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Are DC pensions fit for purpose in retirement?
Just like the 401(k) regime in the United States, Australia’s defined contribution (DC) system was never designed to 
provide retirement income, but just a lump sum to retire with. Critics of the US system say that 401k is just a tax break 
and an employment benefit, rather than a source of genuine retirement income. 

DC assets represent 48.6% of pension assets in the top seven pension jurisdictions.1

Figure 1: Percentage DC/DB split, selected countries, 2017

Source: Willis Towers Watson 2018 Global Pension Assets Study

As Figure 1 shows, Australia has 87% of its pension assets in DC; the highest proportion in the world. The UK’s 
DC pension sector is heading in the same direction, but it will take some time to reach Australia’s proportion. 
This is an advantage. It will give the UK time to take the necessary steps to optimise retirement outcomes for 
DC pension members. 

So, what is wrong with DC retirement savings schemes? Well, think of the first pillar pension afforded by most 
countries (eg the UK’s state pension). The cash flows are regular; are as creditworthy as the sovereign bonds of the 
issuer; and keep up with inflation. In the case of the state pension in the UK, it is, for the time being, even better 
than that with the ‘triple-lock’.2

First pillar state pensions are the ‘gold standard’ of retirement products, but the obvious problem is that they are 
often only a safety net. According to the OECD, the UK’s state pension affords an even lower net replacement rate 
(29%) than Australia’s age pension (43%).3 Very few retirees would aspire to live at the standard of living they afford, 
but they like all of the other design features. 

DC pensions loosely promise:

1.	 Compounding long term investment returns at a relatively low cost;

2.	 Access to various risk premia for the mass market; and

3.	 Low capital intensity and risk to the provider. 

UK life insurers have long delivered private pensions in the form of annuities, but what if these or similar products 
could be integrated into the DC system? The idea would be a partial ‘re-intermediation’ of DC, accessing specialist 
balance sheets to provide the secure income in retirement that a purely DC approach cannot by itself deliver. Is this 
the ultimate landing place for mass-market DC pensions?

1	 Willis Towers Watson 2018 Global Pension Asset Study.
2	� The triple lock system guarantees to increase the state pension each year by whichever is highest: inflation, average wages or 2.5%.
3	� OECD 2017 Pensions at a Glance. The net replacement rate is defined as the individual net pension entitlement divided by net pre-retirement earnings, 

taking into account personal income taxes and social security contributions paid by workers and pensioners. Rates quoted are for males.
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Defined benefit (DB) pensions where corporates carry market, inflation and longevity risk for people in retirement are 
seen by most as too risky and expensive to provide. This does not mean that the DB concept is wrong. Far from it. It is 
not the science, but largely the engineering that has had weaknesses. Providing lifetime income is a specialised business. 
It was probably a mistake for corporates to dabble in such a risky and complicated business as a sideline benefit 
for employees, but that is how they evolved. 

It is now clear that the DB/lifetime income landscape should in future be the domain of specialist managers, life insurers, 
re-insurers and capital markets participants providing the risk capital. This eco-system is far from broken. 

Why did many countries move towards DC?
DC seemed like the perfect solution. Because a DC pension scheme does not aim to provide the retiree with a particular 
level of income in retirement, there is no target from which there can be a shortfall. 

DB plans pool the risk related to an unknown length of life for each person across the pool, while DC plans leave it to 
the participants to deal with on their own. This makes most DC retirees like small insurance companies taking on their 
own longevity risk without any additional capital or the skills to do so. As a person ages, longevity risk overtakes even 
market risk as the key risk in retirement. 

DC also tends to encourage a ‘wealth management’ mindset in retirement, as opposed to a ‘retirement income’ 
approach. Under the latter approach, retirees get regular income and protection from inflation and longevity risk as 
a ‘floor’. Only after this floor has been secured and precautionary liquidity is available do they consider exposure to 
growth assets. There is quite a difference between the two approaches. 

Are target date funds the solution? Partly, but it depends on what the retirement solution looks like. Asset allocation 
alone doesn’t go the distance in protecting against all the risks in retirement. If a target date fund is merely reducing 
exposure to volatile asset classes as a person ages, then it is helping with some of the issues – e.g. sequencing risk and 
portfolio size effect, but it does not address longevity risk or exposure to inflation or later life cognitive decline. 

What is it about retirement that makes a DC fund that is relying solely on asset allocation struggle to provide an 
adequate solution for retirees? In retirement:

•	 The ‘financial dynamics’ of accumulation are reversed. There is generally no regular wage or salary (or other income) 
and the retiree starts drawing down on their savings to fund consumption. This makes it a fundamentally different 
proposition from accumulating savings and introduces new risks. For example, dollar cost averaging works in reverse 
– i.e. against the retiree’s interests;

•	 Retirees are exposed to the problem of financing longevity. There is the risk that they outlive their savings by reason 
of increasing life expectancies;

•	 They also face risk arising from longevity because they don’t know how long they will actually live so they can’t 
determine the appropriate amount to spend;

•	 The sustainability of retirement savings becomes a new and important concept. This has two elements: the 
probability of success of the retirement plan (expressed as a percentage of likelihood of reaching a particular age 
and still being able to access sufficient income) and the range of potential outcomes based on market returns that 
deviate from long term averages;

•	 Retirees’ aversion to loss is greatly increased. In a large US study carried out in 2007, just under half the retirees 
surveyed said they would be unwilling to risk even $10 in a bet that offered a 50% chance of winning $100;

•	 Close to retirement, more of a retiree’s money is exposed to potential losses and so negative market movements 
around that time have the most adverse impact on sustainability of cash flows;

•	 A retiree’s ability to recover from poor investment returns (or take advantage of lower market prices) is generally 
limited; 

•	 Inflation takes on a new dimension because the retiree is disconnected from wage rises and can generally only 
maintain purchasing power via the state pension or explicitly inflation-linked investments. Contrary to a widely-held 
view, equities do not provide an adequate hedge against inflation;

•	 The financial needs of different retirees differ. The spending profile for someone with £500,000 in a pension pot 
won’t be the same as someone who has only £50,000. A different rate of outflow from the investment portfolio 
might require a completely different investment mix to get a suitable outcome. The shape of cash flow is important 
in retirement. 
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Figure 2: Retirement Income Framework

Better outcomes for retirees
The Australian government is currently proposing a ‘retirement income framework’ to enhance the retirement outcomes 
for retirees. It has two key components (as depicted in Figure 2):

•	 Governance: a new covenant imposing more specific duties on trustees to develop a retirement income strategy to 
maximise income for life; manage risks that affect the stability of that income; provide some access to capital and 
manage other risk such as inflation and cognitive decline; and 

•	 Products: a set of rules facilitating a combination of existing and new products to create CIPRs – comprehensive 
income products for retirement (see Figure 3). This is reasonably similar to the FCA’s ‘default investment pathways’ 
proposal in its July 2017 Retirement Outcomes Review (which references CIPRs).

Figure 3: Retirement objective trade-offs

FLEXIBILITY

INCOMERISK MANAGEMENT

e.g. annuities

e.g. account-based pensions

CIPRs

Source: Australian Government, The Treasury

What could the UK learn from Australia?
Australia has embraced the notion that scale in pensions matters and that the cost reductions from increasing scale can 
and should be passed on to members. We recognise the benefits of DC pension in accessing the equity risk premium 
and other risk premia over the long term to compound savings for retirement. 

In addition, the compulsory nature and scale of Australia’s pension contributions have resulted in significant growth in 
assets in the pension system. The growth in Figure 4 illustrates the rapid growth in the Australian system, which is now 
around 170% of Australia’s annual GDP.
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Figure 4: Total Australian Pension FUM (A$M)

Source: APRA

Figure 5: Typical couple household balance by retirement year (A$)

Source: Challenger calculations assuming one male working full-time and one female working part-time (with five years out of workforce in 30s); ABS 
wage data, with 3.5% p.a. projections; minimum SG contributions; historical industry ROR from APRA, projected at 6% p.a. 

At the outset, the super industry in Australia didn’t think too much about the need for sustainable income in retirement. 
Notwithstanding some strong tax incentives to prefer retirement income streams, the industry focused on lump sum 
retirement benefits. As the system continues to mature, the balances available at the start of retirement are increasing. 
Balances for a typical couple household at retirement are currently around $350,000 and the proxy in Figure 5 points to 
strong growth in the coming years.

We have realised that most retirees and retiree households will need to spend through their retirement savings because 
they don’t have enough savings to be able to live on the income alone. We are now trying to supplement the retirement 
phase with longevity risk-pooling, so they can spend down those saving safely over the whole of retirement. Having 
said that, we also want to retain the best features of DC: flexibility, liquidity and growth, while adding more explicit risk 
management for retirees via partial annuitisation or other forms of pooling of longevity and investment risk in retirement. 

For the same reasons, the UK should be careful not to dismantle its existing DB and life annuity infrastructure. It might 
be needed. A 21st century solution looks to be a blend of both DC and DB ideas and solutions. Retirees can’t manage 
all the risks on their own, which is what a pure DC system has them doing. 
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