
April 2013       For professional investors and advisers only 

 

Equities are not the 
problem 
 

Tim Horne, DC Investment Solutions Manager, Schroders  
 
Given the low average level of DC pension contributions in the UK, members are heavily reliant on 
growth through investment returns in order to deliver an acceptable retirement income. 
 
Over the long term, equities can generate the required level of growth over inflation and can be 
accessed at a low cost – meeting two key requirements of the DC investor – so it’s not surprising that 
equity lifestyling has been so widely adopted in the relatively immature DC market. However the third, 
and perhaps most crucial, requirement of a DC investor is certainty of their retirement outcome. 
Ultimately there is nobody else to pick up the bill if investments do not deliver as hoped and the 
member bears all of the risk. This will become increasingly worrying as the DC market matures. 
 

So what is the problem? Traditional lifestyling 
 

Equities are, and we believe will remain, an important source of return for a DC investor. However we 
also believe that the traditional lifestyling mechanism, where traditional bonds are used as the de-
risking asset, is not providing the right level of certainty for members. Other than poor contributions, 
this may be the biggest risk to DC investors today. 
 
The impact of money weighted returns means that investment losses have much more damaging 
consequences for DC investors later in life when their pots are larger.  
 
On the other hand, growth is still necessary in these later years when it is simply too late to increase 
contributions in order to have the desired impact. This is demonstrated in the chart below, which 
shows the percentage increase in a member’s final savings pot by increasing contributions or 
investment returns in the first 20 years and the second 20 years. Growth through investment returns 
is valuable in the later stages of retirement saving. 
 

Chart 1: The impact of money weighted returns 
 

 
 

Source: Schroders, for illustration only. 40 year contributions at base contribution rate of 10% of salary. Salary increases 
assumed to be 3% per annum. Starting salary is £25,000. Base annual investment returns are estimated expected returns  
of a lifestyling strategy switching from equities to bonds and cash in the 10 years prior to retirement.    
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With this in mind, we need to consider the member’s risk and return requirements at different ages, 
spending our risk and fee budgets at the most beneficial times. In the early years of accumulation, 
members can afford to take the risk associated with equity (or equity-like) investments in order to aim 
for higher returns - pots are smaller and losses can be recovered over time. In the later years growth 
must be achieved in a more stable manner as large losses can be devastating. This is where risk 
management is worth paying for. 
 

A traditional lifestyling approach is designed to mitigate equity risk in the later years but in reality is 
doing little to protect a member’s savings. Many schemes have tried to increase protection by 
extending their switching phases to introduce bonds earlier. However the volatility associated with 
equity investing can drown out the protection offered by bonds so that the desired balance of risks 
isn’t achieved. This protection from bonds is also achieved at the expense of selling growth assets, so 
members don’t benefit from the money weighted growth that is on offer, as demonstrated in Chart 2. 
 

The following chart demonstrates the lack of risk reduction offered by lifestyling into bonds. Here we 
consider the member’s lifestyle in two 20 year periods. 
 
Chart 2: Probability of experiencing an annual loss of over 25% 

 
Source: Schroders, for illustration only. Equities lifestyle invests in a 40/60 UK/Global Equity portfolio, switching to passive 
index-linked gilts and cash over the lifestyling period. Expected return assumptions are based on forward looking estimates. 
Equity and bond volatility assumptions are based on historic monthly data. Please see forecast risk warning at the end of the 
article. 
 

In the first 20 years, the ‘early accumulation’ phase, the probability of the member experiencing an 
annual loss of over 25% of their savings pot is over 60%. However DC investors may be willing to live 
with this risk, in line with the budgeting process discussed earlier, in pursuit of higher returns. In the 
second 20 years, when a five year de-risking phase is employed within a traditional equity lifestyle 
strategy, the member has a 54% chance of losing over a quarter of her assets. At this point there is 
little time for the member to recoup losses in advance of retirement and additional contributions have 
less impact (ref Chart 1). 
 

If we extend the lifestyling phase to 10 years of de-risking, the chance that the member will lose over 
25% of their retirement pot in one year is still as high as 46%. It’s clear that lifestyling into bonds is not 
offering the desired protection in the later stages. However risk reduction is not the only reason for 
transitioning into bonds in a lifestyle strategy, they are also held in order to provide a level of annuity 
matching as retirement approaches. There is evidence to suggest that traditional bond indices are not 
achieving this goal either. There are other pre-retirement solutions that may provide a better annuity 
match but that is the topic of another piece of research! For now, we will assume that bonds are 
required at the end of the member’s lifestyle arrangement. However we will shorten the switching 
phase and offer an alternative de-risking method by implementing a new ‘stable growth’ phase in the 
lifestyle. In the future the pre-retirement asset (bonds in this example) may be an alternative low risk 
vehicle that provides both protection and better annuity matching. 
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What is stable growth?  
 
A traditional lifestyle can be improved simply by adding a stable growth phase. Here we wisely spend 
our risk, return and fee budget by considering the most important factors at different stages of the 
lifestyle in order to improve the outcome for the member.  
 
A stable growth vehicle should offer members returns in excess of inflation, to benefit from the 
positive impact of money weighted returns that can be achieved in the later stages (ref chart 1). 
However the solution should also offer more certainty of the outcome for the member, or a better 
balance of risks, through investment in a broader range of asset classes - considered in terms of their 
contribution to risk, rather than capital allocation. It should also explicitly target a lower level of 
volatility than equities and pay particular attention to minimising drawdowns. This is crucial in the later 
stages when members have so much more to lose. The benefits of including this type of solution in 
the later stages of a member’s lifestyle are clear, as demonstrated by the following chart. 
 
Chart 3: Implementing a stable growth phase 
 

Probability of experiencing an annual loss of over 25% 

 
Source: Schroders, for illustration only. Equities lifestyle 45-65 invests in a 40/60 UK/Global Equity portfolio, switching to 
passive index-linked gilts and cash over 5 years to retirement. Stable Growth lifestyle invests in Schroder Dynamic Multi 
Asset Fund (DMAF), switching to passive index-linked gilts and cash over 5 years to retirement. Equity and bond volatility 
assumptions are based on historic monthly data. Expected return assumptions are based on forward looking estimates. 
DMAF expected return and volatility assumptions assumed to be in line with the target (target of CPI+4% and volatility of half 
to two-thirds of equities).  
 

Here the member is still invested in equities for the first twenty years, as in the example above (Chart 
2), however in the second 20 years the member now switches into a stable growth solution from age 
45 and then into bonds and cash from age 60 (with a retirement age of 65). In comparison to the 
greater than 50% chance of a member losing a quarter of his or her pot in this late stage when 
invested in an equity lifestyle strategy, this risk now drops to less than 10% when including a stable 
growth solution. 
 

Key features of a stable growth solution 

We believe that a stable growth solution should have the following features: 

Growth The fund should aim for returns in excess of inflation, such as CPI+4%, although not 
necessarily a full equity-like return 

Stability The fund should aim to reduce the risk associated with equity investing substantially. In 
particular it should aim to mitigate drawdowns for members at a stage when large 
losses can be very damaging to retirement outcomes 

Affordability The fund should deliver value for money such that the total cost to the member is 
appropriate, given the level of risk and return 
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Conclusion 
 

Equities are not the problem. As long as we understand the risks and budget for them at the right 
times in the member’s lifestyle, they can offer us a much needed source of accessible growth. The 
problem is the traditional de-risking mechanism in lifestyling. As with anything, in DC investment 
strategy there is always a trade off and it’s important to understand the risks to the member at 
different stages throughout their lifetime of saving, so that we are trading the right risks and benefits at 
the most opportune times. This means spending our risk and fee budgets wisely so that we aim for 
higher growth and tolerate higher risk in the earlier years to then focus on stable growth with 
downside protection in the later years.  
 
A focus on cost is important but it is vital that we focus on the right costs so that the member is 
benefiting appropriately from the money that they are spending and the risks they are taking. Stable 
growth can be achieved, incorporating active management and downside protection to minimise 
drawdowns when they matter most, for a total cost to the member of as little as 0.50% per annum. A 
one size fits all, cheap, passive equity lifestyle is no longer fit for purpose. The DC market must 
consider the needs of the member and design appropriate specialist solutions, based on their specific 
risk, return and fee requirements in order to improve member outcomes. 
 
To discuss the themes in this article further, please contact Tim Horne, DC Investment Solutions 
Manager, on +44 (0)20 7658 4877 or email ukpensions@schroders.com. 
 

www.schroders.com/ukpensions
 
Important Information 
 
The views and opinions contained herein are those of Tim Horne, DC Investment Solutions Manager at Schroders, 
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 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. 
 
Forecast Risk Warning 
The forecasts stated in the article are the result of statistical modelling, based on a number of assumptions and should be 
seen as objectives only. There is no assurance or guarantee that these results will be achieved and they should not be 
considered as predictions of actual results which may be realised in the future. Forecasts are subject to a high level of 
uncertainty regarding future economic and market factors that may affect actual future performance. The forecasts are 
provided to you for information purposes as at today's date. Our assumptions may change materially with changes in 
underlying assumptions that may occur, among other things, as economic and market conditions change. We assume no 
obligation to provide you with updates or changes to this data as assumptions, economic and market conditions, models or 
other matters change. 
 
Hypothetical Modelling Results 
The hypothetical results shown in this article 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 of 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. 
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