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Note: Comments in this 
article and all analysis, 
are of a general nature 
only and constitute “class 
advice”.  They do not take 
account of your specific 
circumstances.   
 
If you require personalised 
financial advice, you 
should seek advice from 
an appropriately 
experienced Authorised 
Financial Adviser. 
 

Achieving the benefits of an additional 1% 

- keeping saving & investing simple 
 

November 2019 
When it comes to retirement savings, we are better-off if we save or earn an extra 1%.  
Achieving the extra wealth that the additional 1% a year can give might be as simple as 
reducing the fees that are paid and not jumping from one manager claiming high returns 
to another suggesting even higher.  Let’s understand the numbers. 
 
If you are 35, earn $80,000 a year and are looking to save $4,000 a year for your retirement 
(ie 5% of your salary), your expected retirement savings at age 65 will be $164,000 in 
today’s money.  $164,000 at retirement is equivalent to just over twice your gross salary 
at that time.  This assumes that the investment returns are 2.0% a year after tax, fees and 
inflation – the net-real-return. 
  

 
 
One question is, “what is required to have an extra $29,000 at retirement?”, ie $193,000 
in today’s money.  This is 2.4 times your gross salary. 
 
To get to $193,000, there are two main ways: 
 
I. Save more: You could save an extra $740 (about 0.9% of salary), each year in 

today’s money. 
 

II. Earn more: You could earn 1% a year higher investment earnings (a net-real-
return), ie increase the 2.0% to 3.0% (after tax, fees and inflation). 
 

Ultimately it will be a combination of the two that will be the right solution and different 
combinations will be better for different individuals. 
 
You might also look to defer retirement to beyond age 65.  This gives you a longer period 
to build up savings and reduces the amount you need, to provide the same level of income 
in retirement.  You might, for example, partially retire (reduce your work hours) to 3 days 
a week from 65 and then retire fully at, say, age 68. 
 
 
Additional savings 
 
The additional savings required to achieve the extra $29,000 work out at $740 a year (ie 
5.9% of salary and not 5.0%).  For most 35-year-olds, saving an extra 0.9% a year will be 
challenging.  Mortgage commitments and the costs associated with bringing up children 
will generally be of a higher priority.   
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The total savings you 
will have at 
retirement will 
depend on how much 
you save and how you 
invest the savings. 

To help work out how 
much you should save 
for your retirement, 
read the MCA guide 
“saving for your 
retirement”. 
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Achieving the benefits of an additional 1% 

An alternative way may be not to save the extra 0.9% each year and save at a higher level 
once the children have left home and the mortgage has been paid off.  For example, 
instead of saving an extra 0.9% each year, one option might be to save an extra 3.3% each 
year from age 55.  If the mortgage was paid off, it is likely that saving an extra 3.3% or 
even 10% is a lot more manageable, because you no longer have the mortgage payment 
commitments.  Until the mortgage is paid off, it might make sense to save the minimum 
to maximise any subsidies available (employer or government) and then look to apply the 
mortgage payments to your retirement savings thereafter. 
 
 
The important investment return 
 
When saving for retirement, the important investment return is the average net-of-tax 
and net-of-fees return, ie the actual return that the investor receives (the net return).  
Also, when investing for the long-term, the real return is what is important, as, if your 
savings are eroded by the impact of inflation, you need to save more to achieve the same 
standard of living.   
 
The initial projection assumes a 2% net real return.  The make-up of the 2% net real return 
will be along the lines of:  
 

Gross return 6.36% 
less Tax, at say 28% on taxable portion -1.28% 
Net-of-tax return 5.08% 
less Fees after-tax  -1.08% 
Net of fees and tax return 4.00% 
less Inflation -2.00% 
Net real return 2.00% 

 
Note, fees at 1.08% a year after-tax are equivalent to 1.50% before tax.  This represents 
the costs of advice, investment management, reporting and monitoring.  Not all investors 
will pay 1.5%, but some investors pay more.  The higher the fees, the lower the net return  
ultimately received. 
 
While the net return is important, the starting point is the gross return.    The gross return 
is driven by what happens in the economy and investment markets, your investment 
strategy (mix of cash, bonds, property and shares) and the skill advantage of the 
investment manager.  With interest rates currently low (less than 3% for bank deposits), 
a 6.36% return will require a significant exposure to shares and property and therefore, 
the risks associated with such investments.   
 
Over the long-term, the likely returns from shares will be, on average, 7% to 8% a year.  
The average will be made up of some very good periods, like the last 5 to 10 years and 
some very bad periods, like 2000 to 2003 and 2007 to 2009 that saw the share markets 
halve.  If you are saving for retirement, typically over a 30 to 40-year period, you cannot 
afford to assume that the share markets will not have some periods of negative returns.  
If cash and fixed interest investments average 3.5% (ie 2.5% to 4.5% gross) and property 
and share investments average 7.5% (ie 6.5% to 8% gross), to get a 6.36% return you need 
to allocate 28.5% to cash and bonds and 71.5% to property and shares.  Note 7.5% is 
probably on the high side for a portfolio of shares and property over the long-term, given 
where the markets are today. 
  
 
Higher net return 
 
To get a higher net return over the long-term (ie over 30+ years) of 1% a year, you can: 

The gross return is  
primarily driven by 
what happens in the 
economy & 
investment markets 
and your mix of cash, 
bonds, property and 
shares. 

Fees matter. 

The return after tax 
and fees matters. 
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Achieving the benefits of an additional 1% 

 
A. Invest more in shares: For example, by allocating about 28% more to property 

and shares, recognising that you are taking on additional equity risk. 
 

B. Successfully choose a better manager: Appoint an investment manager that will 
be materially above average for the future period and also be willing to change 
managers before they are likely to cease to be above average. 
 

C. Reduce costs and fees: Reduce the costs by 1.00% a year after-tax (ie 1.39% 
before tax) ie pay 0.11% of assets in advisory, management, administration and 
monitoring fees, instead of 1.50% a year. 
 

  A B C 
  More 

shares 
Better 

manager 
Low 
fees 

Gross return 6.36% 7.48% 7.36% 6.36% 
less Tax, at say 28% on taxable portion -1.28% -1.40% -1.28% -1.28% 
Net-of-tax return 5.08% 6.08% 6.08% 5.08% 
less Fees after-tax  -1.08% -1.08% -1.08% -0.08% 
Net of fees and tax return 4.00% 5.00% 5.00% 5.00% 
less Inflation -2.00% -2.00% -2.00% -2.00% 
Net real return 2.00% 3.00% 3.00% 3.00% 

 
In fact, a combination of the three options may prove to be the better solution. 
 
 
Invest more in shares 
 
Over the long-term, the average return from shares has been about 3 to 4.5% a year higher 
than the average return from bonds1.  After-tax, it is nearer 2.5% to 4.0% a year higher.  If 
the return advantage of shares was at the higher end, ie 3.5% a year, by reducing bonds 
by 10% and increasing shares by 10%, the return will increase by about 0.35% a year.  
Allocating an extra 28% to shares therefore, increases the net return by about 1.0% a year 
(column A above).   
 
Of course, if the allocation to shares goes up, the potential for a bigger negative return in 
a bad year also goes up.  Many investors may be uncomfortable with this higher risk.  In 
the current environment, this will mean that most if not all of the investments will need 
to be in shares and property.  This assumes no increase in fees. 
 
 
Choose a better manager and be willing to change 
 
The evidence is that few managers achieve above average returns over the long-term.  
Historically, the percentage of Australian investment managers2 who have outperformed 
the general market index were: 
 

Percentage of Australian investment managers  
who outperformed the general market index to 31 December 2018: 

 1 year 3 years 5 years 10 years 15 years 

For Australian shares 13.31% 14.19% 20.39% 16.80% 16.32% 

For international shares 29.63% 17.62% 10.60% 9.13% 7.36% 

Source: SPIVA Australian Scorecard.  S&P Dow Jones Indices LLC, Morningstar 

 
 
 1 Last 119 years from 1900 to 2018, source: Global Investment Returns Year Book 2019 published by Credit 
Suisse in conjunction with the London Business School. 
2 Note, S&P Dow Jones does not undertake similar research for New Zealand investment managers. 

 
 

 

Having the mix of 
cash, bonds, property 
and shares, reflect the 
investor’s liabilities 
and goals is important 
to manage risk.  
Making strategy 
decisions on the basis 
of chasing higher 
returns often 
increases the risks. 
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Over the 15-years to 31 December 2018, 16.32% of the Australian investment managers 
outperformed the market for Australian shares.  Therefore 83.68% of Australian 
investment managers underperformed.  Fewer (7.36%) managers were able to 
outperform in international shares.    
 
Similar outcomes apply to US investment managers for US shares, relative to the S&P 500 
index. 
 

Percentage of US investment managers who outperformed the general market 
index in the periods to 31 December 2018: 

 1 year 3 years 5 years 10 years 15 years 

For US shares 31.17% 18.51% 11.87% 15.51% 11.03% 

Source: SPIVA U.S. Scorecard.  S&P Dow Jones Indices LLC 

 
For the US market, S&P Dow Jones also publishes the details of the individual years.  While 
over the 15 years to 31 December 2018, 11.03% of active US investment managers 
outperformed the general market index for the whole period, on an individual year basis, 
it ranged from 55.37% down to 13.27% (average 36.93%) and it was typically a different 
group each year.  The variation year by year was: 
 

 
 

While the evidence shows that most managers do not outperform the common market 
index, the evidence also shows that some managers do.  It is therefore theoretically 
possible to identify and choose a manager that will outperform the market and prior to 
that manager becoming an underperforming manager, change to a new about to become 
above average manager. 
 
In practice however, it has never been easy to identify in advance which managers will be 
top managers.  Even when they are identified, working out when they will cease to be top 
managers is difficult.  Harder still, is having the confidence to move away from a manager 
who has just produced excellent returns, to a manager that has just returned poor relative 
returns but is about to become excellent.  
 
 
Reduce fees 
 
One of the easiest ways to reduce fees and costs, is to use the services of a “passive” 
manager.  Appointing a passive manager that follows the index not only reduces the fees, 
but also reduces the risk of significant underperformance.  It is unlikely with a passive 
manager that it will be possible to reduce the overall costs to much below 0.35% of assets 
a year and not to the 0.11% of assets required to achieve the 1% a year higher average 
return required (column C on page3). 
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Fees matter. 

It is rare that a 
manager consistently 
outperforms the 
market index and 
other managers over 
the short-term.  It is 
rarer that they do it 
consistently over the 
long-term.  
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For this reason, a combination of reduced fees and a higher exposure to shares will be the 
optimal solution if the goal is to obtain a 1% a year higher return, as opposed to saving 
more. 
 
 
Other things to think about 
 
The role of KiwiSaver in retirement savings 
 
In the original example the savings level was $4,000 a year or 5% of salary. For most 
employees, it would be better to save within KiwiSaver and save the 3% minimum 
contribution (or a higher level if it is affordable). 
 
By saving 3% of salary to KiwiSaver, the employer also saves 3% less tax, unless they have 
a total remuneration approach to their salary and employee benefits policy.  In addition, 
the government contributes after the end of each year (1 July to 30 June) up to $521.43.  
The government contributes at the rate of $1 for every $2 you save.  The employer 
contributions and the government subsidy only apply to eligible people who are between 
18 and 64 inclusive.   
 

 Contributions 
/savings 

Comments 

Employee $2,400 3% times $80,000 
Employer $1,680 3% times $80,000 less tax at 30%1 
Government $521 Paid at $1 for each $2 the individual saves 

 $4,601 About 5.75% of salary 
1. Current ESCT tax rate on employer KiwiSaver contributions for an employee earning $80,000. 

 
KiwiSaver is not restricted to employees.  Non-employees may also join and receive the 
government subsidy.  Non-employees choose what they save, and the 3% minimum rate 
does not apply.  Most non-employees should save at least $1,042.86 a year to maximise 
the government subsidy.   
 
KiwiSaver savings are generally locked up until age 65.  For most people looking to save 
for their retirement, they should therefore, have their base savings in KiwiSaver and their 
additional savings outside KiwiSaver to maintain flexibility. 
 
 
Save when the mortgage is paid off 
 
A person who earns $80,000 a year will have take-home pay of $59,168 but discretionary 
pay and therefore a lifestyle nearer to $40,000: 
 

 $ 
Gross salary $80,000 
PAYE/ACC -$18,432 
Net salary $61,568 
KiwiSaver (3%)   -$2,400 
Take-home pay $59,168 

 
The take-home pay determines the amount available for expenditure and additional 
savings.  If they spend 30% of their take-home pay on their mortgage, ie $17,750 (which 
is 22% of their gross salary), then once they have paid off their mortgage, the $17,750 
could be redirected to retirement savings.  After provision for mortgage payments, the 
discretionary take-home pay is just over $40,000, or about half the gross salary.  In 
retirement therefore, they are probably looking to have a retirement income that replaces 
this $40,000 level of expenditure, and not the $59,168 or the $80,000. 

Paying off the 
mortgage frees up 
income to save for 
retirement and 
reduces risk.  For 
more details on 
paying off debt, read 
the MCA article on 
debt.  

KiwiSaver is a good 
way to save for part 
of your retirement 
needs because of the 
subsidies available. 
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Most people should therefore, save the minimum possible that maximises their 
employer’s contributions to superannuation and KiwiSaver, and the government’s subsidy 
to KiwiSaver, while they have a mortgage.  Once the mortgage is paid off, instead of 
increasing expenditure and lifestyle, they should focus on their savings needs by saving all 
or most of the mortgage payments for retirement.  
 
 
Income in retirement, not wealth at retirement, is what matters 
 
While there is a link between wealth at retirement and income in retirement, it is the 
resulting income in retirement that is more important.  Often therefore, it is better not to 
think about how to build an extra $10,000 or $100,000 in savings, but how to increase the 
resulting income in retirement by $500 or $5,000.  By focusing on generating income, 
there is a natural shift to think about where income comes from and how you protect that 
income against the impact of inflation.  Provided that you are not forced to sell an asset 
that experiences volatility, in today’s investment environment, this sees a shift of the 
share portion of the strategy towards companies with strong and growing dividends, and 
sustainable futures.  It also means that cash and bonds are held to meet the income needs 
above what the dividends provide, over the short-term.  For further information see the 
MCA article “keeping Investing simple”. 
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In retirement, the 
natural level of 
income (interest, rent, 
dividends etc) versus 
planned expenditure 
matters. 
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