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What is your key asset in aiming to ensure an adequate 
income in retirement? Is it your home? Directly held 
stocks? Cash reserves?  Collectibles? Superannuation?  
The answer is none of the above. Your biggest asset is you.

Human capital is the elephant in the room of retirement 
planning. It ultimately determines what you contribute to 
superannuation through your working life. And it should 
be a key component in deciding your overall  
asset allocation.

Yet, in all the debates about remaking our retirement 
savings system, we hear little about what for most of us is 
the key element in our savings capacity – the net present 
value of all the money we will earn over our lifetimes  
of work.

THE KEY TO ENGAGEMENT

Taking human capital into account at the earliest stage 
also is a key way of overcoming the problem of lack of 
engagement which stops many Australians from taking 
sufficient interest in their retirement income, at least until 
it is too late.
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That’s because our human capital is tangible. It is 
connected to who we are and what drives us.  Ask a 
30-year-old how much exposure she wants to global 
bonds and chances are she will shrug. Ask her to think 
about how her career might develop and her earnings 
potential and you will have her attention.

But the way the system is currently set up, we have it all 
about face. Many of us don’t look at our superannuation 
until we are close to retirement.  And worse still, we 
tend to look at superannuation as providing a lump sum, 
rather than what it should be - an inflation-protected 
stream of income that will last until we die.

The reason this happens is because we are not taking 
account the full picture, a picture that puts our own 
working lives and ambitions at the centre of the planning 
process, not an abstract portfolio of financial assets that 
means little to us.

And it is the huge variation in our lives, lifestyles, 
working patterns and career developments that accounts 
principally for the huge variations in outcomes.
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Indeed, this variation – due to different skills, salaries, 
gender, child rearing patterns, career changes, retraining 
and earnings capacity – explains why the industry is 
so reluctant to take human capital into account. It’s 
complicated!

Nevertheless, we have a duty to ourselves and to future 
generations of Australians to tackle this objective. It is 
essential that we bring human capital into the equation as 
part of reforms that ensure people from all backgrounds 
can be confident they will have sufficient income to live 
on in retirement.

LIFECYCLE THEORY

Answering these questions begins with lifecycle theory. 
The essence of this theory is that there are a number of 
important objectives in life which we strive to achieve.

At base, we invest in superannuation to provide ourselves 
an income in retirement, and those funds are invested 
in financial assets.  Our portfolio of financial assets 
achieves a certain level of performance, but, importantly, 
the performance of the portfolio is not the objective for 
owning the portfolio.  

Rather, owning the financial assets merely contributes to 
the achievement of these life objectives – in this case to 
live as well as we possibly can in retirement.

Lifecycle theory has evolved since seminal work by 
Paul Samuelson and Robert Merton (1969) and Franco 
Modigliani around the same time.  As the theory has 
developed, it has become clear that everyone should hold 
a unique portfolio specific to their personal objectives 
and characteristics.

Another proponent of lifecycle theory is Professor Zvi 
Bodie of Boston University. He has argued persuasively 
that in determining their asset allocation, individuals 
must consider more than the risk-return trade-off of 
financial assets. They must take into account their human 
capital and mortality risk in the earlier life-cycle stages 
and longevity risk in the later life-cycle stages. This can 
vary enormously.

For example, a university professor with tenure has a 
reasonable degree of certainty about her future salary, 
and therefore about what she can contribute to super 
throughout her working life. In contrast, a salaried or 

commission-only stockbroker has no such certainty, and 
therefore his human capital is difficult to calculate.  

Nevertheless, both should consider their human capital 
before making any other portfolio decisions.  With 
the relative certainty of her future human capital, the 
professor may be able to take more risk in other parts 
of her portfolio.  In this way, her human capital is like 
a long-term government bond. The stockbroker, on the 
other hand, has human capital that is closely tied to the 
performance of the equity market. In this case, he may 
have a case for choosing a less risky financial  
asset allocation.  

Translating these two examples into portfolios elicits a 
counter-intuitive result – more equity exposure for the 
professor and less for the stockbroker.

SUMMARY

We can see, then, that human capital is a key component 
in retirement planning. Often the centre of the asset 
allocation decision, financial capital, needs to be tailored 
to human capital, not the other way round. 

This is why it is simplistic to talk about default 70/30 or 
60/40 or 50/50 growth-defensive asset splits according to 
the age of individual savers.

One size-fits-all – even if we break down the “all” 
into age cohorts – does injustice to the principle of 
superannuation as an individual choice, a meaningful 
choice and, most of all, an effective choice.

Tony McFadyen is regional director, Managed DC, for 
Dimensional Fund Advisors in Australia. Managed DC is a 
customised, risk-managed solution that seeks to help super 
fund members build an inflation-protected income stream 
for life when they retire.
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The material above is provided for information only. No account has been taken of the objectives, financial situation or 
needs of any particular person. Accordingly, to the extent this material constitutes general financial product advice, investors 
should, before acting on the advice, consider the appropriateness of the advice, having regard to the investor’s objectives, 
financial situation and needs. This is not an offer or recommendation to buy or sell securities or other financial products, 
nor a solicitation for deposits or other business, whether directly or indirectly. A Product Disclosure Statement (PDS) for the 
Dimensional Australian Resident Trusts, under which offers to invest in the Global Bond Trust is made, is available from the 
issuer of the PDS, DFA Australia Limited (ABN 46 065 937 671 Australian financial services licence no. 238093) or by download 
from our website at www.dimensional.com.au. Investors should consider the current PDS in deciding whether to invest in the 
Trust, or to continue to hold their investments in the Trust. Unless an exemption applies, anyone wishing to accept the offer in 
the PDS will need to complete the application form accompanying the PDS.

DFA Australia Limited is the manager and responsible entity of the Trust and in that capacity receives fees from the Trust, 
details of which are set out in the current PDS. 

DFA Australia Limited – ABN 46 065 937 671 – AFSL 238093  
Level 43, 1 Macquarie Place, Sydney NSW 2000 Telephone: 02 8336 7100 Facsimile: 02 8336 7199 www.dimensional.com
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