
As pension arrangements around the world increasingly shift 
the onus for making provision in retirement to individuals, the 
savings industry faces a set of unfamiliar issues. Whereas the 
management of defined benefits arrangements is fundamentally 
an investment challenge, the challenge in defined contribution 
(DC) is much more about emotion and psychology. In DC, 
sound investment principles are very likely to come into conflict 
with the messy real-world human biases and preferences that 
characterise individual savers. 

So what should the industry do? Should it create answers that the customer wants or 
answers that the customer needs? We certainly think we need to be bold, remembering 
the comment often attributed to Henry Ford, developer of the first mass-market car, 
that ‘if I had asked people what they wanted, they would have said faster horses.’ This 
applies particularly to financial services where, perhaps more than elsewhere, people 
expect the experts to lead them down the right path. That said, trust in financial services 
is not in plentiful supply right now. Since the credit crunch, people need to have even 
greater confidence in the financial products they are being offered. Moreover, the 
deferred gratification inherent in pension provision is already a big hurdle to overcome 
with most would-be savers. Persuasion is therefore going to be crucial.

This article seeks to outline the sensible principles that can help guide us towards 
building solid foundations for retirement portfolios, blending – we hope – what people 
need with what they want.

Some prudent pension principles
Prospects for an asset’s returns are mathematically dependent on its starting value, 
so price is where any saver must start. Sustainable wealth accumulation means at 
least two things: investing in assets when they are not expensive and then protecting 
them from the corrosive effects of long-term inflation. Success in the latter is to a large 
extent achieved by success in the former, but asset prices inevitably change. They are 
influenced by many things but – to take a DC example – an asset allocation glide-path 
is not among them. Indeed, such a static allocation can be harmful, as asset values are 
prone to periods of over– and undervaluation. So investing while being totally agnostic to 
the price paid can be harmful to retirement ambitions. 

Just as a balanced diet is to be recommended for an individual’s well-being, a portfolio 
which seeks to harvest multiple return sources is preferable to one which relies on a 
single asset. Given that the prices of assets do not move in tandem (over most time 
periods), this should also help to make the ride less bumpy, a key part of persuasion. 
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However, diversification should be with purpose – an asset has a role in a portfolio only if 
it has return potential or insurance potential. So purposeful diversification is another 
ingredient we believe is crucial for savers, both before and particularly after retirement.

It is acknowledged that the central issue for most people is that they have not saved 
enough for retirement. Some will be persuaded to save more but, for many others, 
maintaining a growth component into retirement will be a necessary condition for an 
adequate pension. The principle of money-weighted returns means that having that 
growth when the portfolio is larger will have much more impact – so the size of the 
portfolio and the sequence of returns matters too1 (see more on this below). 

Given the significant increases in life expectancy since 1960, most people will spend a 
large proportion of their lives as retirees (from 1970 to 2010 life expectancy globally has 
increased by about four hours every 24 hours2). This should permit them to run higher 
levels of investment risk in their portfolios into retirement. 

Figure 1: Why maintaining growth in retirement is so important
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For illustration only. Both savers contribute £1,000 a year, increasing by 4.75% per annum, from 25 to 65. Both savers earn 
7.8% p.a. prior to retirement; Saver 1 earns 7.8% in post-retirement, while Saver 2 earns 5%. They withdraw £30,000 a year 
from 65, increasing by 3.5% p.a., until they run out of money. Source: Schroders.

The modelling carried out by Don Ezra and his colleagues at Russell Investments, the 
consultancy, supports the view that investment returns in retirement have an important role 
to play in meeting retirement ambitions. It suggests that only 10% of retirement income 
actually comes from contributions, with all the rest from investment returns, split 30% 
before retirement and a surprising 60% afterwards3. Even if we assume a lower – and 
perhaps more realistic – return assumption after retirement (5% rather than 7.8%), about 
85% of pension income comes from investment returns, of which nearly 40% is earned 
after retirement. So investing in growth assets for longer is another ingredient for 
success (Figure 1).

1 Arnott et al in ‘The Glidepath Illusion’ in Fundamentals, Research Affiliates, September 2012. 2 Medicalexpress.com. Improvements in life expectancy mean that retirees 
in the developed world can typically expect to have about 15 years in retirement, which could increase to over 20 years by the time current 40-year-olds retire. 3 ‘Where 
do defined contribution (DC) plan benefits come from? It’s not where you think’, Russell Investments, January 2008 and July 2012, and D. Don Ezra, ‘A Model of Pension 
Fund Growth’, Russell Investments, June 1989 
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So far so conventional. The troublesome area is volatility. The savvy do not conflate 
volatility with risk. They recognise that risk is more about the permanent loss of capital and 
that, although volatility is a legitimate component of risk, it can also represent opportunity 
(see ‘Is volatility risk?’ for more on this4). But, if capital is being drawn down, volatility 
that brings negative returns is a potentially mortal threat. Professor Moshe Milevsky well 
illustrates the investment logic but, sadly, savers are not always that logical.

The quick and the slow road to ruin
The importance of the sequence of returns can be demonstrated with this simple 
example, suggested by Professor Moshe Milevsky of York University, Toronto5. Suppose 
a retiree earns an average of 7% a year from their portfolio – in some years more, in 
some years less. For simplicity, we will assume they earn 27% in the ‘more’ years and 
–13% in the ‘less’ in a three-year sequence, with a 7% return coming in the other year. 
It doesn’t matter in which sequence these returns come, they will always produce an 
average return of 7%.

But if we now assume that the retiree is withdrawing a steady £9,000 a year, we 
will see that the sequence of returns can make a huge difference to their financial 
circumstances. If they experience a 7% return, followed by 27% and only then –13%, 
they will run out of money just short of their 90th birthday (upper line in chart). But if 
the cycle is reversed, starting again at 7%, but with the loss coming in the second 
year, they will be ruined just after reaching 83 (lower line in chart). In other words, in 
this simple example, timing can make a difference of seven years in the longevity of a 
retiree’s savings. 
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 Assumes £9,000 spending per year. Source: Moshe Milevsky, as at 27 February 2006.

4 Also our longer paper, ‘Is Volatility Risk?’, Schroders Investment Perspectives, May 2014. 5 ‘Retirement Ruin and the Sequencing of Returns’, Moshe A. Milevsky, York 
University, Toronto, and Anna Abaimova, The IFID Centre, Toronto, 2006.
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Behavioural scientists tell us that ‘fight or flight’ emotions often trump our more thoughtful 
and logical processes when we make decisions. This means the ‘fast thinking’ part of the 
brain is likely to react badly to big falls in the savings balance. Indeed, experts tell us that 
for most people financial losses are twice as painful as gains6. So even if the investment 
time horizon may be decades, for many, the effect of high levels of volatility on hard-earned 
savings set aside for the future may diminish their faith in saving for retirement. Anyone 
hoping to attract and build long-term savings needs to address these concerns.

Building trust
There are a number of ways, both financial and non-financial, to give people the 
confidence to keep their money in growth-seeking – yet volatile – assets. One 
behavioural solution might simply be to limit the frequency of reporting. Nassim Taleb7 
makes a powerful point that too much information can be toxic and leads to poor 
decision-making. The logical response would be to present performance information on 
an infrequent basis (say only every three years) to savers. This is not likely to be palatable 
in an age of transparency. 

Another radical idea would be to acknowledge that wealth and value can move in opposite 
directions. So, as the saver’s accumulated wealth decreases as a result of market falls, 
their future wealth may well increase if the reduced price of assets means they can buy 
more with their future contributions. This could be used to present volatility in a completely 
different light by showing that falls in the value of existing assets are offset by increases 
in the value of savings yet to come. To carry this off successfully will be hard, but efforts 
probably need to be made to persuade naturally nervous savers (and pensioners) that the 
risks inherent in owning growth assets are worth running. 

While better communication with pension savers is important, we think it will only work if we 
can pair it with suitable financial mechanisms. To be effective, these will need to provide the 
necessary investment flexibility and they will need to offer value for money. Solutions 
that incorporate such features could range from simple diversified portfolios to more 
sophisticated approaches, like volatility management. Of course, any mechanism that 
reduces volatility will not suit some long-term investors, who see price swings as an 
opportunity to buy assets on the cheap. Many others, however, need more reassurance 
if they are to keep investing in growth assets. In the messy real world, a process which 
seeks to limit drawdowns may be vital if they are to stay the course. So, we believe 
volatility management has a role to play in long-term savings.

What about guarantees? Insurance principles mean that investment guarantees will be 
expensive (in aggregate, insurance premia properly priced should exceed claims). But, 
given the uncertainties surrounding death, dealing with at least part of an individual’s 
mortality risk may be worth considering. An annuity is one obvious route. However, 
annuities may not be a practical proposition in some parts of the world. Where they are 
available they may not be appealing for a number of reasons, not least the total loss of 
control over the accumulated capital, nor the poor protection from inflation they offer, a 
particularly potent threat as pensioners age. 

To deal with these needs, we would argue that savers (or at least their savings) need to 
embrace our pension principles. They need to maintain an exposure to growth assets 
for longer, while managing risk through techniques like diversification and volatility 
management. But a mortality backstop might still be extremely reassuring, even essential, 
if savers are to retain trust in the way their savings are being managed.

6 ‘Prospect Theory: An Analysis of Decision under Risk’, Daniel Kahneman and Amos Tversky, Econometrica, 47(2), March 1979; The Chimp Paradox: The Mind 
Management Programme to Help You Achieve Success, Confidence and Happiness, Ebury Publishing, 2012. 7 The Black Swan: The Impact of the Highly Improbable, 
Random House and Penguin (2007 and 2010).



Pointers towards a better pensions landscape 5

Figure 2: Towards a better way of managing longevity risk
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For illustration only. Both savers contribute £1,000 a year, increasing by 5.0% per annum, from 25 to 65, with their contributions 
making an annual return of 5.5%. At 65, Saver 1 buys an immediate annuity at 5.9%, while Saver 2 puts aside enough money 
to buy an equivalent annuity at 7.9% in 10 years’ time, leaving his remaining capital to grow by 4.5% annually. (We have built in a 
discount rate of 6% on the capital used to buy Saver 2’s annuity to take account of the impact of mortality rates between ages 65 
and 75.) Saver 1 receives an annual income of £17,863 until death. Saver 2 receives an initial annual income of £17,863, rising by 
1.0% a year, paid entirely from capital until 75 and then partly from the annuity. Source: Hargreaves Lansdown and Schroders, as 
at October 2014.

One possible solution would be to buy the backstop before they needed it, say at 65, 
and then waiting until they reached, say, 75 before making use of it. By delaying receipt of 
the benefit, the combined power of compound interest and mortality risk pooling means 
a pensioner should need to tie up less capital than they would if they bought the annuity 
immediately on retirement. They would also secure their income guarantee at a time when 
insurance is most necessary, while leaving a large part of their capital available for other 
purposes at a younger age. Indeed, secure in the knowledge that there is a guaranteed 
income stream at the frail stage of retirement would make it very much easier for the 
pensioner to plan the management of the remainder of their capital. They may also be able 
to build in some form of inflation proofing. (Figure 2, shows how much better off such a 
saver might be compared with someone who bought a flat annuity at 65.) So, a longevity 
hedge in late or frail retirement may be another key ingredient to a happier retirement.

We accept, of course, that annuities will work better in some markets than in others. It’s 
why we believe that, if we are to exploit our pensions principles effectively, we need to 
think about the tools available. Current capital market instruments are very limiting. They 
do not always cater well for those who need income rather than capital. The industry 
needs to create more annuity-like products, with payment streams that combine an 
element of both income and capital. Why not, for instance, have bonds which pay out a 
higher coupon and only 75% of the principal? 

There could also be more imaginative ways to divide up the returns from equities, which 
might involve reviving old ideas. For years, split capitalisation trusts have formed a small 
sub-sector of the UK market for investment trusts. They use shares with unconventional 
entitlements to capital and income to satisfy investors’ differing needs for capital, income 
and risk, yet they are often tied to very conventional equity portfolios. Unfortunately, these 
trusts still live under the shadow of the scandals that engulfed the sector at the turn of the 
century. However, there is no reason why the split cap idea should not be updated. 
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An alternative approach would be to effectively sell the prospect of future growth using 
options. Our experience is that this could substantially increase the income generated by 
the portfolio. Of course, there would have to be some trade-off in terms of capital growth 
but, for many, converting potential future growth into income for today is likely to be 
more palatable than depleting capital directly. There will, of course, be other solutions. In 
countries with extensive home ownership, we expect to see the arrival of more retirement 
products which unlock the capital value of property and turn it into income. 

Conclusions
Whatever answers the industry arrives at, we believe the next generation of DC 
retirement savings vehicles should incorporate certain enduring principles. The 
combination of growing longevity, the impact of inflation and the power of money-
weighted returns means retirees will need to maintain a growth element to their 
portfolios well into retirement. But losses also loom larger for those without a work 
income and who are drawing an income from their portfolios, so risks need to be 
mitigated through diversification, through some sort of volatility management and, 
ultimately, perhaps through some sort of longevity hedge backstop in very old age. 
Harnessing these principles may need new types of security that divide income 
and capital in more useful ways. To address these issues, we believe the industry 
needs to create a range of new financial products which, to be effective, may have 
to challenge previously accepted financial wisdom.

 Divyesh Hindocha, Global Head of Product and Defined Contribution
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