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Given the youth of many defined contribution (DC) schemes, it is hardly surprising that very little 
attention has been given to what should happen to members’ savings in the immediate run-up to 
retirement. We estimate that these savings represent only about 10% of DC assets. But we expect 
them to grow faster than the market as numbers of ageing DC savers are swollen by former members 
of defined benefit (DB) schemes now closing in on retirement. 
 
Obviously, it is vitally important for these older savers to be able to plan ahead with some certainty. 
Unfortunately, current pre-retirement savings vehicles don’t always provide the security they need 
about the level of annuity they will receive when they retire. Yet, after investment risk, this is the 
biggest risk they face in this period.  
 
To provide greater peace of mind, the saver needs a pre-retirement investment vehicle that limits the 
ups and downs in the level of annuity they can expect. In practice, this means using a portfolio of 
investments that provides a good match for annuity prices, while accommodating the inevitable 
uncertainty that surrounds any saver’s likely retirement date. Our research suggests that few of the 
pre-retirement funds currently used in lifestyle approaches deal with these issues effectively. 
 
Part of the problem lies in a quirk of annuity construction and pricing. Insurance companies use a 
mixture of government and corporate bonds to back the annuities they sell. Many pre-retirement funds 
follow suit, investing partly in corporate bonds to provide a match with annuity prices. Unfortunately, 
our research suggests the match is a poor one as the price of annuities is pretty much exclusively 
based on changes in the yield on government bonds (gilts). 
 
To illustrate this, we created an index using a range of ‘standard’ annuity prices (which we define as 
those between the top and bottom quartile) a retiree might have been offered over a five-year period. 
We then tracked how well a standard corporate bond index matched these prices. The results are 
shown by the green line in the chart. 
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A standard corporate bond index vs Schroders Pre-retirement Fund 
 

Index level 
 

 
 
 
Source: Schroders, Moneyfacts Market Intelligence, 30 April 2013. For illustration only.  

 
We think it is clear that corporate bonds are far from a perfect match for annuity prices. Indeed, a 
retiring saver relying partly on corporate bonds would have had to accept a much smaller income than 
they were expecting had they been forced to buy an annuity between late 2008 and the third quarter 
of 2009. It is why, in developing our own pre-retirement fund, we have relied on gilts. 
 
The orange line in the chart shows how effective this approach would have been. Backtesting from 

December 2007 to April 2013 shows that the tracking error of the corporate bond portfolio is 50% higher 
than our solution. The tracking error of the Schroders pre-retirement fund is just 2.2% against the 
median price (measured between December 2007 and April 2013), compared with 3.3% for the iBoxx 
Corporates Total Return Over-10- Year Index. 
 
Moreover, by weighting the gilts portfolio according to the ages of savers in our fund, we can build in 
the flexibility we need to deal with the uncertainty of predicting when any given saver will actually 
retire. 
 

It is clear, we believe, that a rapidly growing army of older savers will soon be looking for better 
homes for their preretirement savings. Our research suggests that the approach we have outlined 
would provide a major step forward in giving older DC pensions savers much greater peace of mind at 
a stage in their lives when their savings are particularly vulnerable. And one that can be easily slotted 
into a lifestyle approach with minimum disruption to member, trustees or administrator. 
 
 
 
To discuss the themes in this article further, please contact Stephen Bowles, Head of UK 
Institutional Defined Contribution, on +44 (0)20 7658 4916 or email 
ukpensions@schroders.com. 
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Important information 

The views and opinions contained herein are those of Stephen Bowles, Head of UK Institutional Defined 
Contribution at Schroders, and may not necessarily represent views expressed or reflected in other Schroders 
communications, strategies or funds.  

For professional investors and advisers only. This document is not suitable for retail clients. 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. 
 
Past performance is not a guide to future performance and may not be repeated. The value of investments and the income 
from them may go down as well as up and investors may not get back the amount originally invested. 
 

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. 
 
Issued by Schroder Investment Management Limited, 31 Gresham Street, London EC2V 7QA. Registration No. 1893220 
England. Authorised and regulated by the Financial Conduct Authority. For your security, communications may be 
recorded or monitored. INS02789 

 

 


