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Sequencing risk is more than 
just volatility
While not the sum total of investment risk, most investors 
recognise that market volatility creates risk in portfolios. 
This actually has two components:

1.	� Fluctuations in the price of a volatile investment can 
lead to an unexpected departure from what was 
expected at the end of the investment horizon.

2.	� Volatility reduces the average effective return over 
time. This is best shown by example.

Consider a series of falls and gains of 10 per cent. This is 
volatile and at face value has an average return of 0 per 
cent, so capital should be stable. Over time, however, the 
capital continues to fall in value. A $100 investment at 
the start would first fall to $90, but then rise back to only 
$99 as the 10 per cent return is made on the smaller, $90, 
capital. This pattern over time is illustrated in Figure 1.

Figure 1: Impact on $100 investment of alternating 
10% unrealised diminutions and 10% unrealised 
accretions
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In general terms, volatility is a risk that investors will seek 
to avoid unless they expect to be well-paid for that risk.

Sequencing risk arises because an investor who needs 
cash flows may have to sell at a temporary market 
decline and realise capital losses

Sequencing risk arises when there are cash flows and 
market volatility. In retirement, your clients need cash 
flows to live on and this increases the risk that they might 
sell at low prices due to a temporary market decline. 
Figure 2 is a stylised diagram that illustrates sequencing 
risk as the overlapping section between cash flows 
and volatility. 

Figure 2: Sequencing risk comes from the interaction 
of volatility and cash flows
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The cash flows compound the risk from volatility. With 
repeated cash flows, there are more opportunities for 
the market volatility to result in selling at low prices. 
The cash flows also make it harder to recover losses as 
less capital is put to use on the recovery. If the 10 per 
cent example above included a $5 annual retirement 
drawdown, the second year recovery would only be to 

How to protect your retiree clients against sequencing risk
There are those who believe that volatility is not a risk provided that an investor stays ‘for the long 
term’. As retirees live longer, many think this is an appropriate approach to take at the start of 
retirement. What this approach overlooks is the combination of volatility and cash flows known as 
sequencing risk. In retirement portfolios, sequencing risk can have an impact as large as six per cent 
per annum in returns over the whole retirement period.

This note briefly describes the main causes of sequencing risk, and proposes some steps to address 
those causes. By taking these steps, advisers will be better able to manage the sequencing risk 
in their retiree client portfolios.
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$88.50. The recovery from $85 (90 – 5) is only $8.50 and 
another $5 is spent. The gap is now $1.50, rather than 
the $1.00 in the case with no cash flows.

For an investment without any cash flows, say money 
held in trust for a beneficiary, there is no sequencing risk, 
just volatility. All that matters is the actual return at the 
end of the investment horizon.

Thinking about this overlap between cash flows and 
volatility can help you to help your clients manage the 
sequencing risk in their retirement portfolios.

Implications for retiree clients
It might seem like adding cash flows to volatility will 
make little difference to the overall risk. For retirees, 
this subtle change can make a big difference. In a 2009 
paper,1 Scott, Sharpe and Watson noted that sequencing 
risk can cost a retirement portfolio the equivalent of 
average returns of 6.71 per cent per annum over thirty 
years. This is a big deal for retirees and it needs to be 
properly managed.

Because sequencing risk only arises when there is both 
market volatility and cash flows, there are three ways to 
manage sequencing risk:

•	 Reduce or eliminate cash flows;

•	 Reduce or eliminate volatility; and

•	 Segregate all cash flows from volatile assets.

Reduce cash flows
In practice, your clients will not want to reduce retirement 
cash flows as it will mean they will have less to spend 
in retirement. Some money is needed to replace the 
pre-retirement earnings in order to pay for expenses in 
retirement. In addition, there are regulatory requirements 
for cash flows such as the minimum drawdown rules. 

Theoretically, a tight budget could be run with limited 
drawing from the nest egg early in retirement, but this 
is probably the exact opposite of what your clients want. 
Early retirement is a more active stage where expenses 
tend to be higher. It is when they typically need more 
cash flow, not less.

If you are not going to reduce the cash flows, you need 
to manage the volatility of your client’s assets. What 
sequencing risk highlights is that this is crucial around the 
point of retirement. Losses early in retirement can derail 
the whole plan (ie significantly reduce the sustainability 
of cash flows). 

Reduce the volatility
If an adviser wants to reduce market volatility, they need 
to find an asset with a fixed return for their client. This 
is not always as easy as it sounds. Fixed interest pays a 
fixed coupon, but the return is only fixed if the bond is 
held to maturity. This may be suitable if you can find the 
right maturities. 

Other fixed rate options include cash, term deposits or 
annuities. Cash and deposits are good for a short-term 
fix, but retirement is likely to be a long time. This swaps 
the sequencing risk for reinvestment risk, which might 
still result in the client not getting the retirement income 
they expected.

Reducing the level of market volatility is one way to 
manage sequencing risk

Fully annuitising retirement cash flows, with the use of a 
lifetime annuity, such as Liquid Lifetime, will completely 
remove sequencing risk. This concept is illustrated by 
shrinking the volatility circle in Figure 3. When there 
is no volatility, there is no overlap with cash flows, so 
full annuitisation is the sequencing-risk-free option in 
retirement.

Figure 3: When there is no market volatility, there 
is no sequencing risk
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1 �Scott, J., W. Sharpe and J Watson ‘The 4% Rule – At What Price?’ Journal of Investment Management Third Quarter 2009.
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This risk-free solution is only viable if it delivers all the 
cash flow that your client will want. For many retirees, 
this will not be the case and they will want (or need) to 
have the potential for their wealth to grow. They might 
also want to leave some form of bequest to their estate 
even if they live beyond the 15 years when a Liquid 
Lifetime annuity provides a commutation benefit.

Partial annuitisation can help. If a client uses a portion 
of their nest egg to buy a lifetime annuity, they can 
reduce the need for cash flows to come from their 
volatile assets. This will mean that the risk from a poor 
sequence of returns will be reduced. There is a typical 
risk-return trade-off here as removing all risks might 
result in lower expected returns. If your clients want some 
growth, they will have to accept some sequencing risk 
in their portfolio. Advisers should ensure that the level 
of sequencing risk is consistent with their client’s risk 
tolerance levels.

There is also another way to manage sequencing risk that 
maintains exposure to volatile growth assets.

Separate cash flows from volatility

Separating cash flow needs from volatile growth 
assets can also reduce sequencing risk

Remember that sequencing risk only comes about when 
cash flows and volatility overlap. If you are not going 
to reduce either, the only way to avoid the overlap is to 
separate the two. Using the diagram from before, we 
now see that it should look like Figure 4. The cash flows 
for the first few years are separated from the volatile 
growth assets. The growth assets will provide cash flows 
later in retirement.

Figure 4: Separating cash flows from volatility can 
reduce sequencing risk
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With all the rules around retirement income, including 
minimum drawdowns, it is not easy to separate the cash 
flows from the growth assets. Using small buckets (one 
or two years’ cash) is not enough. The cash flows need 
to be provided as long as needed to keep the growth 
(volatile) assets invested to earn a reasonable average 
return. 

To help a retiree drawing down on their super, you need 
to find for them something that provides cash flows:

•	 �with a fixed rate of return for a reasonable period; 
and

•	 from within the account-based pension.

The first requirement can be met by investing in a term 
annuity or a series of bonds with different maturities to 
match the required cash flows.

The Guaranteed Pension Fund (GPF) is an investment 
fund available on most major platforms that provides 
regular cash flows to investors in the same way as a term 
annuity. It is able to be included in an account-based 
pension, and so its cash flows can be used to help in 
meeting the minimum drawdown rules. The GPF will help 
your client manage their sequencing risk until the end 
of its term, at which point you will be able to repeat the 
strategy if they still need some growth exposure. 

Using a term annuity inside an account-based pension 
can give volatile growth assets the time they need 
to grow
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The information contained in this publication is current as at 10 September 2012 and is provided by Challenger Retirement and Investment Services 
Limited ABN 80 115 534 453 AFSL 295642 (Challenger). It is intended to be general information only rather than advice. It is provided without taking 
account of any person’s investment objectives, financial situation or needs. Because of that, each person should, before acting on any such information, 
consider its appropriateness, having regard to their objectives, financial situation and needs.

Interests in the Challenger Guaranteed Pension Fund ARSN 154 366 588 (Fund) are offered by Challenger. The Fund is not a superannuation or pension 
product. The Fund is a registered managed investment scheme. Challenger Life Company Limited ABN 44 072 486 938 AFSL 234670 (Challenger Life) 
is the provider of the annuities in which the Fund invests. Whilst Challenger Life’s Statutory Fund No. 2 is contractually obliged under the terms of the 
annuities in which the Fund invests to, amongst other things, make certain guaranteed regular income and capital payments to the Fund, no company 
within the Challenger Group provides a guarantee, in respect of the Fund or a person’s return or capital. For additional information on the guarantee 
please refer to the current product disclosure statement (PDS) for the Fund. Challenger, as the responsible entity of the Fund, does not provide any 
guarantee in respect of the Fund, the earnings rate, the distribution or the maturity unit price. An investment in the Fund is also not secured against loss 
and under the constitution there is no recourse against the responsible entity (including in its personal capacity) or for investors in one class against the 
assets of the Fund that are referable to another class. For additional information, please refer to the current PDS for the Fund.

Scenarios, examples and hypotheticals are for illustrative purposes only. Certain statements in this document may be regarded as forward looking. 
Forward looking statements involve known and unknown risks, uncertainties and assumptions. As a result, the actual results, performance or 
achievement may be materially different from those expressed or implied in this document. In preparing this information, Challenger has also relied 
on publicly available information and sources believed to be reliable; however, the information has not been independently verified. While due care 
and attention has been exercised in the preparation of this information, no representation or warranty, either express or implied, is given as to the 
accuracy, completeness or reliability of that information. The information in this publication is not intended to be a complete statement or summary of 
the industries, markets, securities or developments referred to.

Persons considering investing in the Fund should first obtain and consider the information in the current PDS. A copy of the PDS can be obtained from 
your financial planner, our Investor Services team on 13 35 66, or on our website www.challenger.com.au. Please read the PDS carefully before making 
an investment decision (including deciding whether to acquire or continue to hold any investment in the Fund). Where a person acquires or holds units 
in the Fund, Challenger and Challenger Life will receive the fees and/or other benefits disclosed in the PDS. Neither Challenger nor Challenger Life nor 
their employees receive any specific remuneration for any advice provided. Some or all of Challenger group companies and their directors may benefit 
from fees, commissions and other benefits received by another group company.
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As an example of this implementation, a retiree with 
$300,000 could invest:

•	 $120,000 in the GPF 2021 class; and

•	 $180,000 in a diversified growth portfolio.

The GPF will provide cash flow3 that is indexed at three 
per cent per annum. The investment should be large 
enough so that there is no need for other income assets 
in the portfolio. Your client can invest the remainder in 
growth assets and focus on the total return over the 
longer horizon to 2021. With no cash flows from this 
portion of the portfolio until after 2021, the risk from 
the initial sequence of returns is diminished. 

Summary
Sequencing risk is the problem that the order of 
investment returns can have a large impact on the 
ultimate retirement outcome for the investor. Sequencing 
risk arises from the interaction of cash flows and market 
volatility so there are three ways that it can be managed:

•	 Reducing cash flows;

•	 Reducing volatility; and

•	 Separating cash flows from volatile assets.

Annuities can help with sequencing risk as they provide 
cash flows to your clients without market volatility.

Next steps

Consider ways to structure your client’s retirement portfolios that will reduce their 
exposure to sequencing risk. If they want to reduce or remove the volatility in their 

retirement income, a Liquid Lifetime annuity is an option. Alternatively, if they want to 
maintain their risk profile, separating their cash flows from market volatility with the 

Guaranteed Pension Fund will reduce your clients’ sequencing risk.

Contact your Challenger BDM

3 �As at 10 September 2012 the annual cash flow provided would be $14,441.04 in the first year in addition to any Age Pension entitlements or 
other income.


