
10 The Participant Summer/Fall 2015

GettinG Ri

SSgA-TP-Sum15-10

on Risk

ssga.com/definedcontribution

10-13 RISK.indd   10 8/27/15   10:13 AM

https://www.ssga.com/definedcontribution/us/index.html


11State Street Global Advisors

G RiGht

SSgA-TP-Sum15-11

on Risk
“Risk” is an emotionally loaded word.
Contemplating it can conjure deep-seated negative 
emotions — feelings most people want to keep as far 
as possible from their thoughts about retirement. 
Nevertheless, we in the investment community 
often ask participants to build their retirement 
plans in part around their subjective, emotional 
response to the idea of investment risk.

There’s good reason for that approach: Risk is 
central to investing and retirement planning. But 
we think there is a more useful and productive way 
to address the topic. We are building a conceptual 
framework around risk that: 
•	 clarifies	what	the	term	truly	means	to	defined	

contribution plan participants, and
•	 illuminates	the	power	and	flexibility	they	have	to	

address it.

A New ApproAch IS Needed
The traditional approach to risk falls short for 
three main reasons: 

1
Investors are expected to self-assess their 
ability to tolerate short-term volatility. 
Individuals aren’t the best judges of their own 
tolerance	for	investment	risk,	defined	as	market	

volatility. People typically feel comfortable with 

the idea of investment risk during bull markets1, 
but tend to become risk-averse during bear 
markets. Moreover, most people lack the training 
to judge accurately how their time until retirement 
and	other	factors	influence	the	size	of	the	loss	they	
could handle. 

Participants often default to an investment ap-
proach	they	perceive	to	be	safe.	Surveys	find	that	
many participants hold assets with lower risk and 
return potential than they probably need to achieve 
their goals.2 Our goal is to help investors quantita-
tively assess their true capacity to respond to set-
backs in preparing for retirement, so they can make 
better-informed decisions. 

2
The traditional approach takes an 
incomplete view of risk. When providers 
refer to investment risk, they generally mean 
volatility (measured by standard deviation). 

But we believe volatility is an incomplete gauge of 
the true risk DC plan participants face. 

The market’s gyrations do represent a threat to 
participants	—	but	only	to	the	extent	that	they	un-
dermine the ability to generate enough retirement 
income. Several other factors, including longevity 
and	the	level	of	interest	rates,	also	influence	partici-
pants’ power to produce income in retirement. 

Measuring participants’ risk and what they can do about it
B y  D e a n  J a r n o w  a n D  L a y n e  F i n n e r t y
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3
Defining risk as volatility re-
stricts solutions to the realm of 
investing. Participants have only 
two tools to manage volatility: 

investment selection and asset al-
location. Fortunately, many more tools 
can help them improve their ability to 
fund retirement.   

Defining anD measuring risk
We want to give participants better 
information about risk and their ability 
to handle it, so they can make better re-
tirement planning decisions. We start 
by defining what we see as the true risk 
DC plan participants face.

Risk: The uncertainty that a  
participant will meet his or her  
retirement income target for the 
duration of his or her lifetime.

Most participants need to generate 
a specific minimum income in retire-
ment. A number of factors determine 
how likely a participant is to meet  
that goal. (See Figure 1.) Considering 
these variables together enables us to 
calculate the probability that a partici-
pant will reach the target retirement 
income level. 

Perhaps more important, the list  
below clarifies the levers participants 
can pull to improve their odds. By 
identifying those levers and quantifying 
how powerful they are, we can determine 
participants’ flexibility to help reduce 
their risk. 

Tools To improve  
The income ouTcome
We start at the desired end result: par-
ticipants’ income target. Participants 
may be able to reduce the risk of falling 
short of their goal by manipulating the 
following variables.

Asset allocation
Many participants invest more con-
servatively or more aggressively than 
is appropriate for their age.3 These 
participants can reduce their retire-
ment income risk by investing through 
a target date fund or other portfolio 
suited to their life stage. 

For participants who already have 
appropriate allocations, changing the 
investment strategy may be a gamble. 
Consider an investor who most likely 
has too little savings to meet her in-
come target, given her current savings 

rate and planned retirement date. In-
vesting more conservatively probably 
would exacerbate the problem, because 
it would reduce her savings’ growth po-
tential. Alternatively, she could hold a 
more aggressive allocation. That might 
help if the stock market performs well 
— but it could just as easily backfire and 
expose her to greater losses. Fortunate-
ly, she has other options. 

Savings rate
All else being equal, saving more is 
likely to improve a participant’s ex-
pected outcome. 

Increasing the savings rate can be 
enormously helpful early in an inves-
tor’s saving cycle, but the power of this 
option diminishes over time. Figure 2 
(facing page) shows how much more a 
participant would have to save to make 
up for a 10% one-year decline in his assets.

Retirement age
Working longer gives participants more 
time to build savings and also reduces 
the necessary duration of the retire-
ment income stream. Like saving more, 
working longer has an entirely positive 
impact on participants’ retirement 
income. (See Figure 3, facing page.)

Use of pooled vehicles
Participants have the option to  
purchase annuities, effectively  
exchanging control and liquidity over 
their assets for greater income. Figure 
3 demonstrates how much less each 
dollar of future annual income costs 
from an annuity rather than from sav-
ings withdrawals. Moreover, purchas-
ing an annuity secures an income  
guarantee, which is impossible 
through savings distributions alone. 

seeing The whole picTure
Understanding asset allocation, sav-
ings rate, retirement age and use of 
pooled vehicles in isolation is useful. 
Considering them in combination 
could be powerful. Our goal is to start 
with the end result a participant hopes 
to achieve — the level of income needed 
in retirement — and from there to quan-

explanation

The result of past saving and investing.

Interest rates largely determine the cost 
of a future income stream.  
 
Asset allocation can influence — but not  
determine — returns.

Saving more may be the simplest way to  
improve income certainty.

Retirement age affects the number of years 
participants need to draw income from savings.

Pooled vehicles such as annuities let  
participants exchange liquidity and control 
for potentially greater income.

in 
participants’  
power

out of  
participants’ 
hands

Levers for retirement income Figure 1

1 American Association of Individual Investors, “The Danger of Getting Out of Stocks During Bear Markets,” 2015.
2,3 Towers Watson, “Asset Allocations: How American Workers are Investing Their  Retirement Savings,” April 2015. 

factor
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prevailing  
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investment 
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income stream
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Assumptions: Retirement age of 65, 4% real investment return, no real income growth 
and savings rate of 5%. Source: State Street Global Advisors

It’s Good to Be YounG Figure 2
Savings increase needed to offset a 10% one-year decline in assets
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and drawdown horizon through age 95. Source: State Street Global Advisors

the PrIce of retIrement Figure 3
This graph shows how much a participant would have to pay for every dollar of  
annual lifetime income beginning at specific ages, using either savings withdrawals or  
an annuity. 

Note that:  
•  Retirement at 68 costs less than 80% as much as retirement at 65.
•  Annuity income comes at a much lower price than income from savings withdrawals.

tify the degree to which specific changes 
in any of those tools could improve the 
likelihood of reaching that goal. 

The sum of those potential changes is 
the participant’s risk capacity: the flex-
ibility a participant has to take actions 
that increase the certainty of achieving 
target retirement income. Measuring 
risk capacity could help participants 
determine how much market risk they 
can afford to take. What’s more, it could 
provide a roadmap for recovering from 
setbacks ranging from market down-
turns to medical problems. 

Our work to this point is just a 
beginning. By applying data to the risk 
capacity framework we are developing, 
we can more precisely and concretely 
address numerous challenges, from 
glide path construction to the decision 
whether to annuitize. Ultimately, this 
approach will help transform the tenor 
of conversations about risk from one of 
fear to one of empowerment. ●

Email us at theparticipant@ssga.com  
to learn more about SSGA’s thinking on 
risk capacity.
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About Us
For nearly four decades, State Street Global Advisors has 
been committed to helping our clients, and those who rely on 
them, achieve financial security. We partner with many of the 
world’s largest, most sophisticated investors and financial 
intermediaries to help them reach their goals through a 
rigorous, research-driven investment process spanning 
both indexing and active disciplines. With trillions* in assets, 
our scale and global reach offer clients access to markets, 
geographies and asset classes, and allow us to deliver 
thoughtful insights and innovative solutions.

State Street Global Advisors is the investment management arm 
of State Street Corporation.

*  Assets under management were $2.24 trillion as of December 31, 2015. AUM 
reflects approx. $22.0 billion (as of December 31, 2015) with respect to which State 
Street Global Markets, LLC (SSGM) serves as marketing agent; SSGM and State 
Street Global Advisors are affiliated.

© 2015 State Street Corporation. All Rights Reserved.
IDXXXX-ABCD-XXXX  MMYY  Exp. Date: DD/MM/YYYY
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For public use.

State Street Global Advisors One Lincoln Street, Boston, MA 02111-2900.  
T: +1 617 664 7727.

The views expressed in this material are the views of SSGA Defined Contribution 
through the period ended June 30, 2015, and are subject to change based on market 
and other conditions. This document contains certain statements that may be deemed 
forward-looking statements. Please note that any such statements are not guarantees of 
any future performance, and actual results or developments may differ materially from 
those projected. The information provided does not constitute investment advice and it 
should not be relied on as such. It should not be considered a solicitation to buy or an 
offer to sell a security. It does not take into account any investor’s particular investment 
objectives, strategies, tax status or investment horizon.

Unless otherwise noted, the opinions of the authors provided are not necessarily 
those of State Street. The experts are not employed by State Street but may receive 
compensation from State Street for their services. Views and opinions are subject to 
change at any time based on market and other conditions. You should consult your tax 
and financial advisor. All material has been obtained from sources believed to be reliable. 
There is no representation or warranty as to the accuracy of the information, and State 
Street shall have no liability for decisions based on such information.

Investing involves risk, including the risk of loss of principal. The whole or any part of this 
work may not be reproduced, copied or transmitted or any of its contents disclosed to 
third parties without SSGA’s express written consent.

Diversification does not ensure a profit or guarantee against loss.
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