
   

 
 

SYNOPSIS 
 

INFLATION AND OTHER RISKS OF UNSOUND MONEY 
Martin Hickling 
 
Key words:  
Inflation, medium of exchange, gold, fiat money, Austrian economics, central banking 
 
Purpose of your paper:  
To investigate Austrian economic literature and explain to an actuarial audience the concepts of 
‘sound money’ (normally a commodity based medium of exchange) and the risks, including 
inflation, of the current ‘unsound’ government-issued fiat based money system.  
 
Synopsis:  
“Elastic money is superfluous, disruptive, destabilizing, and dangerous. It must over time, result in 
growing imbalances and economic disintegration to which the proprietor of the money franchise – 
the state – will respond with ever larger money injections. When the public realizes that a 
progressively more unbalanced economy is only made to appear stable with the temporary fix of 
more money, it will withdraw is support for the state’s immaterial monetary unit. A paper money 
system, such as ours today, is not only suboptimal; it is unsustainable. And the endgame may be 
closer than many think”. When first reading this in the prologue of Detlev Schlichter’s book ‘Paper 
Money Collapse’, 2011, I thought it sounded a bit extreme. However, as I read through the rest of the 
book, I found his arguments - drawn from the British Classical economists and Austrian economists 
including Menger, Mises and Hayek - to be logical and well-reasoned. It introduced me to concepts 
such as ‘sound money’. Thereafter, I widened my reading to include a range of Austrian economic 
texts, including Ludwig von Mises, ‘The Theory of Money & Credit’, 1912. Mises explains “The postulate 
of sound money was first brought up as a response to the princely practice of debasing the coinage. 
It was later carefully elaborated and perfected in the age which – though the experience of the 
American Continental Currency, the paper money of the French Revolution and the British Restriction 
period – had learned what a government can do to a nation’s currency system”. This paper ‘Inflation 
and other risks of unsound money’ investigates concepts drawn from Austrian economic literature, 
with an emphasis on how Austrian economic theory explains that the current ‘unsound’ government-
issued fiat money system leads to a significant risk of currency debasement. Currency debasement 
has implications with regard to potential inflation outcomes, and especially poses significant risks for 
individuals and organisations that have nominal assets and exposure to real liabilities. 
 



   

 
 

SYNOPSIS 
 

THE INVESTMENT ENVIRONMENT AND RETIREMENT INCOME ALTERNATIVES 
Greg Vaughan 
 
Key words: 
portfolio construction, retirement income, longevity 
 
Purpose of your paper: 
Position and explain a simple retirement income solution that exploits the current investment 
environment and addresses longevity.  
 
Synopsis:  
In the common account-based pension, retirement ‘income’ consists of the amortization of 
retirement assets supplemented by investment earnings. The duration of ‘income’ is sensitive to the 
volatility of asset values. Consequently the assets backing an account-based pension will typically be 
conservatively invested. Variable annuity products offer the potential for more adventurous 
investment, although dynamic hedging of adverse volatility can result in a permanent retreat to 
cash. By design the typical account-based pension ignores the longevity issue entirely, because the 
asset base is steadily consumed. 
  
Traditional life annuities address longevity but capital standards mean these traditional products will 
usually be backed by fixed interest investment and priced accordingly.  
 
One outstanding feature of the current investment environment is historically low bond yields.  This 
means that the investment contribution to retirement income for the above alternatives has seldom 
been less. Another outstanding feature of the current environment is historically high franked 
dividend yields.  The pre-tax yield gap between equities and bonds is currently extreme, the reverse 
of what has been typical of the past fifty years.  
  
For wealthy retirees the longevity solution has always been straightforward – simply live off investment 
income. The asset base at retirement  is left intact and price fluctuations are largely ignored. The 
current investment environment means this simple solution may be more widely applicable. In 
particular it integrates well with the age pension income and assets test for lower account balances.  
The current tax regime is also friendly to this approach.  
 
Investment options for fund members in the wealth accumulation phase are concerned with the 
level and volatility of total return, which are dominated by asset price changes in the short to 
medium term. Constructing portfolios to generate long-term retirement income is instead concerned 
with the level, variability and growth of asset income. This different perspective changes the relative 
attraction of asset classes. For example cash is no longer a risk-free asset but has high income 
volatility with no growth. There are a number of fresh investment issues requiring attention. The 
inflation-hedging characteristics of different asset classes, in particular equties, are more obvious 
when viewed in terms of investment income. The impact of leverage on volatility and growth of 
distributed income is an important consideration for various assets including infrastructure.  The 
covariance of asset income is generally lower than that of total return as the emotion of price 
movements is removed. Hence diversification is more effective, although overseas assets are 
generally unattractive because of their low yields.  Asset selection within classes, for example high 
yield alternatives in domestic equities, is very important.  Compared to chasing alpha or timing beta, 



   

 
constructing a portfolio for income is a more tractable investment problem where the value of 
professional advice is tangible. Thorough analysis matters more than intuition or fortuitous 
speculation. The governance of an investment program focused on income is likely to be more 
satisfying and effective for trustees than wrestling with the swings and roundabouts of short-term total 
return. 
 
The concept of lifecycle asset allocation is commonly interpreted as reducing asset price volatility in 
the approach to retirement. With this alternative the priority in lifecycle transition is instead to lift 
investment income. The implications for changes to asset allocation are very different. The low fixed 
interest weighting of Australian superannuation investment compared to other countries is arguably 
a positive in this context. 
  
A superannuation fund implementing this approach will need to consider: 
 

• the architecture of the account based pension including any buffer to smooth investment 
income,  

• the design of the income-oriented investment portfolio, 
• the ongoing investment governance separate to existing wealth accumulation strategies, 
• member communications 

 
There is ample scope for actuaries to assist.  
 
The current investment environment will not prevail forever and in different environments traditional 
annuity approaches may be at less of a disadvantage.  But for now a simple account-based pension 
drawing on investment income from an appropriately structured portfolio is a very attractive 
alternative.  
 
 



   

 
 

 

SYNOPSIS 
 

OPTIMIZING SHAREHOLDER RETURN  
Cary Helenius, Kevin Gomes, Graham Taylor 
 
Key words:  
Shareholder return, relative shareholder return, company management, optimizing, management 
levers, decision making, remuneration, investment 
 
Purpose of your paper:  
To provide a framework for assessing the performance of company management in optimizing 
shareholder return relative to the broader market. 
 
Synopsis:  
A key objective of company management is to optimize shareholder return.  Measuring 
management performance in regards to this objective is often based on the absolute value of 
shareholder return achieved.  However, there are often factors outside the control of company 
management which affect the shareholder return e.g. market downturns or investor sentiment 
affecting one or more market segment. 
 
This paper will explore the key levers within the control of company management which affect the 
company’s shareholder return relative to the rest of the market. Modelling will be undertaken as to 
the optimal positioning of these management levers.  This will allow development of a framework for 
assessing the performance of company management in optimizing the relative shareholder return. 
 
Possible applications for the framework will be discussed, including as a decision making tool for 
company management, justification for management remuneration / bonus payments and 
assessment of quality of company management for investment purposes. 
  



   

 
 

 

SYNOPSIS 
 

A TOPIC OF INTEREST – HOW TO EXTRAPOLATE THE YIELD CURVE  
Peter Mulquiney, Hugh Miller 
 
Key words:  
Interest rates, long term forecasts, reserving, inflation, bond yields, mean reversion 
 
Purpose of your paper:  
Attempting to give insight to a common task in actuarial problems – the setting of interest rate 
assumptions. There will be a particular focus on medium to long range forecasting. 
 
Synopsis:  
This paper addresses key practical questions concerning the setting of interest rate assumptions in 
actuarial work. In particular, we look at the situation where the liabilities being valued extend beyond 
the term of available market instruments, and so the yield curve must be extrapolated. We find that, 
in Australia, the yield curve up to 2 years before the longest dated bond can be estimated reliably. 
We look at international evidence and conclude there is reasonable evidence of reversion to a flat 
long term forward rate. However, the evidence suggests that the rate of reversion is reasonably slow, 
with a term of about 40 years being the minimum point to reversion, and 60 years the central 
estimate. We also propose hedging strategies for long-dated liabilities and show how these give 
further insight into appropriate rates. 
 
This paper was first presented at the 2012 General Insurance Seminar. 



 

 
 
 

SYNOPSIS 
 

An Analysis Of Temporal Effects On Correlations Between Asset Classes And The Implication For 
Investment Strategies Of Superannuation Funds 
 
Glen Langton 
 
Key words:  
Asset, Allocation, Variable, Correlations, Diversification 
 
Purpose of your paper:  
Traditional approaches to setting the investment strategy of superannuation funds is to use historical 
long term returns, volatility and correlation parameters and to derive from this an allocation that 
maximises expected return within constraints as to acceptable volatility. This approach assumes not 
only replication of historical capital markets, but also that future correlations between asset classes 
can be estimated from long term history. 
 
It is well known that correlations are not stable, particularly during major capital market crises, and 
this can affect the risk/return characteristics of superannuation fund. This paper explores the stability 
of correlations between different asset classes and outlines resultant methodologies for determining 
long term investment strategies having regarded the outcome of this research. 
 
Synopsis: 
Traditional approaches to setting the “investment strategy” of superannuation funds is to use 
historical long term returns, volatility and correlation parameters and to derive from this an allocation 
between different asset classes that maximises the expected return within constraints as to 
acceptable volatility. This approach assumes not only replication of historical capital markets, but 
also that future correlations between asset class returns can be estimated from long term history. It is 
well known that correlations are not stable, particularly during major capital market crises, and that 
this can affect the risk/return characteristics of a superannuation fund investment option. 
 
This paper is intended to confirm that correlations between asset returns vary over time and are 
dependent on the level of “risk” in the market. In particular, the paper will confirm that correlations 
between certain asset classes increase when the level of risk in the market is greatest. Further, this 
paper will confirm that the diversification benefits that are expected from certain asset classes are 
not evident during times of market crisis. 
 
The paper also explores the hypothesis that the return achieved by any asset class is the combination 
of an “interest rate” return and a “risk” return and that the correlations between the returns of 
different asset classes at any point of time is determined by the proportion of “interest rate” return 
and “risk” return that is currently in the return expected from that asset. Importantly, the paper 
hypothesises that the correlations between these return components are stable over time and that 
changes in the proportions of each component results in the correlations between the total returns 
changing over time. 
 
Finally, the paper explores how scenario testing can provide super fund trustees with an insight into 
the potential downside and upside risks associated with a particular asset allocation having regard 
to level of risk in the market at any time. The scenario testing will consider how VaR and CVaR 



 

 
measures of these risk can provide trustees with an understanding of the potential returns at any 
point in the investment cycle. 
 


