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“Dynamic” LDI: are schemes 
catching a falling knife? 
In the last decade there has been a surge in 
the popularity of liability driven investment 
(LDI) strategies that aim to reduce pension 
schemes’ funding level risks. Unfortunately, 
we think many may have inadvertently  
been increasing risks as they chase gilt  
yields higher, guided by mechanistic 
investment strategies. 

LDI strategies rely on two main types of 
instruments: long-dated gilts or sterling 
interest rate swaps that aim to match a 
pension scheme’s liabilities. In the past,  
these strategies used a fixed allocation 
to such instruments, but more recently a  
range of “dynamic” trading strategies has 
emerged that aims to enhance returns by 
switching the portfolio between the gilts  
and swap markets.

These dynamic strategies assume pension 
schemes should own whichever LDI asset 
has a higher yield, since it will have a higher 
return over the life of the investment. 
Therefore, if gilt yields increase relative to 
swap yields, schemes should sell swaps  in 
favour of gilts and vice versa. 

The thinking is that the strategy will be 
rewarded both by the higher yield and the 
fact that, typically, today’s cheap asset will 
become more expensive as the relative  
yields revert to their long-term relationship. 
This simple approach seems plausible, but 
is undermined by two subtle flaws.

The first is the assumption that holding 
the higher-yielding hedging asset provides 
higher returns. Whilst this may be true if 
the bonds are held for decades, it is not 
true if the time horizon is the three to five 
years more typical for pension schemes. 
Over these shorter periods, the small 
excess annual return a scheme earns from 
holding (slightly) higher-yielding gilts can be 
overwhelmed by large capital losses if gilt 
yields continue moving higher than swaps.

Moreover, the premium over cash interest 
rates needed to finance gilts contracts has 
increased dramatically. There is a real risk 
that, if this cost continues to rise, holding 
gilts over swaps may never be profitable, 
leaving the scheme permanently worse off.

The second issue is the assumption that 
the difference in yields between gilts and 
swaps remains in a relatively tight and 
predictable range. As the chart shows, the 
spread has widened since the autumn of 
2014 as gilt yields have risen steadily above 
swap yields. This has caused dynamic LDI 
strategies to mechanically increase their 
exposure to gilts relative to swaps, even 
as gilts continued to underperform. For 
these trades to make money, the difference 
between gilt and swap yields will need to 
shrink, turning a capital loss into a capital 
gain. Is this likely? 

In the past there has been a strong link 
between the relative performance of 
gilts  and swaps and the UK government’s 
budgetary needs. Normally, a growing 
deficit increases the supply of gilts, making 
them cheaper than swaps and pushing 
their yields higher. Lately, however, gilts’ 
relative value has dropped – and the yield 
difference widened – despite the UK’s 
deficit falling.  One explanation is that a 
number of regulatory changes, notably the 
European Union’s Solvency II Directive and 
the Basel  III framework for banks, have 
increased the demand for swaps. 

In essence, therefore, buying the higher- 
yielding LDI asset may have permanently 
impaired some LDI portfolios. This is not to 
say that taking positions between gilt and 
swap hedges can’t add value. However, 
positions must be managed using a 
thoughtful, pragmatic and disciplined 
investment process, implemented by an 
asset manager which is able to easily move 
in and out of its positions.
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Gilt yields are rising relative to swaps despite an improving UK deficit
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Some themes to watch out for in the year ahead
Where next for value for money?
High on the “to-do” lists of defined 
contribution (DC) pension schemes this 
year will be demonstrating that they 
offer good value, as laid down by the 
new pension rules. One key outstanding 
question is how to compare, reconcile 
and report the charges and transaction 
costs borne by members. Given the 
different methods of calculation, this is 
far from straightforward. They also need 
to be weighed against  the benefits, an 
area open to even  wider interpretation.

More visible has been the imposition of 
the charge cap on default funds. This is 
likely  to see further pressure on costs. 
However, we don’t think the underlying 
challenges have changed:

 – For DC members – to ensure they 
have sufficient money in retirement

 – For asset managers – to deliver 
returns and manage risk

 – For advisers – to determine the ability 
of managers to add value through 
investment management.

The overriding aim is still to achieve good 
outcomes for members, which is not the 
same thing as cutting costs. We would 
argue that it is still entirely possible to 
build a portfolio within the charge cap 
budget that offers more stable returns 
and better navigation of market dips than 
investing in equities alone. 

Fund managers under the spotlight
The regulatory focus on asset managers 
will sharpen in 2016 at UK, European and 
international level. 

In the UK, the Financial Conduct Authority 
has started to make use of its powers 
to promote competition in the interests 
of consumers. It has launched a market 
study into asset management which 
will involve significant investigation 
and analysis, potentially leading to 
intervention to remedy market failures. 

A particular area of focus is whether the 
end investor is getting value for money. 
However, the scope is potentially very 
wide and will include whether asset 
managers control costs and maintain 
quality. Trustees are also likely to be asked 
about the role of investment consultants. 
They may need to be ready to show how 
they appoint consultants and assess the 
quality of the advice and services they 
receive from them, and, more generally, 
how they hold asset managers to account.

At European level, it looks increasingly 
likely that the January 2017 deadline 
for the implementation of MiFID II, the 
European Union directive tightening up 
the functioning of markets and investor 
protection, will be put back to January 
2018. Even so, there will be a lot to do. 
The directive will ultimately have an 
impact on areas like client reporting, so 
there is likely to be much activity among 
asset managers and clients as they get 
ready for the new rules. It’s important 
for all involved not to lose momentum.

At international level, the focus will be on 
how investors behave in volatile markets, 
particularly where liquidity may be thin. 
Policymakers are increasingly nervous 
about the systemic impact of significant 
withdrawals of cash from such markets.

A year of contrasts in fixed income
Turning to markets themselves, one 
theme we think investors will find hard 
to avoid is divergence. This is likely to 
affect bond investors in several areas.

One of the most notable disparities has 
been between economies and markets. 
We are looking for reasonable levels of 
global growth in 2016. Yet this sits ill at 
ease with bear markets in equities, wide 
spreads in high-yield debt and record-
low yields on government bonds.

There’s a similar dichotomy within 
economies. In the US, for instance, 
consumer confidence is relatively robust, 
unemployment is falling and wages are 
rising. However, financial conditions seem 
to be tightening, from lending standards 
to falling liquidity in bond markets.

In the oil market, the biggest drop in 
prices for a generation should provide  
a fillip for the economy. To date, however, 
there is little sign of this feeding through 
to real activity and, of course, there could 
soon be a bounce, as we discuss later.

In emerging markets, investors have yet 
to differentiate between oil importing 
nations benefiting from the lower oil 
price, and exporters which are suffering. 
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A shaky start to the year for pension scheme funding levels
The brief respite for pension scheme funding seen at the end of 2015 has proven short lived. The turn of the year brought fears  
of further bad news from China and new lows for oil prices. This caused a double-whammy for pension scheme funding: gilt 
yields fell again, reversing the increases seen in the fourth quarter of 2015 and causing pension scheme liability values to rise. 
Equity markets across the globe fell, causing further damage to pension schemes whose assets fell as their liabilities rose.

Our funding-level tracker uses annual 
defined benefit asset and liability values 
from the Pension Protection Fund’s 
Purple Book1. Between these updates, our 
Strategic 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  http://www.pensionprotectionfund.org.uk/ 
Pages/ThePurpleBook.aspx

Funding levels take a new turn for the worse
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And while debts have risen, they are 
likely to be far worse for the likes of 
Brazil and South Africa, which have large 
foreign creditors, than for China, where 
the borrowing is mainly domestic.

Indeed, we would argue that many of 
the market’s worries over China are 
overblown. When countries have got into 
financial difficulties in the past, serious 
problems have been accompanied by 
widening current account deficits and 
high loan-to-deposit ratios. Neither is an 
issue in China today.

Taken together, this picture of disparity 
suggests there are opportunities in 
credit. We believe a lot of pessimism 
is now priced in and, indeed, if global 
growth is not as bad as expected there is 
scope for interest rate spreads to tighten 
and prices to rise. 

But, to maximise the potential, we think 
investors need to use a global strategy 
able to pick and choose amongst the 
opportunities available.

Pricing climate change
After a new year marked by unusual 
weather, the economic implications of 
climate change are likely to move further 
up investors’ agendas. We have looked 
at several studies attempting to calculate 
the cost of global warming2. It is clear 
that there is no consensus as to how 
damage will evolve. However, several 
studies predict that warming of 3°C and 
4°C will represent a “tipping point” when 
the process starts to accelerate.

To compare these predictions, we used 
damage function estimates assuming 
an economy warmed by 4°C by 2080 
and then looked at how it would affect 
economic growth. At the more benign 
end of the spectrum, no tipping point 
is reached and the economic impact is 
limited over the next couple of decades. 

At the other extreme, by the time that 
warming reaches 4°C, annual economic 
output will be 50% lower than in a world 
without warming. At this rate, climate 
change is set to have a real impact on 
both output and living standards.

While government policy and market 
mechanisms are likely to be primary 
tools used to tackle global warming, 
there may be a role for shareholders. 

Some commentators suggest 
shareholders should be encouraged to 
use voting rights to put greater pressure 

on managements to meet long-term 
goals, such as reducing carbon 
dioxide emissions. 

Climate change is also likely to put the 
world’s central banks into a dilemma. 
Weaker growth will bring calls to stimulate 
the economy, but such efforts are only 
likely to aggravate inflation. Monetary 
policy will not be able to offset the shift in 
the supply curve and policy will have to 
focus on alternative measures. However, 
the long time horizon means we are 
unlikely to see much visible effect until 
much later in the century.

Contrarian opportunities
Finally, we wanted to highlight a pair 
of less mainstream themes. The first 
is emerging markets which, having 
experienced significant falls, are now 
looking oversold. We’ve picked four 
contrarian plays:

 – India and Mexico: where bond yields 
are higher than developed markets 
and conditions are improving 

 – Brazil: where investors need to be 
brave, given the political problems, 
but where yields at 16% provide 
significant opportunities over the  
next few years

 – Indonesia: where the trade balance is 
turning up, despite falling commodity 
prices, and yields at 8½% also represent 
an attractive long-term opportunity.

The strong dollar has been a brake 
on emerging markets, but now looks 
overvalued, so most local currency 
weakness is probably over. Investors  
will still need strong heads and steady 
hands though.

Meanwhile, having seen the biggest 
slump for a generation, it could be 
argued that the oil price is now ripe 
for reversal. The catalyst is likely to be 
supply related, with US inventories the 
main issue. The depressed oil price is 
already hitting investment and therefore 
production, which we predict will help 
cut inventories dramatically. This will be 
reinforced by “decline rates”, the natural  
fall-off in oil wells after peak production 
is reached.

We conservatively estimate that this will 
result in global production being cut 
by 1.5–2 million barrels a day. It means 
the risk of an upward squeeze on the oil 
price is higher than it has been for some 
time, and this is likely to have a knock-
on effect on other commodities where 
prices have been hit. These could offer 
further opportunities for investors with 
sufficient risk appetite.
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Forthcoming events
Trustee Training
These half-day events are aimed 
at trustees and members of 
independence governance 
committees who want to boost their 
investment knowledge. 

This year for the first time, at our 
second London event, we will 
be running separate sessions 
for defined benefit and defined 
contribution pension schemes.

 – London (Part 1) 
26 February and 21 October

 – London (Part 2) 
15 April and 11 November

 – Bristol 
1 June

 – Birmingham 
10 June

 – Leeds 
18 November

Sign up at 
www.schrodersevents.com/TT2016

Defined Contribution Conference 
– 19 May, Royal Institute of British 
Architects, London
The theme of this year’s conference 
will be the role of good investment 
in helping defined contribution 
pension members meet their 
objectives. We will be considering 
this question from the point of view 
not just of asset managers, but also 
pension managers and members. 
Once again, we will be in the striking 
surroundings of RIBA in London’s 
Portland Place.

Register at 
www.schrodersevents.co.uk/dc2016

Global Real Estate Conference –  
27 April, British Academy of Film 
and Television Arts, London
Where next for property after several 
years of excellent returns? Our 
team will be looking to answer this 
question at our conference at BAFTA 
in London’s Piccadilly. Our guest 
speaker this year will be economist, 
broadcaster and author Professor 
Linda Yueh. 

Register at: 
www.schrodersevents.co.uk/re2016 

2 www.schroders.com/en/uk/pensions/insights/ 
thought-leadership/putting-a-price-on-climate-
change/
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DC: the vital importance of clear objectives, 
communicated well
The evidence is starting to become clear 
that some people are using the new 
pension “freedoms” to deplete their savings 
at retirement. According to one study by 
the Bank of England, approaching 15% 
of members in defined contribution (DC) 
schemes who planned to cash in their 
savings were likely to spend some or all 
of the money “soon”.* Although generally 
sanguine on the subject, the latest survey 
by the Pensions and Lifetime Savings 
Association suggests that about 18% of 
people taking DC cash had spent it.**

Whatever your view of the reforms, it 
cannot be good news that significant 
numbers of savers appear to be treating 
their retirement pots as a windfall. To us 
it underlines the importance of being 
absolutely clear about pension objectives 
and then conveying them clearly to 
members. Indeed, we have been made 
painfully aware of this need in our own 
research with pension savers.

“At this stage of my life, I can’t 
recuperate any losses so I need 
to be less risky to ensure no 
great losses.”
We recently organised a focus group of 
pension savers in their 50s to test their 
reactions to a new fund.*** This is a group 
which tends to be particularly aware of the 
risks to their finances, given that retirement 
is only 10 to 15 years away. However, it 
was quickly apparent from the group’s 
initial comments, after being given brief 
descriptions of the fund from our sales 
literature, that we were giving out the 
wrong message. 

We thought that stating that it “aims to 
limit losses to no more than 8% of the value 
of the fund over any period” would be a 
winning proposition. 

All the more so as our aim is to beat the rise 
in the consumer price index by 2% a year 
over a market cycle.

“It’s plus 2% and minus 8%!”
In fact our panel interpreted it as: “This 
fund is too risky”. It was only when they 
read more detailed literature, with a 
clearer explanation of the fund’s aims 

and workings, did they realise that it was 
designed with them in mind. They were 
aware that savers coming up to retirement 
needed to maximise returns without 
undue risk. But they had failed to make the 
connection between those needs and our 
fund until they read the fuller explanation. 
Clearly we needed to work harder on the 
simpler messages.

What was particularly striking was that this 
group was actually quite well informed, yet 
few had made any concrete plans about 
retirement. And, of course, it is at exactly 
their age that savers need to be thinking 
about how to finance their needs when 
work stops. For DC savers, this process is 
made much easier by having trustees and 
independent governance committees to 
make decisions in their best interests.

“That is its unique selling point, 
that downside management, 
that’s what it is really saying, 
average growth perhaps, but 
as you approach retirement the 
last thing you want is to take a 
big loss!”
We believe there are three principles DC 
schemes should follow to keep savers 
on the right path. Firstly, they need to 
determine the outcomes they are aiming 
to achieve. Mostly, this will be to give 
members maximum flexibility of choice at 
retirement – drawdown, annuity, cash or a 
combination – while maintaining the value 
of their savings with minimal risk.

The second key principle is good 
communication. Our experience is that 
members need to be kept informed on a 
regular basis with information in clear plain 
English, designed to address their needs, 
not those of professional investors.

“The jargon, there is very little 
jargon in there, and jargon that 
is explained, like ‘downside risk 
management’ – I never heard 
that expression before page 4, 
but it goes on to explain how it 
works, which is fine.” 

And finally, we would strongly argue that 
a well-designed default fund will make 
implementing the first two principles 
immeasurably easier. Trustees know well 
that disengaged members often need to be 
“nudged” along the right path, and here the 
default fund is crucial.

As most DC members end up in the default 
fund, the key to their achieving the best 
they can in retirement is to design the fund 
in a way most likely to meet the objectives 
of the majority. Such a fund needs to be 
carefully constructed and intelligently 
managed, including active allocation of a 
range of assets to maximise the benefits of 
diversification. A mechanism for minimising 
losses with a high degree of certainty 
would also be a real bonus.

Of course, some middle-aged members 
may know that they will almost certainly be 
seeking to buy an annuity on retirement. 

For this group, now likely to be a minority, 
an alternative fund with a more explicit 
annuity-matching target may be more 
appropriate. 

What all this tells us is that it is hard to 
underestimate the importance of clear 
objectives, sensitively communicated and 
intelligently implemented. While pension 
reform will bring welcome freedom for 
many, the failure to convey clearly the point 
of pensions to some savers will almost 
certainly mean misery for a few. Trustees 
and governance committees are ideally 
placed to prevent this happening for most 
DC members by making the right decisions 
at a crucial stage in their savings journey.
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