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Why delegation can reduce risks 
and raise efficiency 
As many as 1,000 defined benefit (DB) 
pension schemes may ultimately have 
to cope with an insolvent sponsor, 
according to a study by the Pensions 
Institute at the Cass Business School in 
London1. In the wake of that, many would 
face the prospect of being taken over by 
the Pension Protection Fund (PPF), where 
the reality for members is often worse 
than the headlines suggest once reduced 
pension increments and other benefit 
reductions are taken into account. 

To avert what is likely to be the worst case 
of falling under the aegis of the PPF, the 
study’s authors urge all those involved 
with the industry to plan ahead and 
adopt suitable measures well in advance 
of problems. One partial solution that has 
received much attention in the last few 
years is greater delegation of investment 
responsibilities to specialists. Such an 
approach need not be complicated 
nor expensive. Our diagram illustrates 
a straightforward framework for an 
investment strategy that can be adapted 
to many schemes’ circumstances. From 
this, three questions flow:

1. Who does what? 
Increasingly, trustees are seeking 
to delegate implementation of their 

1 The Greatest Good for the Greatest Number, Pensions 
Institute, Cass Business School, December 2015.

investment strategy to a fiduciary 
manager, investment sub-committee or, 
for larger schemes, an in-house team. 
Greater delegation frees up the trustees 
to focus on setting high-level strategy and 
oversight. This has the advantage of a 
clear separation of responsibilities, which 
enables greater specialisation, quicker 
decisions and more accountability. It 
does, however, mean handing day to day 
control of investment implementation to 
a third party.

2. What is the role of advice?
Advice may take a different form for 
schemes adopting a delegated approach. 
Under a fiduciary arrangement, asset 
allocation and implementation will 
usually be covered by an investment 
management rather than an advisory 
agreement. Trustees will still want to 
take advice on strategy, however in 
many cases this will now be provided 
by the fiduciary manager rather than a 
traditional investment consultant. 

The trustees are also likely to want to 
take advice to help them fulfil their 
crucial oversight function. It is important 
that any adviser they use is aligned 
with their interests. Independent 
trustees or the new breed of fiduciary 
oversight companies might fulfil this 
role, while traditional consultants might 

also be used, as long as they are able 
to demonstrate their alignment with 
trustees’ objectives.

3. What to look for when delegating
Clearly expertise will be a key factor. 
But the core elements of an investment 
strategy are usually fairly similar:

 Ȃ A flight path framework, with pre-set 
trigger points, as part of a systematic 
de-risking process.

 Ȃ A liability matching portfolio specifically 
tailored to the scheme’s circumstances. 
(See page 2 for further analysis.)

 Ȃ A growth portfolio of diversified 
assets which evolves as markets 
change and opportunities arise.  
(See page 3.)

However, providers’ capability will vary 
significantly, as will their operational 
capacity to implement such a strategy. 
Trustees should be particularly wary of 
over-complicated or over-engineered 
solutions and they should maintain a laser-
like focus on ensuring that the provider is 
offering genuine value for money.

Nonetheless, as long as there is no 
confusion over roles and responsibilities 
and there is a clear alignment of 
interests, we believe delegation of 
investments can help trustees improve 
their chances of success.

Contents

Index-linked gilts: a supply-demand 
mismatch made in hell  2
Forthcoming events 3
How US corporate bonds could  
come to the aid of UK pension 
schemes 3
Brexit reveals the true risks faced  
by pension schemes 4
Using both engagement and  
inertia to get the best out of DC 4

Schroders Pensions Newsletter Summer 2016

A fiduciary framework for action

Ȃ Holistic reporting
Ȃ Ongoing engagement 
   to capture changes

Ȃ Growth portfolio return targets
Ȃ Target liability coverage and 
   hedge design
Ȃ Flight path triggers

Ȃ Funding level objective
Ȃ Time horizon
Ȃ Constraints

Ȃ Tailored multi-asset growth engine
Ȃ LDI execution
Ȃ Daily funding level monitoring and 
   trigger based de-risking

3. Implement 
efficiently

2. Translate into 
investable strategy

1. Discover trustees’ 
and sponsors’ objective 

& beliefs

4. Review and adapt 
to changing 

circumstances

For illustration only. Source: Schroders.
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Forthcoming events
Institutional Conference 
27 September, 
Savoy Hotel, London
Our annual institutional conference 
in September takes place at a 
moment of great uncertainty for  
the UK economy. We will be 
attempting to address some of the 
key concerns of pension schemes.  
As well as our views on the economic 
and market outlook, we will be 
discussing factor-based investing, 
commodities and investment 
strategies for trustees. Our special 
guest this year will be former BBC 
Political Editor Nick Robinson.

Register at:  
www.schrodersevents.co.uk/
SAC2016

Trustee training
There is still time to sign up for our 
ever-popular half-day seminars 
aimed at trustees and members 
of independent governance 
committees seeking to know more 
about investment. We will be 
discussing the various asset classes 
typically encountered by pension 
funds. This year for the first time 
we are running separate sessions 
for defined benefit and defined 
contribution pension schemes at our 
second London event in November.

21 October 
London – Part 1 

11 November 
London – Part 2
Sign up at:  
www.schrodersevents.co.uk/
TT2016

Index-linked gilts:  
a supply-demand mismatch made in hell 
The result of the EU referendum has 
dashed hopes that higher government 
bond yields will reduce pension 
liabilities, at least in the short term, after 
gilt yields fell to record lows. In this low 
yielding and highly volatile environment, 
managing liability risk will be more 
important than ever. Given the long-
dated inflation-linked nature of pension 
liabilities, one of the most effective 
assets to use for matching liabilities is 
long-dated index-linked gilts. However, 
the potential demand is likely to swamp 
supply, with important implications for 
the dynamics of the market. 

Using data from the latest Purple Book, 
our analysis suggests that private sector 
pension schemes owned over 80% of 
the long-dated index-linked gilt market 
at the end of March 2015, amounting to 
around £260 billion1 . It is notable that 
pension schemes bought more index-
linked gilts in 2015 than in any year of 
the past five, despite real yields being 
close to historic lows. These buyers are 
motivated by risk reduction, not return 
maximisation considerations.

When funding levels (eventually) 
improve, this demand for liability 
matching assets is only set to grow 
as schemes de-risk. Based on recent 
valuations of UK private sector pension 
liabilities, the potential demand could 
be of the magnitude of £1.6 trillion, or 
almost five times the current index-
linked gilt market. There simply aren’t 
enough bonds to go round.

This apparently insatiable appetite 
could be assuaged to some extent by 

1 Pensions Regulator Purple Book 2015.

the issuance of new index-linked gilts. 
The policy of the new government is 
still unfolding, but regardless of any 
revised fiscal plans, maturing bonds 
will continue to have to be refinanced. 
This should keep supply running high. 
Moreover, long-dated index-linked 
gilts look set to continue to meet an 
increasing part of the government’s 
financing needs. 

That said, any increase in supply 
will struggle to make a significant 
dent in potential demand. Even if we 
conservatively assume that it will be 20 
years before the typical pension scheme 
becomes fully funded on a buyout basis, 
annual demand could still be over £50 
billion a year, a multiple of likely supply. 
Put another way, a shift of less than 2% 
in the average scheme’s asset allocation 
in favour of long-dated index-linked gilts 
would consume all the annual supply.

Such bonds are, of course, not the 
only source of inflation-linked returns. 
Sterling inflation-linked corporate bonds, 
swaps, overseas inflation-linked bonds 
and certain other assets are all possible 
options. However, they all suffer from 
one drawback or another that makes 
them less than ideal. So schemes may 
want to cast their net wider when 
seeking inflation-beating assets, but 
they need to remember that nothing 
will quite match index-linked gilts’ 
combination of attractive characteristics, 
deep liquidity and sufficient scale.

Given the supply-demand imbalance and 
the limited alternatives, any period when 
yields rise is likely to be pounced upon 
by eager buyers. Some nimble schemes 
may use these moments to try and time 

the market, but that demands significant 
skill and a highly organised and efficient 
governance structure. For the rest, 
a combination of a liability driven 
investment strategy and a well-planned 
flight path to full funding is still likely to 
represent the best course of action. 

For a fuller analysis of this research, 
go to:  www.schroders.com/en/uk/
pensions/insights/thought-leadership/

Pension schemes already own most of the index-linked market,  
yet future demand is likely to swamp supply
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Brexit reveals the true risks faced by pension schemes 
Britain’s decision to leave the EU saw pension scheme funding levels take a lurch downwards in June as gilt yields fell to record lows, 
driving pension scheme liability values even higher. This was a turnaround from earlier in the year, when funding levels improved 
for the average pension scheme. However clients are likely to have experienced widely differing fortunes. Those who had hedged 
their liabilities and held a well-diversified growth portfolio should have seen funding levels improve over this period. Those who 
didn’t are likely to have borne the full brunt of the Brexit break.

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.

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

 Ȃ 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
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Chart shows average UK pension scheme funding level on a “prudent” basis. Sources for funding level estimates: total 
asset and liability values (buyout basis) and average asset allocation: Pension Protection Fund as at 31 March each 
year (to March 2015). Interim asset returns: MSCI, Barclays and FTSE as at 30 June 2016. HFRI and IPD as at 31 May 
2016 (all sourced through Bloomberg); gilt yields: Bank of England as at 30 June 2016.

How US corporate bonds could come to the aid  
of UK pension schemes
As discussed on the previous page,  
the options open to pension schemes 
trying to close funding deficits are 
limited. Given that liabilities are often 
measured with reference to gilts, one 
option that is still available is to find 
assets that yield more than gilts. The 
expectation is that they will gradually 
outpace liabilities and thereby close 
deficits over time. Well chosen, they may 
also provide diversification benefits.

US and UK corporate bonds would 
certainly qualify on both grounds.  
But the US market looks more attractive, 
with an annual yield pick-up over gilts 
of about 3% (see chart). And, given that 
the US market is significantly deeper 
and broader, it offers much more 
diversification potential. By number 
of issuers, the long end of the market 
favoured by pension schemes is nearly 
four times the size of that in the UK, 
which is skewed towards the financial and 
utility sectors1. Moreover, the US market 
is about 10 times more actively traded2. 

There is of course a risk of default, but 
the US corporate bonds considered here 
are investment grade (rated BBB or 
above meaning that the risk is relatively 
low3. Of course, investing in US bonds 

1 Barclays US Long Credit Index and Barclays Sterling 
Corporate 15+ Year Index as at 29 February 2016.

2 Euroclear and TRACE transactions over 30 days to 5 
July 2016.

3 Our research using data from 1920 to 2015 shows 
current ratings would cut annual returns by about 
0.5%.

brings currency risk, but this can be 
hedged using currency forwards at 
low cost. As US corporate bonds offer 
a return over US government bonds, 
there is also a risk that the latter may 
fall against gilts. However, this too can 
be hedged using a relatively simple and 
inexpensive futures strategy. 

Currently, longer-term issues can offer 
a 2% yield pick up or more over shorter-
term offerings. One reason is that 
interest rates are expected to rise over 
the long term. Another is that issuers 
want to encourage investors to take 
on the extra risk of holding bonds for 
longer. And of course, the longer the 
term, the more sensitive the bond is to 
changing interest rate expectations.

But whilst corporate bonds might  
fall in value if rates rise faster than 
expected, so would pension scheme 
liabilities. This provides a second good 
reason for holding US corporate bonds. 
As well as offering a superior yield, they 
can also perform a matching function 
for liabilities. 

Given that US and UK corporate bonds 
are highly correlated over the long  
term, what all this means is that US 
corporate bonds can be substituted  
for their UK equivalents in pension 
scheme UK bond allocations reasonably 
easily. The US substitutes can deliver 
similar risk, return and matching 
characteristics, but offer more attractive 
breadth, depth, supply and often 
liquidity. A pension scheme wanting 
to offset the effect of interest rate 
movements on their liabilities could 
therefore use a US corporate bond 
allocation as part of a liability driven 
investment portfolio. Not only can US 
corporate bonds help broadly match 
liabilities, they may also help close 
deficits too.

For more see: http://www.schroders.
com/en/uk/pensions/insights/thought-
leadership/

Long dated US corporate bonds offer 
an attractive yield over gilts
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To get the best out of DC we need to harness both 
engagement and inertia
Much is written and said about the  
need for more “engagement” in 
pensions, but how realistic a prospect 
is it? How much can we really expect of 
members in defined contribution (DC) 
pension schemes? To try and find out we 
commissioned Bdifferent1, a specialist 
financial services market research firm, 
to speak to a number of pension scheme 
members to see what they knew about 
their pensions and what they hoped to 
get out of them.

It won’t come as a surprise that we found 
most members showed very little interest 
in retirement. Pay, property, children and 
holidays come far higher up their list of 
priorities. More worrying was that those 
closer to retirement were often just as 
blasé as their younger colleagues.

“ I’ve had a fatalistic approach 
to retirement: it’s going to be 
rubbish; I’ve always been aware 
that I won’t have much, but I have 
never been bothered with it.” 
(Older member)

And to prove that a little knowledge  
is a dangerous thing, we found that 
received wisdom about pensions  
was often confused or contradictory.  
For instance, a pension was seen as 
low risk, yet investing in shares was 
seen as high risk, with few appearing to 
understand the link between the two. 
Equally, there seemed to be a misplaced 
belief that a pension was “free money” 
which carried an implicit guarantee from 
the employer. 

1 Research involved 10 DC schemes and 56 members 
between 22 February and 2 March, 2016.

So where does this leave the sponsor? 
Under growing pressure from the media 
and regulators for more engagement, 
they may feel it’s all too difficult. They 
may therefore be tempted simply to hand 
over the whole responsibility to a contract 
scheme provider. 

We totally understand their frustration. 
We too would question whether the bulk 
of members will ever want to engage 
productively with their pension, except 
perhaps on the eve of retirement when 
it’s too late. However, rather than sub-
contracting the problem, we suspect 
there is a better approach – or rather 
“approaches”, for we would argue that 
there should be one for the receptive 
minority and a different one for the rest.

“ It will be good in the long run 
but I couldn’t tell you how much 
I have got in there, I couldn’t tell 
you how much comes out  
or anything really.”  
(Younger member)

At its best, we believe a good pension  
can be used not only to attract good 
workers, but also to make them want to 
stay. This is all the more of a priority as 
“human capital” becomes increasingly 
important for many businesses. At the 
moment, however, our survey suggests 
many members do not really have any 
idea of the aims of their pension, or what 
the results might be when they retire. 

By doing more to raise members’ 
awareness of the importance of their 
pension, we believe more people will 
want to become more involved. This will 
require employers, advisers and service 
suppliers working together to improve 
the image and value of pensions.

“ It I got a letter the other day,  
but I didn’t even read it.”  
(Younger member)

Such a strategy is, however, only likely to 
appeal to a minority, the more thoughtful 
few. The reality is that most are likely to 
be unmoved by such efforts, at least in 

the short term. For this group – likely to 
be by far the biggest – we think schemes 
need to exploit people’s natural inertia. 
By making it easy to do the right thing, 
most members will accept what is done 
for them. They may even assume that it 
comes with some sort of seal of approval.

This is the approach auto enrolment 
has used so successfully to reverse the 
downward trend in private sector pension 
saving, adding six million new DC savers 
since 2012. For these members who have 
started saving – many for the first time 
– the next best thing that can happen to 
them is for their money to be directed 
towards a really well designed default 
fund. In exactly the same way, trustees 
are likely to be doing the best thing for 
the majority of their members  
if they offer default funds designed for 
the majority. 

“ To put a lot of money into 
something [when] I don’t know 
how long I am going to last 
seems daft, I would prefer to 
enjoy it now.”  
(Older member)

To do that successfully over a full savings 
career requires, we would argue, not 
one but several default funds. Each 
needs to cater for a distinct phase of the 
savings journey and the varying ability of 
savers to tolerate risk. And with pension 
flexibility now a reality, the final default 
fund may need to cope with the saver 
who remains invested in retirement while 
also receiving an income. 

Certainly, whether they are increasing 
engagement or tackling inertia,  
sponsors and trustees may need to 
expend more effort. But in doing so,  
they should not hesitate to seek help 
from their advisers and investment 
providers. By everyone working together 
and sharing the burden, DC pensions 
can be made a lot more valuable for all 
involved, but especially for members.

Important Information: For professional investors only. This document is not 
suitable for retail clients. Past performance is not a guide to future and may not be 
repeated. This document is intended to be for information purposes only and it is 
not intended as promotional material in any respect. The material is not intended 
as an offer or solicitation for the purchase or sale of any financial instrument. The 
material is not intended to provide, and should not be relied on for, accounting, 
legal or tax advice, or investment recommendations Information herein is believed 
to be reliable but Schroder Investment Management Limited (Schroders) does 
not warrant its completeness or accuracy. No responsibility can be accepted for 
errors of fact or opinion. This does not exclude or restrict any duty or liability 
that Schroders has to its customers under the Financial Services and Markets Act 
2000 (as amended from time to time) or any other regulatory system. Forecasts 
are subject to a high level of uncertainty regarding future economic and market 
factors that may affect actual future performance. The forecasts are provided to 
you for information purposes as at today’s date. Our assumptions may change 

materially with changes in underlying assumptions that may occur, among other 
things, as economic and market conditions change. Schroders has expressed its 
own views and opinions in this document and these may change. Reliance should 
not be placed on the views and information in the document when taking individual 
investment and/or strategic decisions. FTSE International Limited (“FTSE”) © FTSE. 
“FTSE®” is a trade mark of London Stock Exchange Plc and The Financial Times 
Limited and is used by FTSE International Limited under licence. All rights in the 
FTSE indices and / or FTSE ratings vest in FTSE and/or its licensors. Neither FTSE 
nor its licensors accept any liability for any errors or omissions in the FTSE indices 
and / or FTSE ratings or underlying data. No further distribution of FTSE Data is 
permitted without FTSE’s express written consent. Issued by Schroder 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. SCH43760.

Contact
James Nunn

Head of UK Institutional Marketing 

+44 (0)20 7658 2776

www.schroders.com/ukpensions

 @SchroderPension


