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About Blackwattle Investment Partners

Blackwattle Investment Partners is a Sydney-based Australian equities manager founded on
three core principles: alignment, quality, and trust.

The firm invests across the capitalisation spectrum through a suite of long-only and long-
short strategies spanning large, mid, and small cap Australian equities as well as a specialist
equity income strategy. Blackwattle's investment philosophy centres on identifying quality
businesses with forward competitive advantages, trustworthy management, and valuations
below intrinsic value. More information can be found at www.blackwattlepartners.com.

Motivation for submission

This submission is prepared by the Equity Income team at Blackwattle Investment Partners,
which manages an objectives-based strategy specifically designed for pre-retiree and
retirement investors. Our team has managed equity income strategies that targets a mix of
risk-adjusted returns, income and volatility requirements for over 17 years, giving us direct
experience with the investment constraints the current performance test creates for
retirement-phase products. This specialised strategy is designed to meet the different needs
of pre-retiree and retiree investors compared to accumulation investors. As such, Blackwattle
is supportive of all regulatory measures to improve the superannuation system designed to
support Australians in retirement.

We believe that one key area for further improvement in the super system is improving the
alignment between the two key regulatory policies impacting super, being:

1. The Your Future Your Super Annual Superannuation Performance Test, and
2. The Retirement Income Covenant (RIC)

We believe that the performance test is currently skewed towards the requirements of
members in the accumulation phase where returns are primary consideration. This contrasts
with the principles of the RIC and the needs of members in the retirement phase where risk
becomes an equally important consideration. Our responses to the consultation questions
below reflect this view. We have limited our responses to questions which relate to our area
of expertise.
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Key points for our submission

We strongly argue that the annual performance test should be based on risk-adjusted
returns.

The use of a simple reference portfolio frontier is an insufficient approach to
implementing the use of risk-adjusted returns.

As an alternative, risk-adjusted returns should be incorporated into the annual
performance test at each asset class/market index level and the test outcome be
based on a ‘Total Risk Adjusted Value Add’ across the portfolio.

Why does the performance test need to incorporate risk-adjusted
returns?

Improving member outcomes is a core objective of the performance test. We strongly
believe the benefits of incorporating a risk-adjusted return measure into the
performance test far outweigh any costs associated with added complexity. While the
accumulation phase has a much greater focus on returns having the benefit of time
diversification, as members near or cross over to retirement, risk becomes elevated
to an objective unto itself, as sequencing risks may have material impact on retirement
outcomes.

One of the key unintended consequences of the performance test is that it creates a
challenge for asset owners who manage different pools of capital with different risk
profiles, whereby they may be penalised for otherwise appropriate asset allocation
decisions taken in response to changes in market conditions. For super funds with an
older member demographic profile, it may be entirely prudent and reasonable to
consider ways to allocate to growth asset classes in a way that delivers a more
consistent or lower volatility outcome (eg. Managed volatility or a buy-write strategy)
than the broader market. On the other hand, super funds with a younger member
demographic could support their members by potentially considering higher expected
return strategies for an asset class (eg. Long/short equities or sector funds) given that
the longer investment horizon provides scope for additional risk taking. The existing
performance test framework provides limited incentive to consider these kinds of
strategies which may be in the member’s best interest. In fact, we argue the
performance test actively discourages the consideration of investment strategies that
may be more appropriate for members.
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Section 2.3 - Introduce an assessment of risk-adjusted returns
(Option 2)

Q8. To what extent would introducing a ‘simple reference portfolio’ address investment
constraints the test may impose? Provide evidence or examples to support your views.

o We believe the introduction of the simple reference portfolio as proposed would
provide an opportunity to incorporate risk-adjusted outcomes into the design of
investment strategy for members.

¢ However, offsetting this benefit are several unintended negative consequences from
implementing risk-adjusted returns via a simple reference portfolio. We believe these
reservations offset the benefit of the change to using risk-adjusted returns.

e The concerns have been efficiently summarised by David Bell and Geoff Warren
from The Conexus Institute and available here:
https://www.investmentmagazine.com.au/2026/06/why-switching-to-a-reference-
portfolio-metric-for-yfys-is-risky/.

e The article raises the point: “Funds will be incentivised to pay closer attention
to SAA (strategic asset allocation) weights relative to the SRP (simple reference
portfolio) than the make up of their equity and fixed income portfolios.” Whilst
this has adverse implications for all members, we believe the implications may
be most detrimental to the members in retirement. Retirees face significantly
more challenging requirements in retirement and are likely to benefit from
specifically designed products at the asset level. We are concerned that this
simple reference portfolio further discourages this tailoring of investment
strategy to their requirements.

Q9. How could the simple reference portfolio be designed? In particular:

9.1. What asset classes and market indices should be included in the reference portfolio,
and why?

o All existing asset classes and their assigned benchmarks should be included in the
reference portfolio.
o We acknowledge that this is different to the proposed ‘simple’ reference portfolio
which only includes a one bond market index and the Australian equity market index.
We propose an alternative to the Simple Reference Portfolio approach to performance
testing, which is to assess the Total Risk Adjusted Value Add.
e Foreach asset class, an asset level risk-adjusted value add can be readily calculated.
1. Determine the return and volatility for each asset class portfolio investment and
its benchmark.

2. Scale the benchmark return by the risk ratio of the portfolio investment volatility
to the benchmark volatility to determine the risk-adjusted benchmark return.

3. Subtract the risk-adjusted benchmark return from the actual asset class portfolio
return to determine the risk-adjusted value-add.

4. Sum across all asset classes to determine the Total Risk Adjusted Value Add for
the portfolio.
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Example for a portfolio that is 50% Equities and 50% Fixed Income:

Australian Equities Portfolio Benchmark
Return 7.5% 9%
Risk 10% 15%
Risk-adjusted Benchmark Return 6% (=10%/15% x 9%
return)
Risk-adjusted Value-Add +1.5% (=7.5% - 6%)
Fixed Income Portfolio Benchmark
Return 5% 6%
Risk 4% 6%
Risk-adjusted Benchmark Return 4%
(=4%/6% x 6%
return)
Risk-adjusted Value-Add +1% (=5% - 4%)

Total Risk Adjusted Value Add = 50% x 1.5% + 50% x 1% = 1.25%

o We believe that this variation to the proposed ‘simple reference portfolio’ addresses
several of the unintended shortcomings of the current proposal and better incentivises
trustees to determine appropriate investment options for all members, Importantly,
this includes retiree members where lower risk options may be considered more
suitable at the asset level.

o Importantly, we believe that this approach continues to align with the desire for
‘simplicity’. The final outcome is a simple, single metric that indicates the level of
value-add for the investment strategy outcome. This is consistent with the existing
methodology in terms of simplicity.

9.2. Is volatility an appropriate proxy for risk? If not, is there an alternative approach?

e Yes, we consider volatility an appropriate proxy for risk. We agree with the position
taken in the Consultation Paper that whilst the volatility metric may not be ideal for
every asset class, it is readily accepted and used globally as a portfolio risk measure.

9.3. What is an appropriate failure buffer to apply under this approach, and why?

e We support the existing failure buffer of 50 basis points (0.50%). Our only variation is
that this buffer would be applied to the ‘risk-adjusted value-add’ rather than the
existing methodology where the buffer is a simple return variance.

Q10. What are the key implementation and transition considerations for this option?
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o We believe that our approach that continues to utilise all the available asset class
benchmarks is easier to implement and transition compared to the proposed simple
reference portfolio.

o Our Total Risk Adjusted Value Add approach retains the existing benchmark-per-
asset-class framework while adding risk adjustment for each asset class. This means
all existing benchmark time series are already available, transition costs are
minimised, and super funds face no material restatement of historical performance
data. These advantages distinguish it from the SRP proposal, which requires a new
reference portfolio to be constructed.

e Each benchmark already has a time series of returns available from which volatility
can be readily calculated.

¢ Allowance for unlisted/private assets: A key implementation challenge is that unlisted
and private assets do not have an observable level of volatility. Left unaddressed, this
could create an incentive to shift allocations toward these asset classes purely to
report a lower portfolio risk metric - an outcome directly contrary to the intent of the
reform. Our proposed solution is to assign a risk ratio of 1.0 to any unlisted asset
class, meaning those allocations are assessed on returns alone, consistent with the
existing test. This preserves the reform's integrity without penalising legitimate
allocations to alternatives.

o Under this simple approach, these asset classes can continue to be assessed based
on their returns, which is consistent with the existing methodology. This would allow
the proposed new ‘emerging covered asset class’ to be incorporated into this
framework.
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Section 3.4 - Whether to test retirement products

Q16. Are there specific products for which performance testing would be unsuitable? If so,
why? Provide evidence or examples to support your views.

Single sector products which have the objective of delivering an asset class exposure with
lower levels of volatility than the asset class benchmark are unsuitable for the performance
test. These strategies seek to deliver returns similar to the benchmark whilst having a risk
level that is materially below the benchmark level of risk. These lower volatility strategies
produce a return profile that tends to lag in rising markets, fall less in declining markets but
deliver market like returns over the market cycle. This ‘low volatility’ alpha can be highly
beneficial to certain cohorts of member such as late-stage accumulation members or those
in retirement. However, the performance test precludes these kinds of strategies from being
considered for members because the lower volatility would be viewed as a ‘negative alpha’
in any period of persistent market strength. There is clear industry evidence that this is being
avoided by fund trustees. As stated earlier, these products could only be considered if the
performance test incorporated a risk-adjusted return measure.

Q20. What are the key considerations in extending the test to retirement products?

The Retirement Income Covenant seeks to define the three core objectives for retirement
products are to:

1. Maximise retirement income
2. Manage risks to the sustainability and stability of that income, and
3. Maintain flexible access to capital.

While these objectives are broadly accepted by almost all industry participants, we believe
some nuanced issues need to be carefully considered.

A previous Australian Government — Treasury discussion paper' stated that planning for
retirement income requires retirees to solve a ‘risky, long-horizon, multi-dimensional problem.’
We consider this statement to be one of the most accurate descriptions of the challenge
faced by retirement investors.

Multiple objectives across multiple timeframes - One challenge for the industry is that the
reference to ‘maximise retirement income’ is subject to different interpretation by industry
participants and end members. By definition, ‘income’ is typically considered as a near-term
issue. Income refers to ‘cashflows’ as much as it relates to ‘returns’. Income becomes the
focus of end members when that income is required to fund near-term living expenses.
Maximising income can be readily achieved on a year-by-year basis by shifting investments
to those asset classes that distribute a higher proportion of their total return as income.

In contrast, Blackwattle argues that any well-rounded retirement product must retain a long-
term perspective when considering the maximisation of income. Several of the investment

" ’Retirement phase of superannuation’ discussion paper — Australian Government, Treasury
(December 2023)
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objectives in retirement are short-term in nature (e.g. Income), but it is critical that a long-
term investment focus is maintained.

To emphasise this point using an example? from our area of expertise in generating income
from Australian shares, the timeframes over which we consider ‘income’ can significantly
change how we define ‘maximising retirement income’.

Which of these stocks are expected to provide the most income?

Grossed-up yields

T e el June 2010 Average June 2025
Westpac Banking Corporation (WBC) 10.2% 8.8% 8.0%
Telstra Corporation (TLS) 13.4% 9.0% 7.3%
Carsales.Com (CAR) 5.49 4.7% 2.7
REA Group (REA) 3.5% 2.3% 1.6%
Outcome for $10,000 invested in June 2010:
Dividends and franking income received over the 15 years Annual income per year
$25,000 $2 500 m 'Westpac m Carsales.com
520,150
$20,000 $18,985 $2.000
16,083 $16,787
$15,000 $1,500
$10,000 $1,000
$5,000 500
0 $0
WEBC TS CAR REA |

Lo T S ] ~ @ @ — ¢ o=
5t &8z 2 c:zc:c¢:8 58 8§8§81¢%¢8

Interrelatedness of investment objectives needs to be understood - Seeking to address
multiple investment objectives simultaneously is challenging; the inter-relatedness between
the different objectives adds to that complexity and needs to be understood. The design of
any retirement product requires a solution that addresses the short-term objectives without
compromising long-term objectives.

2016

The importance of risk-adjusted returns - As members transition from the accumulation
phase of their retirement planning into the decumulation phase there is naturally a greater
emphasis on risk as an outcome in itself. As members approach retirement, there is
diminishing ability to replace capital losses through additional member contribution. At the
same point in the investment lifecycle, the members invested capital exposed to market risk
is at its greatest just prior to the commencement of the decumulation phase. Investors in the
retirement/decumulation phase will often require some degree on on-going exposure to the
equity risk premium but would equally benefit from limiting their degree of capital volatility to
manage sequencing risk issues. This focus on generating lower volatility outcomes becomes
even more important when a regular income stream is being drawn from the invested assets.
Part of the challenge of providing better member retirement outcomes is to take a more
holistic approach to investing that considers not just the returns outcome objective, but also
the risk outcomes, as well as other considerations such as income and tax considerations.

2 Sources: Blackwattle, Refinitiv Workspace. Total income and capital over 15 years calculated
assuming $10,000 is invested in June 2010.
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Blackwattle also believes that it is insufficient to claim that the 10-year measurement time
frame is sufficiently long-term to capture a balance of market conditions. We have witnessed
over the past 10-15 years efforts by Governments and Central Banks to intervene with
initiatives that have the effect of prolonging and extending market cycles.

Q21. Could performance testing retirement products create risks to broader retirement
income objectives? If so, what are these risks and how could they be mitigated?

Yes, a poorly designed performance test can have severe implications in terms of delivering
the broader retirement income objectives. Retiree investor needs change as they age. These
investors face a mix of structural near-term and long-term challenges and require a solution
that addresses their near-term objectives without compromise to their long-term objectives.

The ‘return composition’

Higher Income

The ‘retumn path’ The ‘return’

Blackwattle is most concerned about creating incentives that result in the over-simplification
of how objectives are defined and measured. In our experience, we have observed numerous
examples where we believe investment products simply target the achievement of a singular
metric rather than considering all the requirements of retirees holistically and across the
multiple timeframes required. Some examples of this have included simply targeting higher
dividend yield stocks or fully franked stocks to generate a high level of income and/or franking
credits over a short-term period. Employing simplistic investment strategies can often result
in satisfying one objective whilst ignoring others and introducing additional issues.
Simplifications often result in portfolios that do not achieve what they have been designed to
do.

An additional risk relates to lack of innovation that directly benefits retirement members. Most
of the innovation in asset allocation over recent years has been focused on alternative asset
classes and shifts towards ‘illiquid’ assets. This may not be as appropriate for the retirement
cohort given that ‘flexible access to capital’ is a core component of RIC. The needs for the
retirement investor cohort will likely require more nuanced changes in asset allocation, for
example, changing how exposure to an asset class is obtained to improve the income and/or
volatility characteristics. This requirement for greater ‘intra-asset risk management’ must be
accommodated into any performance test that is considered for the retirement phase of
superannuation.
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Concluding remarks

Blackwattle believes that the current Performance Test could be materially improved by
migrating the methodology to capturing risk-adjusted returns. For retirement products, we
believe this requirement is even more critical given that the second objective of the RIC
references ‘managing the stability of income’, which implicitly references risk/volatility
considerations.

Managing the balance between risk and return is a basic principle that underpins all aspects
of modern portfolio theory and portfolio construction. It is essential that the performance test
reflects this principle and encourages its application in practice.

Blackwattle argues that greater alignment between the objectives of the performance test
and the principles set out in the Retirement Income Covenant can drive improved innovation
that can benefit all members. If this alignment can be achieved, it then provides scope for the
performance test to be extended to retirement products in a way that is not detrimental to
those members needs.

Rudi Minbatiwala
Equity Income

‘ ’ M: +61 412 537 097
’3 E: rminbatiwala@blackwattlepartners.com

Marlon Chan
Equity Income

M: +61 428 250 496
E: mchan@blackwattlepartners.com

Disclaimer

This submission has been prepared by Rudi Minbatiwala and Marlon Chan in response to a Consultation Paper ‘Strengthening the superannuation
performance test’ issued by the Department of Treasury in May 2026. This submission contains general information only and is not intended to
provide financial product advice.

This document is issued by Blackwattle Investment Partners Pty Limited (ABN 24 663 839 094) (BIP) corporate authorised representative of
Blackwattle Licensing Pty Limited (ACN 665 711 839 AFSL 547 617) (corporate authorised representative no. 001304362) the investment manager
of the Blackwattle Funds. Equity Trustees Limited (ABN 46 004 031 298, AFSL No. 240975) (EQT) is the responsible entity of the Fund. Equity
Trustees is a subsidiary of EQT Holdings Limited (ABN 22 607 797 615), a publicly listed company on the Australian Securities Exchange (ASX:
EQT). This document is intended to provide general information only and is subject to change. It does not constitute an offer to subscribe for units
in the Fund. The information does not consider the investment objectives, financial situation, or particular needs of any individual. You should seek
advice from your licensed financial adviser and read the product disclosure statement (PDS) before making an investment decision. Neither BIP,
EQT or their related body corporates guarantee repayment of capital or any particular rate of return. BIP has obtained information from sources it
considers to be reliable but does not represent that such information is accurate or complete, or that it should be relied upon. Neither BIP nor EQT
make any representations or warranties, express or implied, as to the accuracy or completeness of the information it provides and to the maximum
extent permitted by law, neither BIP, EQT nor its directors, employees or agents accept any liability for any loss caused by using this information.
Parts of this document may have been produced or assisted by artificial intelligence tools, consistent with the Blackwattle Investment Partners Al
Policy.
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