Super System Review (‘Cooper’)

“The government and the industry should
emphasise to members that the retirement
phase … is the key purpose for the
accumulation of superannuation saving.”2

2014—Financial System Inquiry (‘Murray’)

“Superannuation assets are not being
efficiently converted into retirement incomes
due to a lack of risk pooling and over-reliance
on individual account-based pensions.”3
2016—Framework for Comprehensive Income
Products (Treasury)

“(We need) products that allow individuals
to draw a higher income (than the minimum
drawdown rates), balanced with flexibility,
without increasing their risk of outliving their
retirement savings.”4
There is virtual unanimity that the retirement phase
of superannuation in Australia is underdeveloped
and that new solutions are required to meet the
income and risk management needs of individuals
in a more efficient way.

But after nearly a decade of reports arguing that
the retirement phase has not evolved alongside
the system in its entirety, more than 90% of accumulated assets for retired Australians remain in
account-based pensions.
Yet the arguments for change remain. The aging
population and maturing superannuation system
mean an increasing number of people are transitioning into retirement and are relying on their
super to provide income through their increasingly long retirement. These individuals, most of
whom do not have access to advice, are ill-equipped
to manage the complex investment, inflation and
longevity risks (see Exhibit 1, page 9) related to
retirement income.
Faced with the risk of outliving their savings,
many people manage in retirement by tolerating
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Exhibit 1 Retirement Income Risks
Market / Investment: Financial markets are subject to volatility and can change quickly. A market
decline near (or in) retirement can reduce members’ wealth and result in less available income.
Inflation: Over time, inflation can reduce the value of members’ savings, resulting in lower real
wealth and a diminished standard of living. Higher inflation means today’s savings do not have the
same purchasing power in the future.
Longevity: The longer a member’s retirement lasts, the greater the chances of old-age poverty or
running out of money.
Source: DFA Australia Limited.

a standard of living much lower than they would
otherwise enjoy. With their traditional accountbased pensions unprotected against market, inflation or longevity risk, they have no clear idea of the
amount of consumption their savings can provide.

Appropriate Solutions
Against that background, the government has been
encouraging trustees to help members by designing appropriate retirement income solutions. In
the meantime, it has removed tax barriers to such
products and reviewed social security means testing arrangements.
A 2016 Treasury discussion paper revealed both
broad agreement in the industry on the need for
new income products (‘MyRetirement’ is Treasury’s
preferred name) and disagreement on design
and implementation.
For instance, the Association of Superannuation
Funds of Australia (ASFA) argued in a 2017
submission to Treasury that, given the proposed
‘opt-in’ framework, income products should offer
retirees flexibility in access to their capital.5
“Historically there has been a lack of consumer
take-up of income stream products by Australians,
due to a range of cultural and behavioural reasons,”
ASFA said, citing a lump sum focus, a reluctance to

restrict access to capital, a desire to leave bequests,
a concern about counterparty risk and a desire to
retain control over investments.
Elsewhere, the Committee for Sustainable Retire
ment Incomes (CSRI), a non-aligned think tank,
has argued that Australia’s three-pillar retirement
income framework remains highly complex and
exposes individuals to significant risks which they
are ill-equipped to manage, even as it remains
superior to many others around the world.6
“The most direct way of improving outcomes in
retirement is to efficiently convert superannuation balances into sustainable income streams,” the
CSRI said. “This means building on the strengths
of the fully-funded defined contribution system
with outcomes similar to a defined benefits system.”

Faced with the risk
of outliving their
savings, many
people manage
in retirement by
tolerating a
standard of living
much lower than
they would
otherwise enjoy.

As the industry wavers, the federal government has
been urging trustees of superannuation funds to
assist their members both by offering appropriate
income solutions and by reducing the complexity
of members’ decisions about retirement.
To further that aim, the government has appointed
a nine-member consumer and industry advisory
panel to provide advice to Treasury on a possible
retirement covenant in legislation which would
require trustees to offer appropriate income solutions for retirement.

1. Retirement Income Strategic Issues Paper, Australia’s future tax system, tinyurl.com/Henry-2009.
2. Super System Review, Part Two - Chapter 7: Retirement, goo.gl/puMkCF.
3. Financial System Inquiry, Chapter 2, http://fsi.gov.au/publications/final-report/chapter-2/.
4. Development of the framework for Comprehensive Income Products for Retirement, Australian Government, tinyurl.com/CIPR-2016.
5. ASFA, 7 July 2017, superannuation.asn.au/ArticleDocuments/427/201718_Treasury_CIPRs.pdf.aspx?Embed=Y.
6. ‘Security Sustainable Retirement Incomes for All Australians’, Committee for Sustainable Retirement Incomes, October 2016.
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GLENN CRANE is a founding Director of DFA Australia Limited and was responsible for establishing
the business in 1994. He is Chairman of the Board of Directors and the Compliance Committee.
Glenn has extensive experience in all aspects of the financial services sector. He received his
BComm and LLB from the University of New South Wales.

Implementing Great Ideas
DFA is a leading advocate for a science-based focus
on income in retirement savings plans

By Glenn Crane

Chairman and CEO, DFA Australia Limited

The Australian retirement income system is regularly
rated as one of the best in the world, hardly surprising for a diverse and wealthy country with such a
strong record of innovation that it has become an
exporter of ideas.

and experience in building solutions that we think
can improve lives. Time and again, this engagement
yields “aha” moments, as intermediaries embrace
better ways of helping their clients.

As an asset management firm that set up in Sydney
in 1994, Dimensional has witnessed first-hand the
waves of innovation in this industry. Back then,
the compulsory superannuation system was barely
two years old.

The most recent example is our thinking around
retirement income. Through the ideas of Nobel
laureate Robert Merton and others (see feature
story, page 2), we have been among the leading
advocates globally for an income focus in retirement savings plans.

Over the subsequent near-quarter of a century, we
have seen significant growth in financial services,
accompanied by increasing professionalism, deepening sophistication and growing engagement
within our region. As a company based on ideas,
we have shared our thinking on a range of fronts.

Our scientifically rigorous investment approach,
grounded in the highest standards of research,
makes us a touchstone for industry participants who seek us out for our views on a
range of issues, like factor-based investing and
smart implementation.

All along, our mission has been to bring to as many
people as we can our philosophy, implementation

Our research work is fully integrated with portfolio
design, management and trading (see Exhibit 1,

page 11), drawing on the information available in
prices to build outcomes that address a diverse and
changing array of client needs.
Also critical is our approach to education. We have
helped a generation of non-aligned advisors build
successful businesses, based not on selling product but on helping people understand what drives
returns and what they can do about it.
Making these messages stick means giving people
meaningful information and showing them how
good outcomes are linked to sound investment
principles. This process is also critical to our
approach to retirement income.
If you are managing towards an income rather
than an accumulation goal, there will be significant differences both in how you manage risk and
how you deploy your investable assets. For those
close to retirement, a market decline like the global
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Exhibit 1 Dimensional’s Integrated Approach to Investing
Research
Use information in current market
prices and fundamental data to identify
systematic differences in expected returns
among securities.

Research

MARKET
PRICES

Portfolio
Design

Portfolio
Management
and Trading

Portfolio Design
Target dimensions of expected returns
while considering the interactions among
premiums, diversification, and costs.
Portfolio Management and Trading
Use current market prices to maintain
a daily focus on premiums and balance
tradeoffs. Create flexibility in trading
to pursue favourable execution prices.

Source: US Department of Labor, webapps.dol.gov/elaws/elg/erisa.htm#BasicPro.

financial crisis can be hugely destructive. So there
needs to be a balance between asset growth in the
early years of people’s working lives and income
risk management later on.
Managing inflation and interest rate risk are paramount if you are investing for 20 years in retirement and your goal is real income stability. Finally,
a successful product will provide people clarity
about the retirement consumption their savings
can support. That means giving them meaningful
information, meaningful choices and, importantly,
the flexibility they need.
Dimensional has a global perspective on the retirement challenge. We are tackling these issues in
North America, the UK, Europe and Asia, drawing on the work of some of the most innovative
thinkers in finance.

We also have strong local focus, as we have been
serving clients in Australia and New Zealand for
nearly 20 years. We’re known and trusted for delivering efficient, transparent and effective solutions
that meet a range of needs for many people.
Dimensional Co-CEO Dave Butler, our Head of
Global Financial Advisor Services, puts it this way:
“Australia has helped lead the way in implementing DC retirement solutions, and Dimensional is
keen to be a part of the next wave of innovation.”
From here, the shift to an income focus will require
a significant change in thinking from trustees,
administrators and investment professionals. It’s
also critical that we set appropriate benchmarks
for the goal.
This is all achievable. Dimensional is known for
implementing the great ideas in finance. This is
just the latest stage.

Dimensional has
a global perspective
on the retirement
challenge as well as
a strong local focus.
We have been
serving clients
in Australia and
New Zealand
for nearly 20 years.
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WES CRILL, a Vice President in the Research group at Dimensional Fund Advisors LP (an affiliate
of DFA Australia Ltd.), conducts empirical research on a broad range of investment topics to support
client relations. Wes creates and delivers presentations conveying Dimensional’s philosophy and
process. In addition, he assists with internal training for client-facing employees and contributes
to the construction of marketing materials for client distribution. Wes earned a BS and a PhD in
materials science engineering from North Carolina State University. The discussion of the STRIDE
Index Series and retirement income in this article are made from a US perspective only.

How Much Will
My Retirement Income Cost?
These cash flows have a price that is known from today’s bond yield curve

By WES CRILL, PhD

Vice President, Dimensional Fund Advisors

Gaining clarity around the future spending,
or consumption, that an investor’s savings can
support is critical in planning for retirement.
Being armed with information about retirement
preparedness can inform one’s decisions about
savings rate, expense budget in retirement, and
investment selections. A first step towards solving
this challenge is to understand how much retirement income costs.
One way to visualise retirement income is as a
string of cash flows that fund a retiree’s consumption—the “retirement income liability”. The objective for investors is to fund these cash flows from
current and future savings. Each of these cash flows
has a price that is known from today’s bond yield
curve. For example, the interest rate on a 10-year
zero coupon US Treasury bond can be used to infer
the present value1 of a cash flow 10 years from now.
This framework suggests two primary risks that
increase uncertainty about the degree to which

current savings can support the retirement income
liability. First, since the present value of future
cash flows depends on interest rates, the cost of
the liability is sensitive to interest rate changes.
For example, if interest rates go up, the liability
cost will go down, and vice versa. In addition,
retirement consumption is likely to be in goods
and services that rise in cost with inflation. Higher
inflation means today’s savings do not have the
same purchasing power in the future.
The S&P Shift To Retirement Income and
Decumulation (STRIDE) Index Series can help
cut through the fog of uncertainty. 2 STRIDE
Indices define a retirement income goal of $1 of
inflation-adjusted income for 25 years (i.e., the
Generalized Retirement Income Liability or
‘GRIL’). This definition assumes an average life
expectancy of 20 years, beginning at age 65, plus
a five-year buffer to account for uncertainty about
life expectancy. Using real interest rates taken from
available Treasury Inflation-Protected Securities

An investment
solution integrated
with the goal of
retirement income
should focus on
reducing volatility
in the ratio of
account balance
to cost of income,
which reduces
uncertainty in the
income estimate.
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Exhibit 1 An Inflation-Adjusted Income Stream in Retirement

Working Life

Cost (Present Value):

$1

$1

Ò

$1

$1

Year 1

Year 1

Ò

Year 1

Year 1

$0.98

$0.96

$0.62

$0.61

Cost of GRIL=$19.52

Chart is provided for illustrative purposes. Assumes that the first dollar of income is received at the end of the first year
of retirement. Present value calculation assumes a hypothetical discount rate3 of 2%.

(TIPS), S&P discounts each future $1 and adds
them up to compute the present value of the GRIL,
as shown in Exhibit 1.

liability-driven investment, or LDI,4 and has long
been used by defined benefit plans to align their
assets with their liabilities.

With this number, we can meaningfully translate
a retirement account balance into expected future
consumption. Dividing the current balance by the
cost of income (the GRIL) provides an estimated
annual income stream in retirement. This number
is equivalent to the value, in real terms, that can
sustainably be withdrawn each year for consumption during the retirement period.

The S&P STRIDE Index Series are designed
around retirement dates in five-year increments
from 2005 (current retirees) through 2060. Each
index includes an LDI component—inflation-protected fixed income securities with an average
duration5 matching the expected timing of the
retirement cash flows for that specific retirement
period. This approach provides more comprehensive management of the risks that add uncertainty
about future income.

An investment solution integrated with the goal
of retirement income should focus on reducing
volatility in the ratio of account balance to cost of
income, which reduces uncertainty in the income
estimate. From an investment strategy standpoint,
that implies designing a solution which tracks the
cost of income so that our account balance moves
in tandem with it. This type of strategy is called a

As Exhibit 2 on page 14 shows, the LDI strategy dramatically reduces the volatility in estimated income compared to intermediate bonds and
T-bills (which often constitute the risk management assets in retirement-focused investment
solutions). The S&P STRIDE LDI component is

The S&P STRIDE
Indices provide
a measure of the
cost of income ...
and allow for
the calculation
of how much
retirement income
can be generated
from a given level
of savings.

1. A “present value” is how much a future sum of money is worth today.
2. To learn more about the S&P STRIDE Index Series, see S&P STRIDE Index Series Methodology, available at us.spindices.com.
3. A discount rate is the rate used to transform future cash flows into today’s dollars.
4. A liability-driven investment (LDI) strategy is designed to focus on assets that match future liabilities. LDI strategies contain certain risks that prospective investors
should evaluate and understand prior to making a decision to invest. These risks may include, but are not limited to, interest rate risk, counterparty risk, liquidity
risk and leverage risk.
5. Duration is a measurement of the sensitivity of the price of a fixed income investment to changes in interest rates. Generally, high-duration bonds will have greater
sensitivity to changing interest rates than lower-duration bonds.

14

RETIREMENT DIMENSIONS

designed to approximate the sensitivity of the cost
of income to interest rates and inflation, so even as
the account balance changes, the estimated retirement income is steady over time. In contrast, the
values of the shorter-term bonds—represented by
the US Aggregate Bond Index and the one-month
T-bills—are less sensitive than the cost of income to
interest rates and inflation. Even though the account
balance changes less over time with those investments (see Exhibit 3), the estimated income is more
volatile because the account balance is not moving
in tandem with the cost of income.

Exhibit 2 Retirement Income Estimates for a 2020 Retiree (in USD)
$20,000

S&P STRIDE LDI Component

S&P U.S. Aggregate Bond Index

One-Month T-Bills

$16,000

$12,000

$8,000

nn

nn

$4,000
nn

0
2003

Lines show estimated annual income
(starting in 2020) in January 2003 USD.
Initial portfolio balance is assumed to be
$200,000 in January 2003.
Estimated annual income is account
balance ÷ cost of income.

2005

2007

2009

2011

2013

2015

2017

Exhibit 3 Real Growth of Wealth Estimates for a 2020 Retiree (in USD)
$400,000

S&P STRIDE LDI Component
S&P U.S. Aggregate Bond Index
One-Month T-Bills

$300,000

Successful retirement planning means more
than just saving and must take into account
the decumulation phase.6 Doing so effectively
requires information about how much an investor’s savings can provide in terms of retirement
income. Obtaining relevant information about this
goal is best accomplished using a framework that
integrates the investment solution with the risks
that produce uncertainty in translating account
balances into estimated future income. The S&P
STRIDE Indices provide a measure of the cost of
income, the GRIL, and allow for the calculation
of how much retirement income can be generated
from a given level of savings. Using this measure,
we can then create an investment strategy that
reduces retirement income uncertainty to help
investors better plan for retirement and pursue
better retirement outcomes.

$200,000

$100,000

nn

nn

0
2003

Lines show inflation-adjusted estimated
growth of wealth in 2003 USD.
Initial portfolio balance is assumed to be
$200,000 in January 2003.
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Sources: S&P STRIDE 2020 LDI Component and US Aggregate Bond Index data from S&P Dow Jones Indices LLC. T-bill
returns from Morningstar. CPI data from the Federal Reserve. The S&P STRIDE Glide Path 2020 Index was launched on
January 11, 2016. All data prior to the index launch date is backtested. The backtest calculations are based on the same
methodology that was in effect on the index’s launch date. Complete methodology details are available at us.spindices.com.
Past performance is no guarantee of future results. Chart is provided for illustrative purposes and reflects backtested and
hypothetical historical performance. Backtested performance is not actual performance but is hypothetical. Indices are not
available for direct investment. Index performance does not reflect the expenses associated with the management of an
actual portfolio. Please see the Important Information on page 15 for more information regarding the inherent limitations
associated with backtested performance and the methodology for calculating the series represented in Exhibits 2 and 3.

6. The decumulation phase refers to the period after retirement, when retirees draw down on or ‘decumulate’ their retirement savings.
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Exhibits 2 and 3 Data Methodology
Exhibit 2 shows retirement income estimates (in USD) over time for a 2020 retiree; the estimates are in terms of annual retirement income in January 2003 dollars,
assuming 25 years of income starting in 2020 and a $200,000 initial balance in January 2003. The income estimates are shown for three different investment strategies,
represented by the S&P STRIDE LDI Component, S&P US Aggregate Bond Index, and one-month T-bills. Income estimates are calculated by dividing the account balance
(including the initial $200,000 and investment returns) by the GRIL at a particular point in time for a particular investment strategy, and then adjusting back to January 2003
dollars using CPI.
For example, to calculate the income estimate for January 2010 under the S&P STRIDE LDI Component strategy, we first calculate that the beginning balance of $200,000
would have hypothetically grown to $315,550 by January 2010. The GRIL in January 2010 was 16.0127, so by dividing the hypothetically grown balance by the GRIL, we
calculate an estimated annual retirement income stream starting in 2020 of $19,706 for 25 years. Using the CPI to adjust this back to January 2003 dollars, this amounts
to an estimated annual retirement income stream starting in 2020 of $16,524.41 for 25 years.
Exhibit 3 shows real (inflation-adjusted) growth of wealth (in USD) over time for a 2020 retiree; the estimates are in January 2003 dollars, assuming a $200,000
initial balance in January 2003.
Important Information
The S&P STRIDE Glide Path 2020 Index (the “Index”) was launched on January 11, 2016. All information presented prior to the Index launch date is backtested. Backtested
performance is not actual performance, but is hypothetical and is generally prepared with the benefit of hindsight. Backtested information reflects the application of the
Index methodology and selection of Index constituents in hindsight. No hypothetical record can completely account for the impact of financial risk in actual trading. For
example, there are numerous factors related to the equities, fixed income, or commodities markets in general that cannot be, and have not been, accounted for in the
preparation of the Index information set forth, all of which can affect actual performance. The backtest calculations are based on the same methodology that was in effect
when the Index was officially launched. Complete index methodology details are available at www.spdji.com. It is not possible to invest directly in an index.
This simulated performance information was prepared for use by financial advisors and professional investors who understand the limitations of simulated performance.
They were not prepared for use by retail clients and are not for public use. The performance data is provided for informational and educational purposes only and is not
warranted to be free of errors, omissions, typographical errors or other deficiencies.
Index Series Description
The S&P Shift to Retirement Income and Decumulation (STRIDE) Index Series comprises 12 multi-asset class indices, each corresponding to a particular target retirement date.
The asset allocation for each index in the series is based on a predetermined life-cycle glide path. Each index reflects a multi-asset class solution, with varying levels of
exposure to equities, nominal fixed income securities, and inflation-adjusted bonds.
The S&P STRIDE Index Series represents a strategy that builds a portfolio of assets to support a hedged stream of inflation-adjusted retirement income. The indices also
provide a new framework for benchmarking target date funds (TDFs) that focus on delivering similar results. The indices are individually composed of asset class indices
(an index of indices), and the index series includes target date years in five-year increments (vintages). Each index vintage covers a full life cycle of accumulation (during
what are generally considered working years) and decumulation in retirement years. Beginning 20 years before each target date, the indices gradually re-allocate some of
their weight from accumulation constituents to inflation-adjusted income constituents. This process is analogous to dollar cost averaging into income-producing assets. The
income portion consists of a duration-hedged combination of Treasury Inflation Protection Securities (TIPS) indices. The duration of the combined TIPS indices is matched
monthly to the duration of a hypothetical retirement income cash flow stream that begins at the target date and lasts for 25 years.
The S&P STRIDE 2020 LDI Component represents the component of the S&P STRIDE Glide Path 2020 Index, which is the income-risk management allocation—made
up of underlying S&P TIPS indices held to the same proportions as the S&P STRIDE Glide Path 2020 Index.
Disclosures
The S&P STRIDE INDEX is a product of S&P Dow Jones Indices LLC or its affiliates (“SPDJI”) and has been licensed for use by Dimensional Fund Advisors LP (“Dimensional”).
Standard & Poor’s® and S&P® are registered trademarks of Standard & Poor’s Financial Services LLC (“S&P”); Dow Jones® is a registered trademark of Dow Jones Trademark
Holdings LLC (“Dow Jones”); these trademarks have been licensed for use by SPDJI and sublicensed for certain purposes by Dimensional. Dimensional’s products, as
defined by Dimensional from time to time, are not sponsored, endorsed, sold, or promoted by SPDJI, S&P, Dow Jones, or their respective affiliates, and none of such
parties make any representation regarding the advisability of investing in such products nor do they have any liability for any errors, omissions, or interruptions of the S&P
STRIDE Index.
Dimensional Fund Advisors LP receives compensation from S&P Dow Jones Indices in connection with licensing rights to the S&P STRIDE Indices. It is not possible to invest
in an index.
Dimensional Fund Advisors LP is an investment advisor registered with the Securities and Exchange Commission in the US.
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Retirement Security:
Time for a Fiduciary Credo?
Financial economists say super must focus on interests of fund members

By Dr MICHAEL E. DREW, Director


and Dr ADAM N. WALK, Director, Drew, Walk & Co.

If we were to distil our thinking on how best to
achieve retirement security into a single concept,
it would be fiduciary focus.
In superannuation funds, the fiduciary role is
usually fulfilled by a board of trustees, a committee of such a board (e.g., an investment committee),
or sometimes by individuals acting in a special
relationship of trust and confidence. In Australia,
the Australian Prudential Regulation Authority
(APRA) defines and enforces the role of fiduciaries in relation to superannuation funds through
prudential standards and associated guidance.
For example, superannuation prudential standard
(SPS) 530 states that a licensee “must at all times
have an investment governance framework to
manage investments to meet the … licensee’s obligations to beneficiaries” (Australian Prudential
Regulation Authority [2013, s. 8]). SPS 530 goes
on to assign the ultimate responsibility for investment governance framework to the fund’s board

of trustees (Australian Prudential Regulation
Authority [2013, s. 10]).1
We are hearing more and more news about how
trustees in Australia are taking such a fiduciary
focus, but we wonder at times whether this is more
marketing spin than guiding philosophy.
When we say ‘fiduciary focus,’ we mean prioritising
what Charles D. Ellis called the “values [original
emphasis] of the profession”—or “doing what is best
for investment clients”—over the “economics [again,
original emphasis] of the business”—or “doing what
is best for investment managers.”2
We know this approach is easier to say than to do,
and requires more of governing bodies and senior
executives than almost anyone else, usually in the
form of leadership. At some point, plan fiduciaries
and/or executives will be required to make hard
decisions, and their staff and service providers
will observe their behaviour and respond to the

signals. In fact, in Australia, we would argue that
a desire for alignment between the plan’s interests
and the interests of those fulfilling the investment
function in part drives the general trend toward
internalising investment capability at superannuation funds (especially large funds). Put in Ellis’s
terms, plans are concerned that the economics of
the business are prioritised over the interests of
plan participants.
This tension is heightened because there is no
requirement to ensure a certain level of retirement income for plan members (and a universal
public pension acts as a safety net). Regulation
is focused on inputs to wealth (e.g., the level of
contributions and the investment risk assumed),
not on outputs from wealth (e.g., the replacement
ratio or level of retirement income that terminal
wealth can sustain). Combine this input focus with
near universal portability, a fascination with peer
performance and the absence of risk sharing (as
happens in defined benefit plans), and you have
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a system with the potential to deliver divergent
outcomes to members of the same fund.
Thus, given realities on the ground, what are the
key elements that might guide trustees’ actions?
Put another way, what might we describe as our
fiduciary credo? It has six key points: high standards of governance; clear, documented investment
beliefs; appropriately framed investment objectives; plan participant guidance; implementation
excellence; and effective risk management (see
Fiduciary Credo, below).

Our credo has real implications for superannuation funds. We suspect that many plans have grappled, or are grappling, with many of these issues
and potentially have already implemented some
of them. Others will have considered, then parked,
them because of the real tensions they expose
between a fiduciary focus and business imperatives.
Whatever progress super funds have made,
we would recommend one overriding principle: coherence. For example, a fund that claims
it is ‘outcomes-focused’ and yet reports only

Fiduciary Credo
1. High standards of governance
•

Appropriate governance budget

•

Capable and qualified fiduciary body

•
•

4. Plan Participant Guidance
•

Leverage off the findings of
behavioural finance

Aligned organisation

•

Targeted plan participant engagement

Comprehensive, documented
investment policy

•

Communicate on the plan in
participant’s terms

•

Multiple layers of guidance

2. Clear, Documented Investment Beliefs
•

Retirement income is the true measure

•

Investors are heterogeneous

•

Timeframes are finite

•

Market returns (or beta) matter most

•

Dynamism is important

5. Implementation Excellence
•

Implementation in this context
refers to functions such as ensuring
implementation efficiency (e.g., the
most cost-effective way to gain
an exposure)

•

Getting the plumbing ‘right’
(currency hedging, tax management,
managing overlays, rebalancing and
cash management)

3. Appropriately Framed
Investment Objectives
•

Delivering retirement income should
be the headline objective of a DC plan

•

Peer-relative performance can be
misleading for the plan participant

time-weighted returns to participants is subtly
undermining its message or just using its ‘outcomes
focus’ as a slick marketing line. The reader will note
that we claim to provide neither silver bullet solutions nor some magic one-step process.
We acknowledge that our credo is an ambitious
program that will take time. Quick fixes do not exist;
instead, funds must relentlessly pursue incremental benefits. For the millions of folks who entrust
their superannuation savings to us for retirement
security, we can—and we must—do better.

When we say
‘fiduciary focus,’
we mean prioritising
what Charles D. Ellis
called the “values
of the profession”—
or “doing what
is best for
investment clients.”

6. Effective Risk Management
•

Managing the diverse range of risks
(investment, liquidity, operational,
legal, regulatory, etc.)

•

Managing material business risks
outsourced to third parties

Source: Drew and Walk (2016).

1. Australian Prudential Regulation Authority, “Prudential Standard SPS 530: Investment Governance,” July 2013: tinyurl.com/SPS530.
2. C.D. Ellis, “The Winners’ Game,” Financial Analysts Journal 67, no. 4 (2011), 11–17.

Excerpted from Drew, M.E. and A.N. Walk. 2016. “Governance: The Sine Qua Non of Retirement Security.” Journal of Retirement 4, no. 1: 1–10.
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Dimensional’s Jim Parker spoke with Tim about the US approach to focusing income in retirement.

Migrating to Income:
The US Experience
What might the shift to next generation retirement products mean for Australia?

By JIM PARKER

Vice President, DFA Australia Limited

As Australia reorients its retirement system around
delivering income, what can we learn from the
US experience?
Of course, the US system is different. The 401(k)
workplace retirement system is not directly comparable to compulsory super. Employers in the US are
not compelled to participate in the 401(k) system,
and the same goes for employees.
While the US is predominantly a defined contribution (DC) market, it is still less so than Australia.
The DC to DB split here was around 87% to 13%
in 2017, against 60% to 40% in the US.1
The scale and take-up of the nations’ means-tested
government safety nets also differ. In Australia,
about three-quarters of the population aged 65
and over receives either a full or partial pension,
compared to the OECD average of about a quarter.2

But, even allowing for these differences, Australia
and the US share similarities. Both are predominantly DC markets with an increasing industry
focus on how members can get a clearer view of
how much income they can expect their savings
to provide in retirement.
With that in mind, we asked Tim Kohn, a Vice
President and Head of Defined Contribution Sales
at Dimensional Fund Advisors in Austin, Texas, to
provide a US perspective on the shift to next generation retirement products for Australian audiences.

Tim, like Australia, the US was an early
adopter of DC plans. How has the thinking
around income generation, as opposed
to lump sum, evolved in the US and why?
TIM KOHN: The US was an early advocate for
income-focused solutions, with the first offerings

appearing back in 2004. Initially, plan sponsors
(the equivalent of your super funds) were cautious
to fully embrace these solutions as default investments. That all started to change in the aftermath
of the global financial crisis and the arrival of
increased regulatory scrutiny and guidance. Now
sponsors are taking a closer look. In some ways,
this change was inevitable. Having published a
comprehensive study on the history of the 401(k)
system and having interviewed several authors
of the law behind it, we found the DC system
was designed not only as a general framework
for supplemental savings but also as the foundation for future evolution. The intention was that
this would eventually become America’s primary
retirement scheme, incorporating automatic design
features, more appropriate retirement metrics, and
solutions designed not only for savings but also for
use in retirement.
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In Australia, much of the industry is still
focusing on the accumulation phase and
the importance of maximising a wealth goal.
How has Dimensional contributed to and
led the discussion to change that framing?
KOHN: Dimensional has been a key influence.
Dr Robert Merton’s multidecade body of work
focusing on life cycle finance has been our North
Star in designing comprehensive DC retirement
solutions. Dr Merton has been instrumental in
helping the entire retirement industry look at what
matters in any holistic investment solution—and
that’s a focus on outcomes. For our members, that
outcome is income in retirement. The focus of first
generation defaults was on the savings phase—
growing the account balance and managing the
volatility around that. Of course, that’s important, but it’s only half the story. Next generation
default investing acknowledges that members need
to spend down their retirement savings. Yes, we
need to grow account balances, but we must also
address the market, inflation and interest rate risks
that members face in retirement.
Dimensional was an early mover in creating
solutions, including target date income funds,
that address these fundamental risks. That has
won us respect in the industry (we were named
“Retirement Leader of the Year” in 2017 at the US
Mutual Funds Industry Awards). But more importantly, we’re part of a movement—along with other
managers, academics, service providers and index
providers—that is changing the way Americans
save for retirement. So, while it’s not easy challenging the status quo, it’s extremely rewarding
when you know you are helping people have a
better retirement.”

Can you tell us about trends you are seeing
in engaging with fund members about an
income goal?
KOHN: One of the most important aspects of our
next generation default is the flexibility of the
solution, whether members are almost wholly

disengaged or highly active in their retirement
planning decisions. We’ve also found that the
Dimensional My Retirement Income Calculator®
(see Exhibit 1, page 20) has become a fundamental
requirement for a comprehensive income product, as it helps members understand how much
their account balance can provide in terms of
future consumption.3 As the calculator is tied to
the underlying investment, estimates can be made
with increasing accuracy the closer the member is
to retirement or even in retirement.
I think of this type of engagement acts almost as a
form of financial planning during the accumulation phase and as budgeting during the decumulation phase. We find participants run multiple
scenarios using the calculator. By the end of 2017,
they had consulted it more than 37,000 times! That
suggests people want to engage with providers in
a meaningful way.

An issue with income products is how you
benchmark them. Can you tell us about
Dimensional’s work with Standard & Poor’s
on its STRIDE indices?
KOHN: In early 2015, we started working with S&P
to help develop an appropriate index to benchmark
solutions that target consumption, or income as the
outcome. In the US, as in Australia, it’s imperative
that all parties associated with an investment solution can gauge its effectiveness in a meaningful way.
But until recently, there was no commercial benchmark for glide path solutions. That’s now changed
with the launch of the STRIDE series of indices
(‘Shift to Retirement Income and Decumulation’).
Our role with the indices was to help develop the
glide path, inflation hedging, and duration hedging technique. Essentially, we’re drawing ideas
from life cycle finance as well as risk management techniques often used by pension plans to
invest in assets necessary to cover current and
future liabilities.

“Yes, we need
to grow account
balances, but we
must also address
the market, inflation
and interest rate
risks that members
face in retirement.”
Tim Kohn
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Exhibit 1 Dimensional My Retirement Income Calculator®

“In the US, as in
Australia, it’s
imperative that all
parties associated
with an investment
solution can gauge
its effectiveness in
a meaningful way.”
Tim Kohn

Hypothetical example of US calculator. Source: Dimensional Fund Advisors.

There were well-documented issues with
the early generation of target date income
funds in the US. How are the Dimensional
Target Date Retirement Income Funds
different, and what has been the response
from the DC industry?
KOHN: The first generation target date funds did
a good job of providing potentially low-cost and
diversified investments in one simple-to-use
package. But they didn’t fundamentally address
the range of risks that members face in spending
down their savings in retirement. Essentially, in

shifting people from DB to DC plans, we asked
them to become their own ‘chief investment officers’. They’re left to manage a range of risks, like
being left with suboptimal savings and suboptimal
investment allocations as well as having to choose
investments that mitigate market, interest rate and
inflation risk in retirement. Who is qualified to do
that? More importantly, who wants to? We believe
the next generation default investments must widen
the focus from purely wealth accumulation and
must address these retirement risks without forcing people to make those decisions themselves.

1. Global Pensions Assets Study 2018, Thinking Ahead Institute, Willis Towers Watson, 4 February 2018.
2. Pensions at a Glance 2017, OECD, 5 December 2017.
3. The Dimensional My Retirement Income Calculator® is not available for use in Australia.

Retirement: Financial Indicators
Key statistics on Australia and other major countries

Median Superannuation Account Balance by Age, 2015–2016
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Life Expectancy Estimates at Birth, 2010–2015, World’s Top Seven Countries
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