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Introduction 

The value of defined contribution (DC) pension schemes in the UK is set to rise 
sharply as employers close traditional defined benefit (DB) schemes to new 
members and as auto-enrolment extends private pensions to a further nine million 
employees. Spence Johnson estimate that the total value of DC pensions will triple 
from around £276 billion in 2012 to approximately £825 billion in 2022.
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This article looks at two key risks for an individual with a DC pension. First, the risk of 
poor investment returns in the decade prior to retirement. Second, the risk that their 
pension is insufficient to meet their needs in retirement. In both cases, we consider 
how investing a proportion of a DC pension scheme in property might help mitigate 
these risks. Along the way we catch up with our old fictional friend Mr Micawber who 
started life in Charles Dickens’ David Copperfield 

2
, but now has a second career as 

an unauthorised financial consultant. 

DC pensions and the importance of investment returns close to retirement 

A major but often-overlooked feature of DC pension savings is that the final value of the pension pot - used to 
buy an annuity or a drawdown product - is highly dependent upon investment returns in the final 10 or 15 
years before retirement. The simple reason for this is that, unlike in a traditional collective DB pension scheme, 
an individual’s DC pension pot starts at zero and then builds up over time, hopefully reaching a maximum at 
the point of retirement. While investment returns in the early years of the scheme will have some impact on the 
final value of the pot, it will be relatively modest because the value of the accumulated contributions is initially 
quite small. By contrast, the impact of investment returns in the decade prior to retirement is critical, because 
at that point the returns are acting on a much larger sum of money. 

Figure 1 – The pattern of returns can seriously impact your wealth 

Figure 1 highlights the sensitivity to 
this ‘sequencing risk’. The Actual 
experience line shows the value of a 
hypothetical pension pot for someone 
who took out a DC personal pension 
on 1 January 1973 and retired forty 
years later on 31 December 2012. We 
have assumed for the sake of 
simplicity that the individual had 
average earnings, that they routinely 
saved 10% of their income, and that 
they maintained a constant 60:40 
allocation between equities and gilts. 
By the time they retired they had a 
pension pot of almost £470,000, equal 

Source: Schroders, at December 2012. For illustration only 
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to 13 times their annual salary in 2012 and their pension contributions had an effective money-weighted 
internal rate of return (‘IRR’) of 10.3% per annum. 

The orange line shows an alternative scenario of what might have happened had there been a bull market in 
equities and gilts in the critical period leading up to retirement. We created the alternative scenario by simply 
switching the relatively poor returns of the 2000s with the relatively strong returns of the 1980s. The switch has 
no impact on compound annual total returns over 40 years measured on a time-weighted basis, because they 
ignore the amount of capital invested (as in DB pension funds). However, the switch has a major impact on the 
final value of the hypothetical DC pension pot, because the strong returns in the final decade before retirement 
were acting on a much larger sum of money. In the alternative scenario the final value of the pot is nearly 
£1,000,000 - equal to 27 times the individual’s salary in 2012 and the money-weighted IRR on their 
contributions is 13.6% per annum. In short, therefore, the final value of a DC pension pot is very dependent on 
the path taken. 

Can property help people saving in DC pensions? 

How should individuals saving for a DC pension try to deal with this sequencing risk? It is easy to look back 
and assess its effects, but much harder to predict due to the time horizons involved. When we look at the main 
cause of sequencing risk we find it is the volatility of equity markets, in particular, which savers should be wary 
of. When we discussed the issue with Mr Micawber his advice was to cross fingers and hope for an equity bull 
market in the ten years before retirement. As Mr Micawber likes to say, “something will turn up”. 

A second approach, which we think savers should seriously consider, is to further diversify their portfolio by 
investing in other assets, such as property. The main attractions of property are that returns tend to follow a 
slightly different cycle than equities and are less volatile. Traditionally, property has been a good diversifier of 
equity risk. This is because capital values and total returns have been driven by rental values and the current 
state of the economy, rather than by expectations of future economic growth. 

In figure 2 we compare a portfolio containing only equities and gilts to one with a 10% allocation to property, 
consistent with our example above. Using forward looking return expectations and historical volatility we find 
that an allocation of 10% to property provides two major benefits: lower expected volatility for a marginal 
reduction in expected return, and a reduction of risk concentration in equities. 

Figure 2 – Adding property both reduces and diversifies portfolio risk 

 
Portfolio Statistics (% p.a.) Without Property With Property 

Expected Return 6.4 6.2 

Expected Risk 8.4 7.5 

Source: Schroders, at October 2013. For illustration only 
 

There is a trade-off for achieving this lower volatility, and hence less sequencing risk exposure. Property 
investments are inherently less liquid than financial assets and long-term total returns have lagged behind 
those of equities. Thus, if our hypothetical saver had invested for 40 years in a portfolio with 50% in equities, 
40% in gilts and 10% in UK property their pension pot would have increased more smoothly than in the base 
case, but its final value in 2012 would have been around 5% lower. (Please see Schroders article “Property 
and UK Pension Schemes”, June 2009 for a comprehensive review of the investment characteristics of UK 
property). 
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The pensioner’s dilemma 

On reaching retirement, an individual with a DC pension has to decide how to invest their pension pot. Many 
pensioners decide to shield themselves from any further investment risk by buying an annuity. These can be 
either level annuities, providing a fixed annual income, or index-linked, providing an income which increases 
with future inflation. At present, the yield on a level annuity for a 65 year old with a two-thirds pension for a 
surviving spouse is around 5.4% per annum, while the yield on an index-linked annuity with similar provisions 
is around 3.0% per annum

3
. The dilemma here is that most pensioners have no idea of either how long they 

will live, or the future rate of inflation. If future inflation is in line with Schroders’ long-term forecast of 3.25% per 
year, then it would take 19 years before the income from an index-linked annuity exceeded that from a level 
annuity. However, if inflation turned out to be double this level, it would take only 10 years before the index-
linked annuity provided a higher income. By that point, the real income of a pensioner with a level annuity 
would have almost halved. The risk therefore is that pensioners, in the later years of retirement, find that their 
level annuity income is no longer sufficient to meet their needs. See our paper “Can DC members afford to 
ignore inflation?”, May 2013 for further discussion on this matter

4
. 

To quote Mr Micawber, our rather eccentric colleague: 

Is Property An Appropriate Asset for a Drawdown Pension? 

The alternative to buying an annuity is a drawdown pension. This involves investing the pension pot in a 
portfolio of assets (typically authorised unit trusts) and then making regular pay-outs, typically in the form of 
dividends, coupons or capital redemptions, to provide an income. If investment returns are poor and the level 
of pay-out exceeds the total returns on the underlying assets then the value of the pot will fall. Drawdown 
pensions often have strict upper limits on the level of pay-outs to ensure that the pot does not become 
exhausted too quickly. If, however, the total returns on the underlying assets exceed the level of pay-outs then 
the pot will increase in value. 

The main attraction of a drawdown pension is that the individual retains some control over their investment 
strategy and they have the option of buying an annuity at a later date if, for example, annuity rates become 
more attractive. Moreover, the value of ‘growth assets’ such as equities and property will tend to follow general 
prices in the economy over the long-term, providing a measure of protection against inflation. In addition, if 
there is still some capital in the underlying funds when the individual dies, it can be passed on as a benefit to 
their dependants (subject to tax). Of course, all this flexibility comes at a price. The downside risk for the 
pensioner is that they are still exposed to fluctuations in investment markets and the value of their pot could 
shrink rapidly if investment returns are poor.  

Whether building a portfolio to generate income from which pension payments are made, or targeting total 
returns, property can be integrated into the drawdown portfolio. Property can still be used as a diversifier within 
the growth assets. The added advantage is the yield offered as a result of rent received is attractive for those 
looking to fund their pension payments from assets that generate an income or cashflow rather than from 
capital sales. Property income has averaged returns of 6.1% per annum since 1970 and, unlike dividend yield 
from equities, it is a legal obligation and cannot be cancelled. In the extreme event of default, there is the 
added protection that a building can be re-let to a new tenant, whereas a shareholder in a bankrupt company 
loses everything. 

Schroders recently published research
5
 on the suitability of equity funds for a drawdown pension scheme. This 

article now extends that analysis to include gilts and property. Figure 3 shows the change in the capital value 
of three hypothetical drawdown schemes between 1999-2012 which were invested either in the FTSE All 
Share Index, the BoA Merrill Lynch Gilt Index, or the IPD Property UK Monthly Index. In keeping with the 
original research we have assumed that the individual started with a pension pot of £1 million and made 
regular pay-outs of £50,000 every year. (Please note the relative results would be the same if we assumed a 
smaller pension pot, so long as the percentage paid out each year remained at 5%).   

 

Annuity income twenty pounds, annual expenditure nineteen pounds 
nineteen and six, result happiness. Annuity income twenty pounds, 
annual expenditure twenty pounds nought and six, result misery.” 

http://www.schroders.com/ukpensions/news-analysis/thought-pieces?ps=7
http://www.schroders.com/ukpensions/news-analysis/thought-pieces?ps=7
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Figure 3 – Sequencing risk in the drawdown phase: Part 1, the 2000s 

 
Source. Datastream, Bloomberg, IPD Pooled Funds Index, at October 2013. For illustration only 
 

Predictably, the hypothetical drawdown pension based upon the FTSE All Share Index struggled through the 
secular bear market from 1999-2012. By the end of 2012 the drawdown pension had nearly halved in value 
and the hypothetical drawdown pension achieved a money weighted IRR of just 1.6% per annum. By contrast, 
the hypothetical drawdown pensions based on the BoA ML Gilt Index and on the IPD UK Monthly Index 
proved to be reasonably defensive through the equities bear market and were worth £1.2 million and £1.4 
million respectively at the end of 2012. (Their respective IRRs were 5.9% per annum and 6.6% per annum).  

Admittedly, the estimates for the hypothetical drawdown pension backed by property don’t tell the whole story, 
because several balanced property unit trusts closed for redemptions in 2007-2009. Those units which did 
trade on the secondary market were typically priced at large discounts to NAV. On the other hand, all the 
major PUTs

6
 continued to pay a dividend through the downturn which alone would have funded 66-85% of the 

hypothetical pay-out. The discounts to NAV quickly evaporated in late 2009 as the direct commercial property 
market recovered. The other point to note from the chart above is that while the capital value of the drawdown 
pension fund backed by property fell sharply between 2007-2009, it was pretty stable through both the bursting 
of the internet bubble in 2000-2002 and again through the eurozone sovereign debt crisis in 2011.  

Figure 4 – Sequencing risk in the drawdown phase: Part 2, the 1990s 

 

Source. Datastream, Bloomberg, IPD Pooled Funds Index, at October 2013. For illustration only 
 

When we re-run the analysis for the equity bull market during the preceding decade, we find, unsurprisingly, 
that the ranking of the equity portfolio is now the highest (figure 4). Over the period 1989-1999 the pension 
invested in the FTSE All Share Index achieved the highest value (£2.7 million) and IRR (12.8% per annum). 
The hypothetical drawdown pension invested in the IPD UK Monthly Index lagged seriously behind the equity 
and gilt backed pensions through the equity bull market of 1989-1999, with a IRR of 6.1% per annum. 
However, this weak relative performance must be put in context. First, the start of the period is unfortunate 
because 1989 marked the end of a sharp upswing in commercial property values and the beginning of a 
collapse through the early 1990s, whereas 1990 proved to be a mere blip for equities. Second, although the 
performance of the property backed drawdown pension was weak in relative terms, it nevertheless ended the 
decade with a value of £1.2 million and the scheme could have funded annual pay-outs of up to £100,000 
without being exhausted. 
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Interestingly, over both eras, investing in the gilt index would have easily returned more than enough to fund 
the £50,000 pension income. However, to conclude that property and equity investments are not required to 
fund a drawdown pension would ignore the sequencing risk faced by those retiring in the current environment. 
After a 30 year bull market for gilts, yields remain near historic lows, offering little prospect of capital growth, 
and new issuance offers low coupons to those looking for income. Inflation may also be a greater factor in 
future, as the effects of unwinding quantitative easing across the globe are uncertain.  

Conclusion 

The evolution from DB to DC pension schemes is shifting the risks of saving for a pension from employers to 
employees. While it is virtually impossible to eliminate these risks, investing a proportion of pension savings in 
property ought to be beneficial. It generally follows a slightly different cycle from equities, it is less volatile and, 
historically at least, property has outperformed gilts. The main limitation of property is that because it is a 
physical asset, units in property funds may be less liquid than equities and bonds. Given these investment 
characteristics, we think that pensioners should invest a proportion of their scheme in property as it provides 
benefits in both the accumulation and drawdown phases of pension investment. In summary, property “is 
unique as an asset class, in that it has an important role to play throughout the life of a pension scheme (in 
both the accumulation and decumulation stages).”

7
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Important Information: 

 

For professional investors and advisors only. This document is not suitable for retail clients. 
 
The views and opinions contained herein are those of Schroder Property Investment Management Limited and Schroders’ 
Global Strategic Solutions team and may not necessarily represent views expressed or reflected in other Schroders 
communications, strategies or funds.  
 
This document is intended to be for information purposes only and it is not intended as promotional material in any respect. 
The material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. The material is 
not intended to provide, and should not be relied on for, accounting, legal or tax advice, or investment recommendations. 
Information herein is believed to be reliable but Schroder Property Investment Management Limited (Schroders) does not 
warrant its completeness or accuracy. No responsibility can be accepted for errors of fact or opinion. This does not exclude 
or restrict any duty or liability that Schroders has to its customers under the Financial Services and Markets Act 2000 (as 
amended from time to time) or any other regulatory system. Schroders has expressed its own views and opinions in this 
document and these may change. Reliance should not be placed on the views and information in the document when 
taking individual investment and/or strategic decisions.  
 
The hypothetical results shown above must be considered as no more than an approximate representation of a portfolios’ 
performance, not as indicative of how it would have performed in the past. It is the result of statistical modelling, based on 
a number of assumptions and there are a number of material limitations on the retroactive reconstruction of any 
performance results from performance records.  
 
For example, it does not take into account any dealing costs or liquidity issues which would have affected a real 
investment's performance. This data is provided to you for information purposes only and should not be relied on to predict 
possible future performance. 
 
Any forecasts in this document should not be relied upon, are not guaranteed and are provided only as at the date of 
issue. Our forecasts are based on our own assumptions which may change. We accept no responsibility for any errors of 
fact or opinion and assume no obligation to provide you with any changes to our assumptions or forecasts. Forecasts and 
assumptions may be affected by external economic or other factors. 
 
Past performance is not a guide to future performance and may not be repeated. The value of investments and the income 
from them can go down as well as up and investors may not get back the amount originally invested. 
 
Issued by Schroder Property Investment Management Limited, 31 Gresham Street, London EC2V 7QA. Registration No. 
1188240 England.  
 
Authorised and regulated by the Financial Conduct Authority.  
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