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Better defined cashflows for 
better defined benefits
According to the Pension Protection Fund, 
the average defined benefit (DB) pension 
scheme has experienced a “lost decade” – 
10 years during which funding levels have 
not improved despite significant payments 
from employers. These lost years make it 
difficult for many to contemplate achieving 
their aim of either being self-sustaining 
or ultimately transferring their assets and 
liabilities to an insurance company.

The problem is that many continue to rely 
on a portfolio of return-seeking assets and 
government bonds that may not deliver 
both the growth and stability they need to 
achieve their long-term goal of meeting their 
pension liabilities. One solution is to adopt 
so-called “cashflow-driven investing” (CDI), 
which seeks to provide a more certain and 
affordable outcome.

Instead of a traditional growth portfolio, 
CDI uses corporate bonds and other 
credit assets which can provide more 
stable growth as well as liability matching. 
Although it can be implemented on its own, 
CDI can achieve an even closer cashflow 
match between assets and liabilities if it is 

combined with a more traditional  
liability-driven investment (LDI) portfolio.  
An example is shown in the chart below. 

There are several benefits to a CDI strategy. 
Firstly, unlike other growth assets, CDI 
assets, such as corporate bonds, have 
contractual cashflows for both coupon 
and redemption payments. The scheme 
will therefore receive these cashflows and 
achieve the expected return irrespective  
of market movements, as long as the  
assets are held to maturity and there are  
no defaults. The risk of default is relatively 
low and any effects should be minimised  
by a well-diversified, carefully  
constructed portfolio. 

Secondly, the higher expected return  
of CDI assets relative to a gilt portfolio 
means a scheme can match its liabilities  
and maintain the outperformance assumed 
in the technical provisions. We estimate  
the extra return over the life of the liabilities 
for a typical scheme could be 20% compared 
to a gilt-matching portfolio or buyout1. 

1  Assumes overall portfolio can generate Gilts + 1.0% 
and a liability duration of 20 years.

Further, subject to a review by the scheme 
actuary, the liability discount rate can 
be aligned with the yield on the asset 
portfolio. This means the assets and 
technical provision liabilities will move 
together if yields change and that funding 
levels should be more stable through time.

Finally, CDI portfolios can be buy and 
maintain in nature making them low 
maintenance and freeing up trustees’ 
time to focus on other issues. Once the 
portfolio is set up, minimal changes should 
be required.

It is important to be clear at the outset 
what a CDI portfolio can and cannot 
achieve to ensure that it is aligned with 
the scheme’s objectives. A CDI portfolio 
can reduce many risks to funding levels, 
however some will remain and will need 
to be considered, including longevity and 
credit risk. 

For some schemes with poorer funding 
levels, a CDI portfolio may not be able 
to deliver sufficiently high returns, and 
therefore other strategies, such as a well 
diversified return-seeking portfolio may be 
more appropriate. If a scheme is unable 
or reluctant to move to a CDI portfolio 
immediately, it may still be possible to 
gradually move towards a CDI portfolio 
over time.

Solutions exist for both large and smaller 
schemes. With the right amount of work at 
the outset, a CDI strategy can be a helpful 
tool to help pension schemes navigate the  
difficult waters that lie ahead for many of them.

Adding CDI can much improve the match

Source: Schroders
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Trustees should get ready for turbulence in the 
year ahead
Rarely has political risk been so high. 
Whether it is the prospect of Donald 
Trump's US presidency or elections 
across much of Western Europe, few are 
sanguine about the likelihood of political 
stability this year. Economic uncertainty 
has soared as a result. With bumpier 
asset prices apparently here to stay, we 
look at three ways trustees can prepare 
themselves for the new environment.

Manage volatility

In a world of rising volatility, not all 
trustees have the same room for 
manoeuvre. Well-funded schemes,  
or those with a strong sponsor, can to 
some extent ignore the ups and downs 
of markets. Others less well placed may 
need to be more innovative.

One way to protect against big equity 
market swings is to put in place “loss 
insurance” using, say, put options. But 
the cost is high – we calculate about 
4% per annum of a portfolio’s value to 
protect against an equity loss of 10% 
over a year. Another way would be to 
adopt an investment approach with 
a specific target to control volatility, 
which we estimate could cut the cost to 
around 1%. There could be some brake 
on performance over the long term, but 
our experience is that both volatility and 
big losses can be significantly reduced. 

Ironically, long-dated bonds and liabilities 
have been a bumpier ride than equities 
over the last year. This is likely to continue 
in 2017 as uncertainties persist. However, 
using liability driven investments should 
remain an effective way for schemes to 
reduce the effect of these risks.

Again, the route chosen will depend on the 
state of the scheme, particularly in terms 
of its funding and maturity. Older schemes 
are often better funded. In order to meet 
their higher requirement to pay benefits, 
they may have invested in bonds which 
have performed well. All they may now 
be looking for are some matching assets 
to provide a helpful yield increment over 
liabilities or gilts, with relatively limited risk.

These schemes may find that their 
requirements can be met by a range 
of assets that, while still providing the 
reassurance of contractual payments, are 
seldom found in traditional liability-matching 
arrangements. Such “cashflow-driven 
investing” arrangements, described in more 
detail on our front page, can exploit a wide 
variety of assets to meet scheme needs. 
Such assets range from traditional cash 
and gilts at one end, through “buy-and-
maintain” credit portfolios and higher-yielding 
bonds to less conventional assets, such 
as infrastructure debt, insurance-linked 
securities and private debt.

However, some trustees may still feel that 
they are unlikely to be nimble enough to 
navigate the difficult and fast-changing 
markets that lie ahead. For them, delegating 
the day-to-day management of both the 
investment portfolio and the liability-matching 
arrangements may make operational, 
financial and practical sense.

Let someone else take the strain

An arrangement that lets others with more 
time and flexibility manage investments 
need not be radical. A few larger schemes 
may be able to recruit their own investment 
experts to do the work, or delegate 
management to a sub-committee that 
combines expertise with expedition. But 
for a much larger number of institutions it is 
likely to be more cost-effective to let outside 
professionals take over management of 
both the scheme’s growth assets and any 
liability-matching portfolio.

Apart from the gains in flexibility and speed, 
this should allow greater specialisation and 
more accountability. Trustees can rely on the 
expertise of a professional manager to help 
decide the best investment strategy. Suitable 
financial incentives can ensure that both 
manager and client are pulling in the same 
direction. The manager can then implement 
the decisions directly and be directly 
responsible for the results. 
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Our funding level tracker uses annual defined 
benefit asset and liability values from the Pension 
Protection Fund’s Purple Book1. Between these 
updates, our Global Investment Solutions Team 
estimates how funding levels have changed 
each month.

 – Changes in asset values are based on  
values for market indices that represent the 
average pension scheme asset allocation

 – Changes in liability values are based on  
yields on gilts that are similar to a typical 
scheme’s liabilities.

1  www.pensionprotectionfund.org.uk/Pages/ThePurpleBook.aspx 

 Sources for funding level estimates, total asset and liability values (buyout basis) and average asset allocation: Pension Protection Fund as of 31 March each year  
(to March 2016). Interim asset returns: Barclays, FTSE, MSCI, HFRI and IPD as at 31 December 2016 (all sourced through Bloomberg); gilt yields: Bank of England  
as at 31 December 2016.

Funding levels: Brexit slump Trumped
Donald Trump's surprise election as US president and better-than-expected UK economic news helped pension scheme funding 
levels to continue their bounce back in the quarter to December. They had been hit following the Brexit vote in June when the 
Bank of England cut interest rates to historic lows, sending scheme liabilities higher. Interest rate expectations have since risen 
again and pension liabilities fallen back. Markets now expect US and UK interest rates to rise faster than previously expected. 
Fiscal stimulus, including infrastructure spending and tax cuts, is likely to take over somewhat from ultra-low interest rates in 
stimulating economic growth. Asset values were more stable than liabilities in the last quarter, so the fall in liabilities drove funding 
levels higher. A fall in gilt yields, partly over uncertainty surrounding the UK's Brexit strategy, hit funding levels at the end of the year.
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In terms of strategy, a single manager totally 
aligned to the objectives of the scheme with 
an overarching view of the whole portfolio is 
well placed to advise the scheme. Such a 
manager, equipped with the all-round vision 
and responsibility that position affords, can 
much more easily decide the best route to 
take and the risks to avoid. Moreover, by 
having a single manager with access to a 
rich palette of investment approaches, both 
the growth and liability portfolios can be 
better tailored to the needs of the scheme. 

Having the same team providing asset 
allocation advice and managing the 
liability-matching portfolio also provides 
significant advantages in terms of speed. 
In what could be a fast-moving investment 
environment, this may prove decisive. 
A scheme’s long-term plan should 
establish trigger points for changing the 
asset allocation when funding reaches 
predetermined levels to allow derisking into 
bonds or other suitable assets. But it should 
also have the flexibility to deviate from that 
strategy. In both cases, it will be a huge 
advantage to have a manager on call to 
allow changes to be undertaken nimbly as 
circumstances change.

Any such manager should clearly have 
access to, and knowledge of, a wide range 
of investment tools and approaches in 
a selection of investment vehicles to suit 
different risk tolerances and budgets. The 
result should be better and more timely 
decisions, which should feed through into 
better results for scheme members. 

Anticipate more regulatory change

Of course, volatile markets are only one side 
of the coin for trustees. Legislative change 
has also tended to be unpredictable of late, 
notably the unheralded pension reforms of 
the former Chancellor, George Osborne. 

One new catalyst for change that some 
trustees may have missed stems from 
the recent investigation by the House of 

Commons Work and Pensions Committee 
into the BHS pension fund. The resulting  
recommendations could result in quite  
far-reaching changes to the regulation of DB 
pension schemes. They may then form part  
of a government green paper later this year.  

The committee proposes that trustees have 
increased powers to extract information from 
scheme sponsors. There is also an idea for 
the Pension Protection Fund (PPF) to offer 
a “good governance discount” on its fees. 
And to encourage economies of scale, the 
committee suggests the removal of barriers  
to scheme consolidation. This could see  
a PPF-run “aggregator fund” with a remit  
to manage consolidated assets.

The report also suggests that the Pension 
Regulator (TPR) should extend its current 
risk-based approach to valuations. This would 
mean more frequent valuations for riskier 
schemes and less frequent reporting for 
lower- risk schemes than required under the 
current triennial approach. There would also 
be a requirement for speedier valuations and 
recovery plans, with closer supervision and 
support where necessary.

Other proposals involve improvements to the 
system of support when schemes are facing 
difficulties. Among the more controversial is 
a suggestion that trustees could be allowed 
to propose changes to indexation rules when 
this is in the interest of members and  
is approved by TPR.

Also likely to meet resistance is an idea 
that the sponsoring employer should seek 
clearance from the TPR before carrying out 
corporate deals that could significantly affect 
the funding position of a DB scheme. In 
addition, the TPR would be given powers  
to levy punitive fines to deter avoidance.

Brexit may limit the government's appetite  
for further radical pension reform, but trustees 
are likely to welcome most of the changes 
proposed by the Work and Pensions 
Committee if they do reach the statute book. 

A calendar pregnant with possible market shocks

Source: http://www.zerohedge.com/news/2016-11-08/election-fatigue-we-have-bad-news-you
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Mar 2017 

UK to trigger 
article 50 

Mar 2017 

Netherlands 
general election 

Mar 2017 

German state 
elections

Apr / May 2017 

French 
presidential election 

May 2017 

German state 
elections 

Jun 2017 

French general 
election 

Sep 2017 

Planned Catalonia 
independence 

referendum 

Oct 2017 

German 
general election 

By May 2018

Italy general election 

Early 2017 

UK pensions green 
paper published 

Forthcoming  
events
Trustee Training 
We would like to invite all trustees and 
members of independent governance 
committees to one of our regular 
training events. The morning briefings 
provide a useful introduction to the 
investment knowledge expected of 
those involved with the oversight 
of pensions. They cover a range of 
investment topics and qualify as a 
credit as part of the trustee knowledge 
and understanding requirements. 

Here is this year's schedule: 

 – London part 1,  
16 March/20 October

 – London part 2,  
21 April/10 November

 – Bristol, 19 May

 – Birmingham, 16 June

 – Leeds, 17 November

Sign up at  
www.schrodersevents.com/TT2017 

Defined Contribution Conference 
– 17 May 2017, London 

In what looks set to be another eventful 
year for pensions, we believe it will be 
more important than ever for trustees 
and sponsors to keep their eye on the 
horizon. Maintaining a focus on the 
long term will therefore be the theme 
of this year's Defined Contribution 
Conference. With that in mind, our 
discussions will include harvesting 
long-run sources of return through 
multi-factor investing, alternative 
sources of income for DC investors and 
a session on environmental, social and 
governance issues. 

The half-day event will be in London 
and bring together a range  
of Schroders expertise on DC.  
All are welcome. Sign up at  
www.schrodersevents.com/DC2017

 

Gilt-based funding level
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or investment recommendations Information herein is believed to be reliable but Schroder Investment Management Limited (Schroders) does not warrant its completeness or 
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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. SCH29843
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Costs and charges: a key part of the value for 
members debate

A number of costs fall under this category.  
The Department for Work and Pensions 
(DWP) has provided some examples:

– brokerage commission and fees;  
– bid-offer spreads;  
– transaction taxes (including stamp duty); 
– soft commission services included in  
 brokerage fees, e.g. research costs; 
– foreign exchange commissions; and 
– fees relating to stock lending or  
 stock borrowing.2

Measuring these costs is not always easy 
(and will itself add to the cost of running 
funds). Most of the examples above 
would fall into the category of “explicit” 
costs and are directly quantifiable, albeit 
generally after the event. Others, however, 
known as “implicit” costs, depend on what 
is happening in the market during the 
transaction. For instance, the final price 
may be affected by market movements  
or by the size of the deal itself. Further 
“costs” can be added by not executing  
a transaction quickly or efficiently.  

The FCA is working on the assumption 
that “there is typically a loss of value to the 
party that is undertaking the transaction. 
This loss of value is the implicit cost of the 
transaction.”3 The key element here is the 

2  "Better workplace pensions: Putting savers’ 
interests first", Department for Work & Pensions, 
October 2014.
3  FCA transaction costs consultation paper, as above.

mid-price at the time an order to buy  
or sell “enters the market”. Early attempts  
to calculate these “slippage costs” suggest 
they can swamp all the other transaction 
costs put together. As a result, “charges” 
can be virtually wiped out or even  
become positive.4 

The FCA has suggested that this approach 
would be equally applicable to other  
assets, such as bonds and property. 
However, given the frequent absence  
of any continuous pricing for these assets,  
we would argue that slippage could result in 
even more extreme “costs” being recorded.

For chairs, determining a scheme’s explicit 
costs for the year should be relatively 
straightforward. However, investment 
managers will need to instal new systems 
to capture implicit cost data at a time when 
the authorities are still deciding on the rules. 
It may be, therefore, that chairs’ statements 
will continue to have to state that they do 
not have enough information available to 
provide a value for members assessment.  
And even when it is, they may be forced to 
the conclusion that some of the transaction 
charge data provides little that is useful 
in making such a determination. It may, 
indeed, be positively misleading.  

4  Investment Association response to FCA 
consultation paper: “Transaction cost disclosure  
in workplace pensions”, CP16/30.

Slippage costs are a slippery concept
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Costs and charges will move up the 
agenda this year as the industry awaits the 
outcome of a Financial Conduct Authority 
(FCA) consultation on the issue. Since 
April 2015, trustees and independent 
governance committees (IGCs) have had 
to report annually on the level of charges 
and transaction costs in their default fund 
and the range of costs in any other funds. 
This is a crucial element in fulfilling another 
new duty: assessing the value for money 
their scheme offers to members. 

The FCA consultation is part of an initiative 
looking at how costs and charges information 
can be standardised.1 Such standardisation is 
much needed, given the size and complexity 
of much of the data that need to be collected. 
It remains to be seen, however, whether the 
effort will provide any worthwhile information  
for trustees, managers and members.

The costs of running investment portfolios 
divide up between those that generally 
accrue on a regular basis and those that 
depend on how much the portfolio is traded. 
The former are relatively straightforward and 
include the fees charged by the investment 
manager (ongoing charges etc), custodian 
and auditor, where the rate of charge, if not 
always the amount, is fixed in advance. 

Trading-related costs, however, are much 
harder to predict. They depend in part  
on a fund’s investment philosophy.  
For instance, trading costs are typically 
higher in growth portfolios than in those  
that follow a value approach.
1 "Consultation paper:  
Transaction cost disclosure 
 in workplace pensions",  
Financial Conduct Authority,  
October 2016

Source: Financial Conduct Authority
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