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‘Welcome’ Budget reforms likely 
to prompt change at DC schemes 
Trustees, sponsors and their advisers 
overwhelmingly support the pension 
liberalisation announced in the Budget by 
the Chancellor, George Osborne, and are 
likely to change their schemes as a result, 
according to a survey of attendees at our 
recent Defined Contribution Conference.

More than four-fifths of respondents 
believe the increased flexibility will be 
a good thing for defined contribution 
(DC) pensions (Figure 1). Many delegates 
saw the changes as lifting burdensome 
restrictions which would make pensions 
more attractive. One said: ‘Annuitisation 
has always smacked of the “nanny state”, 
and the previous limits on minimum 
guaranteed income … were unreasonably 
harsh.’ Other typical comments were 
that ‘things needed a radical overhaul 
to increase member confidence and 
engagement’ and ‘the working population 
will soon come to realise that pension 
contributions are no longer “dead money” 
but readily realisable savings  
for their future which they can use  
for their benefit.’

However, among the few dissenters, 
there were concerns that the changes 
may encourage people to make the 
wrong choices at retirement. One or two 
highlighted the mixed messages sent by 

the moves. According to one attendee, 
they ‘conflict with auto enrolment [and] 
take the focus away from the true 
problem: the guaranteed funding of  
old age.’

Nonetheless, approaching 90% of our 
respondents believed that DC schemes 
would now have to provide multiple 
default strategies to cope with the new 
post-retirement landscape (Figure 2). 
There was a general view that schemes 
would need to accommodate the new 
freedom to choose between annuities, 
cash and drawdown. However, one 
comment was that this would ‘add 
to the complexity from a member’s 
perspective, which is not ideal. Member 
communication is going to be even more 
important’. Some pointed to the need for 
more financial education. But of the few 
who disagreed, many pointed out there 
could be only one default; having more 
would be difficult to manage.

Not surprisingly, there was also a big 
majority of respondents who thought 
that they would need to look again 
at the default investment strategy of 
their schemes in the light of both the 
Budget and the announcement that 
the government will cap charges at 
0.75%. Several attendees thought they 

would now need to review existing 
default approaches which assumed that 
members would buy an annuity. On the 
whole, the charge cap seemed to be 
less of an issue with respondents. For 
instance, our sample was evenly split 
on whether the cap would lead to fewer 
‘outcome-based’ investment solutions 
being used in DC schemes.

There was also uncertainty over the 
future of annuities. Only a slim majority 
believed that they would continue to have 
a role in retirement planning at the point 
work stops in the wake of the Budget 
changes (Figure 3). Even so, quite a few 
attendees believed the certainty of a 
regular income would continue to appeal 
to retirees, albeit perhaps once they were 
a little older. One comment was that: 
‘When it is optional, an annuity is likely to 
be seen as more valuable.’
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Figure 3
Do you think that annuities will still have  
a part to play in retirement planning for 
DC members?

Figure 1
Do you think that the increased flexibility 
announced in the spring 2014 Budget is a 
good thing for DC pensions?

No - 18.9%
Yes - 81.1%

Figure 2
Do you think that DC schemes will need 
to have multiple default investment 
strategies to target  different  outcomes – 
i.e. annuity, cash and drawdown?

No - 12.8%
Yes - 87.2% Yes, but at a different

/later age- 46.4%

Yes - 50.5%

No - 3.1%

Ninety-seven participants took part in the survey.Source: Schroders; May 2014
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Osborne throws down a  
pre-retirement challenge
The Chancellor, George Osborne, 
has fundamentally changed the 
pensions landscape with his Budget 
announcement heralding the lifting of 
restrictions on how pension savings 
can be spent. The removal of the old 
presumption in favour of annuities 
means, we believe, that ‘pensions’ will 
increasingly be seen less as a way of 
creating an income in retirement and 
more as a flexible savings vehicle, as 
they are in the US. 

Trustees and others involved in defined 
contribution pensions are clearly  
bracing themselves for the challenge. 
An overwhelming majority is now 
expecting to have to offer multiple 
default approaches for members in 
the last stages of their career before 
retirement (see our survey on page 1). 
We believe that reflects the confusion 
now evident. There is no longer a single 
route to retirement. Defaults will have to 
match the freedoms members will have 
over their pension pots – take the cash, 
move into drawdown, buy an annuity or 
use a combination. 

Flexibility will be crucial for most older 
members in this new environment.  
They will need to preserve their wealth 
as they approach retirement to give 
them the widest range of options 
when work stops. Any default fund 
will therefore need to offer fairly solid 
protection against unwelcome market 
falls – after all, a member approaching 
retirement would find it hard to recover 
from losses such as those experienced 
in 2008. But to truly preserve wealth, 

his or her fund will also need to combat 
the corrosive effects of inflation. So the 
member may have to accept some risk 
if they are to generate the inflation-
beating growth they need (see chart). 

Our research suggests that such an 
inflation-plus target should be entirely 
achievable using a low-risk, diversified, 
multi-asset portfolio. By adding a 
variable volatility overlay (see our last 
Pensions Newsletter for further details), 
we think it would be possible to provide 
a mechanism aimed at putting a floor 
under losses. 

Of course, some members may know 
in advance that they will want to buy an 
annuity. They may have paid off their 
mortgage or expect to realise cash 
from other sources. For them, a fund 
that removed some of the uncertainty 
about the level of annuity they could 
expect might provide peace of mind in 
the run-up to retirement. We believe 
a portfolio built around an intelligent 
gilts-based benchmark that reflected 
the expected annuity cash flows of these 
older members would give just the 
reassurance they need.

Whatever individual members decide, 
we believe the Osborne reforms could 
provide a much-needed spur to pension 
saving. Now both providers and trustees 
need to rise to the challenge, starting a 
conversation to see how new investment 
solutions can create the sort of defaults 
that members need to exploit this new 
environment effectively.
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Forthcoming events

Schroders Autumn 
Conference 2014
Place: 
The Savoy Hotel, London

Date: 
Tuesday, 30 September 2014

Time: 
9am – 1pm with buffet lunch

We would like to invite you to 
London’s historic Savoy Hotel for a 
morning of discussion on a range of 
topics vital to pension schemes and 
their members. Our speakers will 
look at how better engagement with 
companies can improve returns, 
what investors can do to more 
effectively manage equity risk and 
give some practical guidance on 
asset allocation. 

A highlight of the morning will be a 
talk by Dr Steve Peters, the sports 
psychiatrist who played a crucial  
role in the Team Sky’s 2012 success 
in the Tour de France. He spent 
many years working with the British 
Cycling Team and the ProCycling 
Team, including Victoria Pendleton 
and Sir Chris Hoy. 

See our website for further 
information: www.schrodersevents.
co.uk/SAC2014

For professional investors only. 
Please note: that this invitation/
event does not constitute an 
‘inducement’ under the terms of 
Markets in Financial Instrument 
Directive and is in no way linked 
to the levels or terms of business 
which may be conducted between 
us. If you are in any doubt as to 
the appropriateness of accepting/
attending (in relation to the duties 
you have to your clients), you should 
refer to your own compliance 
department or adviser. Alternatively, 
should your compliance department 
need to contact a member of 
Schroders’ compliance team 

for further clarification, please 
speak to your local Schroders’ 
representative for contact details.

Pre-retirement defaults need to reflect the new choices opening up for savers

– Wealth preservation
– Annuity matching

Cash?

Value of DC Savings

Growth

Pre-
retirement?

AgeRetirement

Stable
Growth

Annuity?

Drawdown?

Source: Schroders for illustration only.

2



Schroders Pensions Newsletter Summer 2014

Reducing risk while maintaining growth: a DB case study
Trustees of defined benefit (DB) schemes are often pulled 
in opposite directions as they try to cut deficits and reduce 
the volatility of scheme funding levels. Rather than fighting 
on two fronts, we believe they should embrace these 
potentially conflicting aims by specifically managing their 
assets and liabilities to meet the particular requirements  
of their scheme.

A case in point is our own Schroder Retirement Benefit 
Scheme (SRBS). Nine years ago, we moved away from a 
traditional benchmark-based investment strategy to one split 
between a range of diversified growth assets and a liability-
matching portfolio. This approach helped ensure that, last 
year, SRBS was sufficiently well funded for the trustees to 
start thinking about further reducing the investment risks in 
the portfolio. 

Against the immediate background of improved asset values, 
the SRBS trustees and their advisers agreed that half the 
growth portfolio be moved into a customised Schroders 

Strategic Beta portfolio. Strategic Beta has a wealth 
preservation focus. It allocates its investments amongst  
four categories of risk premia: growth, duration, inflation and 
behavioural strategies with a low beta to markets.  
This broader asset allocation means the strategy is inherently 
more stable and requires a less active approach to asset 
allocation to control volatility, while maintaining  
a growth focus.

We expect a significant reduction in the funding level 
volatility as a result of the change in strategy, with only 
a modest reduction in expected return. Over time, as 
key funding ratio targets are met, the level of risk can be 
ratcheted down by selling down the diversified growth assets 
in favour of strategic beta. 

It is early days yet, but we think this approach could help 
allow increasingly mature DB schemes to reduce funding 
volatility without needing to use more protective assets that 
can limit returns.

Funding levels wobble as gilt yields fall again
Our ‘funding level tracker’ measures 
changes in the average UK pension 
scheme’s funding level. Although  
every scheme is different, we hope 
the tracker provides useful pointers 
for discussions about funding and 
investment strategies. 

After 18 months of strong growth, many 
pension schemes will have experienced 
a wobble in their funding levels since 
the beginning of 2014 (Figure 1). A key 
reason for this is the change in the yields 
available on UK government bonds 
or ‘gilts’ (Figure 2), which affect how 
pension scheme liabilities are valued. 

Gilt yields had risen sharply in the 
second half of 2013, which boosted 
scheme funding levels. Since early 
2014, however, there has been another 
downturn in yields. Investors’ fear 
of a slowdown in emerging market 
economies and potential overheating of 
equity markets led to increased demand 
for perceived ‘safe-haven’ assets such 
as gilts. This pushed yields back down 
below zero, after adjusting for inflation. 
The recent fall is a continuation of a long 
downward trend for yields in the UK, 
which has been hurting pension scheme 
funding levels.

Figure 1: Average funding level
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Figure 2: 20-year inflation-linked gilt real yield
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We use annual defined benefit asset 
and liability values from the Pension 
Protection Fund’s Purple Book1. Between 
these updates, our UK Strategic 
Solutions Team estimates how funding 
levels have changed each month:

 –  Changes in asset values are 
based on values for market indices 
that represent the average pension 
scheme asset allocation

 –  Changes in liability values are 
based on changes in yields for UK 
government bonds (‘gilts’) that are a 
key determinant of liability values.

1 http://www.pensionprotectionfund.org.uk/
Pages/
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How chasing storms can generate uncorrelated returns

Many pension schemes use alternative 
asset classes to complement their equity 
and bond holdings. Since the mid-1990s, 
this stable of alternative assets has 
increasingly included insurance-linked 
securities (ILS). The reasons are easy to 
see. Being linked to insurance ‘events’, such 
as natural catastrophes or exceptionally 
high claim volumes, the returns from ILS 
are almost completely uncorrelated with 
traditional investment influences, such 
as int erest rates, economic growth or 
issuer covenants. As a result, they provide 
excellent diversification benefits for most 
traditional portfolios, as well as strong 
expected returns for long-term investors.

ILS have emerged as an alternative to 
traditional reinsurance, giving insurers 
and reinsurers access to a large additional 
source of capital, while transferring risk 
to investors. They are often considered as 
bond investments but, in reality, the risks 
adopted by a buyer of ILS are more like 
those of pure insurance and often very 
specific to the contracts being covered. 

There is a variety of different ILS products 
available. Catastrophe (or ‘cat’) bonds 
are the best known. These transfer the 
financial impact of a specified, large natural 
catastrophe from an insurer to investors. 
The occurrence of this event triggers the 
loss of all or part of the investor’s principal, 
which passes to the insurance company 
and helps them pay the relevant claims. 
If the insured event does not happen, the 

investor receives all the payments on  
the bond (which are akin to premiums), 
plus the return of their principal.

As well as standardised and tradeable cat 
bonds, there are other forms of ILS. Private 
transactions are bespoke, collateralised 
reinsurance agreements drawn up 
between the reinsurer and individual 
investors. They are usually non-tradeable 
and typically have shorter terms than cat 
bonds, but often have higher yields.  
They can broaden the universe of investible 
insurance-linked assets to, for instance,  
life insurance risk.

Although the volatility of ILS has so far been 
very low compared with other asset classes 
and losses much rarer, they can still be 
very large. This is because the triggers, e.g. 
natural disasters, are themselves rare and 
often costly. Managing these ‘tail risks’ is an 
important part of a successful ILS strategy.

Nonetheless, ILS investing has generally 
been a very positive experience for 
investors, despite the incidence of very 
large natural disasters. Two indices 
commonly represent the asset class, each 
with slightly different composition, but 
each has generated strong track records in 
comparison with both traditional and other 
alternative investments (see chart). 

Although we believe that the fundamental 
drivers of ILS returns remain in place, it 
would be prudent to expect more modest 

returns than those seen historically, and 
potentially higher volatility too. Even so, 
we still anticipate positive real returns and 
diversification over the medium to long 
term, making this an attractive investment 
prospect for most institutions. 

For those with sufficient governance 
capacity to handle the risks, we think  
ILS should become an increasingly 
mainstream part of the investment 
armoury. Their low correlation with  
other assets, together with strong returns, 
has meant that an allocation to ILS has 
served both to increase performance and 
reduce overall volatility in a multi-asset 
portfolio. This is not an asset class on 
which to bet the farm, and the ‘non-normal’ 
nature of the returns must be understood 
by those considering an investment. 
However, even a modest allocation within 
a typical portfolio will offer risk reduction 
through diversification, without damaging 
the overall expected return. 
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Returns on ILS have remained relatively high and stable

0 5 10 15 20 25 30
0.0

1.0

2.0

3.0

4.0

5.0

6.0

7.0

8.0

9.0
Annualised Return (%)

Annualised Volatility (%)

Swiss ReAON ILS

Government Debt

Global Equities

Global REITs
Private Equity

Global Aggregate

Hedge Funds

Cash

Commodities
Insurance Equity

Source: Bloomberg and Datastream. Data as of 31 December 2013. Swiss Re: Swiss Re Global Cat Bond Index; AON ILS: Aon Benfield All Bond ILS Index; Global Equities: MSCI 
World Index; Government Debt: Citigroup WGBI World Index; Global Aggregate: Barclays Global Aggregate Index; Commodities: S&P GSCI Commodity Index; Global REITs: FTSE 
EPRA/NAREIT Index; Developed Total Return Index; Hedge Funds: HFRI FoF Composite Index; Private Equity: LPX 50 Index; Cash: US Interbank Three Month Index; Insurance 
Equity: MSCI World Insurance Index.


