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Property: a firm foundation for 
pension scheme derisking plans 
The strong run in property values over the 
past few years is likely to have boosted 
the funding levels of those pension funds 
with reasonable-sized allocations to real 
estate. The temptation may now be to 
sell out while the going is good. We can 
understand the urge, but wonder whether 
trustees and governance committees will 
find anything quite as suitable for their 
needs in the current climate?

Given the continued trend by pension 
funds to reduce the risk of their 
investment strategies, we would argue 
that real estate offers some good 
cashflow matching characteristics for 
schemes’ lengthening liabilities. Yields 
of around 5% are highly attractive 
compared with other assets, particularly 
long-dated gilts, where the current yield 
gap of between 3% and 3.5% is high by 
historical standards.

Moreover, UK real estate has been an 
excellent asset for pension funds to use to 
offset – or beat – inflation-linked liabilities. 
It has outperformed index-linked gilts by 
about 2% a year since 1982. This return 
is markedly better than the average rate 
actuaries typically use to discount pension 
liabilities, which is the yield on gilts plus 1% 
according to the Pensions Regulator.

But it goes further than that. Real estate 
also has surprisingly good matching 

characteristics for pension scheme 
cashflows, as we demonstrate in the 
chart. Here we have shown typical 
cash- flows from a hypothetical property 
over a succession of 10-year leases. The 
cashflows are discounted and compared 
with the cashflow requirements of a 
typical pension scheme.

The match is generally pretty good. Rising 
rental values help to offset increases in 
pensions in payment due to inflation. It 
is true that the liability cashflows tend 
to be somewhat longer, but only three 
ten-year leases have been assumed for 
the property. In practice a property’s 
cashflows may well be longer if the 
building is regularly refurbished. This 
should ensure that it doesn’t become 
obsolete and continues to be able to 
attract new tenants at higher rents.

While the income from real estate can be 
a good match for inflation-linked liability 
cashflows, it is fair to say that the match 
for interest rates is somewhat weaker. In 
mitigation, it needs to be said that, firstly, 
this tends to be the case whatever asset is 
used to match pension scheme liabilities, 
with the exception of gilts. 

Secondly, the property-related assets 
typically used to help match long-dated 
cashflows – for instance, infrastructure 
debt, ground rents and long lease 

property – have a somewhat weak 
interest rate match and are typically lower 
yielding than mainstream commercial 
real estate. 

We would argue that schemes seeking 
broad cashflow matches from property 
need to be willing to widen their 
investment net and give their manager 
the flexibility to pick buildings where they 
see value to help deliver performance.

Of course, many schemes have carefully 
constructed de-risking plans in place that 
will prompt them to switch out of growth 
assets as funding level targets are hit. 
Typically, these plans involve replacing 
“riskier” assets, including property, with 
bonds. We believe that approach would 
actually risk losing the very valuable 
– and rare – growth and matching 
characteristics of real estate in the de-
risking process.

In fact, real estate can cover both sides 
of this equation: growth and liability 
matching. This means that when 
schemes are thinking of moving out of 
risky assets such as equities, real estate 
should be on their list of replacements. 
Not only does it offer a better cashflow 
match, but its higher income can add 
stability to returns and provide some 
useful diversification with other assets as 
pension schemes de-risk.
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Property income can be a good match for pension scheme liabilities 
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For illustration only. Example liability cashflows are shown for a pension scheme with a duration of 20 years 
discounted on a gilts + 1% basis. The example property’s income of three ten-year leases is discounted using a 
property yield. Source: Schroders.
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Forthcoming events

Autumn Conference,  
27 September, 
Savoy Hotel, London
Anyone involved with running a 
pension scheme is cordially invited 
to our annual Autumn Conference. 
We will be addressing some of the 
key issues facing schemes right now. 
Topics will include the economic 
outlook, emerging markets, global 
credit, scheme governance and 
investment strategy. This year 
attendees will also be able to meet 
several of our investment mangers in 
small groups which we hope will make 
for some lively discussions.

Registration details to follow.

Trustee training
The growing importance of financial 
education means that our half-
day financial education seminars 
for trustees and members of 
independence goverance committees 
are increasingly  popular. Our experts 
will talk about how investors should 
think about the various asset classes. 
In addition, for the first time, this year 
we will be running separate sessions 
for defined benefit and defined 
contribution pension schemes at our 
second London event in November.

10 June 
Birmingham 
21 October 
London – Part 1 
11 November 
London – Part 2
Sign up at:  
www.schrodersevents.co.uk/
TT2016

Three key questions to ask in an 
effective investment review 
Navigating an investment strategy 
review can be a daunting task. To help 
trustees, we have distilled down the 
process to the three key questions we 
believe they need to focus on:

1. What does “fully funded”  
really mean?
Trustees receive an update on how 
well funded their scheme is every three 
years during the actuarial valuation. 
To produce this valuation, the scheme 
actuary estimates what all the scheme’s 
future benefit payments are worth in 
today’s money using a discount rate. 

An important focus of the valuation 
is the technical provisions funding 
level. Trustees must negotiate a deficit 
recovery plan with their sponsor if there 
is a deficit on this basis. 

However, reaching full funding on a 
technical provisions basis isn’t enough 
to secure members’ benefits in the 
long term. This is because the technical 
provisions basis usually assumes the 
scheme’s assets grow faster than the 
liabilities. This means the assets must 
continue to outperform the liabilities to 
remain fully funded on this basis.

Trustees should have a long-term goal 
beyond full funding on the technical 
provisions basis: one where members’ 
benefits are secured without the need 
for further outperformance. This can 
be measured by using a second, more 
prudent basis for determining the 
liabilities, with no outperformance built in.

2. How sensitive is the funding level  
to actuarial assumptions?
The discount rate is crucial. The higher 
the discount rate, the lower the liability 
value and vice-versa. To determine 

the discount rate, the actuary makes 
certain predictions about the period until 
pension payments are due:

 – The interest rate on bonds 
 – The return on the scheme’s  

growth assets 
 – The level of inflation

A typical UK defined benefit scheme has 
a very long time before it must meet its 
liabilities (around 20 years). This makes 
those liabilities very sensitive to slight 
changes in the actuary’s forecasts of 
interest rates, returns and inflation.

3. What are the biggest investment  
risks for the scheme?
The aim of the investment strategy 
review is to decide how much investment 
risk to take, and where to take it. Trustees 
often focus on the assets, but a much 
bigger risk often lies with the unhedged 
liabilities. This is because, as discussed 
above, they are so sensitive to changes 
in expected future interest rates and 
inflation. The average scheme is only 
covering (hedging) about 31% of these 
risks with liability matching assets1.

The current asset allocation of UK DB 
schemes on a simple average basis 
can be seen in the left-hand chart. 
The right-hand chart breaks down the 
sources of funding level risk assuming 
31% is covered by matching assets. It is 
clear that the risk from the liabilities is 
greater than the risk from all the growth 
assets added together. So while the 
average scheme may have spread the 
risks from its growth strategy using a 
range of assets, it is still taking a very 
concentrated bet on interest rates and 
inflation through its uncovered liabilities.

Average UK DB scheme risk breakdownAverage UK DB scheme asset allocation
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1 2015 KPMG LDI Survey and PPF Purple Book 2015.

For illustration only. Based on average asset and liability figures from the Pension Protection Fund Purple Book (published 3 December 2015), and scaled down to illustrate the 
total value at risk for a typical UK DB scheme with £100m of assets. Average solvency basis and asset allocation sourced from PPF Purple Book, and excludes insurance contracts 
and assets categorised as “other”. Assumes liabilities have an average duration of 20 years, 31% are hedged (covered by matching assets) and 54% are linked to inflation. Source: 
PPF and Schroders, 3 December 2015.
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Funding levels recover following shocks in January 
After a sharp deterioration in January, the average pension scheme funding level recovered much of the lost ground over 
the rest of the first quarter. Gilt yields stabilised in February and March, following their significant decline in January, leaving 
liability levels around 1% higher on average by the end of the quarter.

On the assets side, February and March saw fears about slowing growth in China abate, and a rebound in oil prices. This 
meant global equity markets recovered from their January lows, easing some of the blow to pension schemes as their assets 
rose. The net result was that average asset values rose by nearly as much as liabilities over the quarter. This left overall 
funding levels only slightly lower over the three months to the end of March.

Our funding level tracker uses annual 
defined benefit asset and liability 
values from the Pension Protection 
Fund’s Purple Book1. Between these 
updates, our UK 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.

Longer-term trend in funding level
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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 2015). Interim asset returns: Barclays, FTSE, HFRI and 
IPD as at 31 March 2016 (all sourced through Bloomberg); gilt yields: Bank of England as at 31 March 2016.

Three ways to head off threats to your funding ratio
There is no question that equities can 
provide strong growth over the long 
term and generally offer healthy returns 
during buoyant markets. However, the 
market turbulence at the beginning 
of the year will have reminded many 
trustees of how volatile equities can be 
and the effect that can have on funding 
ratios. There are many techniques to 
manage equity market risk, but most 
tend to be onerous from a governance 
standpoint and are typically short term, 
while their objectives may not be aligned 
with the specific pension scheme’s 
longer-term needs.

Our decision tree below outlines 
three techniques which address these 
limitations and aims to provide a clear 
framework for deciding which technique 
may be most appropriate.

1. Systematic reallocation
This strategy may be suitable for 
schemes looking for an alternative 
to an option strategy that requires a 
payment to be made at the outset. It 
systematically allocates from equities 
to cash when markets become volatile 
and/or losses begin to be incurred, 
with the aim of limiting losses over a 
predetermined period. 

The investor “pays” for the downside 
risk management by forgoing a certain 
amount of equity growth potential.

2. Smart calendar collars
For schemes that also require protection 
against sudden market dips, “smart 
calendar collars” provide downside risk 
management while still not requiring 
an initial cash outlay. This option-
based strategy means that the investor 
effectively pays for the downside risk 
management by forgoing upside if 
markets rise above a predetermined level.

3. Managed volatility with put options
For schemes that want to keep the 
upside and are prepared to pay cash for 
it at the outset, this approach combines 
volatility management with an option 

strategy. The volatility of the equity 
portfolio is managed to a target, say 
10%. If volatility rises to 15%, a third of 
the equities would then be sold for cash 
to bring volatility down to the target. By 
the same token, if volatility falls below 
10%, equities can be bought to bring it 
back closer to the target level. 

The resulting reduction in volatility 
reduces the cost of the put options used 
to provide a protective floor under the 
portfolio. This means that, over the long 
term, the premium paid for the options is 
significantly less than would be the case 
in a traditional options-based strategy. 

Decision tree

Are you concerned about
equity market risk?

Equity portfolio

Systematic reallocation

Smart calendar collars

Managed volatility with put options

Do you need protection from
sudden market dips?

How would you like to pay
for protection?

Yes

No

No

Forgone
upside

Initial
cash

outlay

Yes

For illustration only. Source: Schroders.
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DC: Steering a smarter path to retirement 
The turbulence that investment 
portfolios have experienced this year 
is likely to have given many defined 
contribution (DC) pension schemes 
pause for thought. How can they 
best protect their savers from volatile 
markets, while also generating 
returns that maximise what are often 
inadequate contributions?

The traditional answer has been a 
glidepath in the final years before 
retirement that “de-risks” the portfolio by 
gradually shifting the mix toward bonds 
(typically gilts) and away from equities 
and other growth assets. This is meant 
to provide a certain level of insurance 
against big falls in the market at a time 
when savers can least afford them. 
However, the new pension freedoms 
and longer lives mean that many savers 
may wish to remain invested “through 
retirement” to allow them to take an 
income from their investments after 
work stops. In these circumstances, 
the protection provided by a glidepath 
may come at the wrong time and prove 
expensive in terms of forgone investment 
returns. Is there a better way?

To answer that question, we first needed 
to establish reasonable targets for what 
a pension should provide. Given that it 
is likely to be supplemented from other 
sources, such as the state pension, we 
would argue a sensible expectation is 
that, on average, our main goal should 
be to replace at least 50% of work 
earnings. However, it is in the nature of 
investment income that it will fluctuate, 
so as a minimum we would hope to 
achieve replacement income of at least 
35% of work earnings. This would form 
our “downside goal” (see chart).

Having set the targets, we looked at 
what retirement outcomes could be 
expected from different strategies. 
We started by comparing a fixed 
allocation balanced between equities 
and bonds against a glidepath approach 
that gradually ratcheted down the 
equity allocation from the age of 55 to 
retirement at 65. We then tested them 
over a 40-year saving period using 
a random mix of actual stockmarket 
returns from the past 90 years or so.

The results were striking. Neither 
strategy hit either of the targets, 
although the “balanced” approach came 
close at the average level. So while a 
glidepath may provide a smoother ride 
in the final years, the cost in terms of 
missed performance is clear.

We would suggest that an investment 
manager should be able to make better 
choices. On the, admittedly highly 
simplified, basis that a manager has 
three options open to them with a 
portfolio – to buy, hold or sell – even a 
manager with no skill should get the 
decision right a third of the time. By the 
same token, a middling to good (though 
not necessarily exceptional) manager 
should be able to make the right 

decision from half to two-thirds of the 
time. Using these assumptions, we ran 
the same tests to see how close we got 
to our income replacement targets. 

As one would expect, the outcome 
depended on the skill of the manager. 
At one end of the scale, the unskilled 
manager produced outcomes almost 
identical to the balanced approach: just 
shy of the main target (49%), but well 
short of the minimum (27%). However, at 
the upper end – where the manager gets 
their decisions right 60% of the time or 
better – both targets were met.

What this says to us is that choosing a 
strategy with a fixed asset allocation, 
whether balanced or using a glidepath, 
is effectively taking a bet on markets 
over a lengthy period that no-one can 
predict. Having a manager of even 
modest ability to steer the portfolio 
along that long road must make more 
sense. And, of course, there is nothing 
to stop a manager charting a more 
intelligent course along a glidepath in 
those sensitive final years, when the 
portfolio might still benefit from an 
insurance policy to counteract potentially 
disastrous bear markets in the years 
leading up to retirement.
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Even a manager of indifferent ability can make a real difference  
to performance

Level of skill

Replacement ratio (%)
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Replacement ratio is level of final work earnings matched by pension income. Static balanced assumes a fixed 60% 
equities/ 40% bonds portfolio over the entire period. Other outcomes relate to a simplified “dynamic” strategy based 
on the percentage of time a buy, hold or sell decision involving 15% annual adjustments to the balanced strategy 
proves correct. Outcomes are based on 40-year lifetimes sampled 1,000 times from annual returns drawn from actual 
market history 1928–2014. Top diamond on each line is best 10% of results; square is median result and bottom 
diamond is bottom 10% of results. Equities are the S&P 500; bonds are 10-year US Treasury bonds.

Source: www.damodaran.com and Schroders.


