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Many fi nancial commentators have predicted that investors will rotate out of bonds into equities 
due to low bond yields. Expectations that bond yields will rise means that many believe the Great 
Rotation will continue as investors see the value of their bond portfolios fall. We believe the opposite 
could be true where large institutions may want to increase their allocations to their fi xed income 
portfolios, particularly defi ned benefi t pension plans, as they grapple with changes to regulation and 
a desire to reduce funding level volatility.

There has been an improvement in funding levels for most defi ned benefi t plans since the start 
of the year due to a strongly performing domestic equity market and increasing bond yields. 
The improvement could be signifi cant enough that funding levels are now in excess of 90%.1 
We suggest that liability-cognizant investors are likely to start taking advantage of this 
environment and will re-evaluate their bond portfolios.  

A typical long duration portfolio, predominantly invested in credit, would yield something close 
to 5.5% and with the additional roll available would take the rolling yield towards 6%. For many 
pension plans, this is an attractive level to think about further de-risking via an allocation into long 
bonds. It seems counter-intuitive to say it but perhaps the beta of a long bond allocation is now 
becoming attractive relative to long term history.

If US defi ned benefi t plans move to this approach as the UK plans did2, there may be an early 
mover advantage for taking action now rather than delaying.

The current market environment is positive for defi ned benefi t plans – but how long will 
it continue?
Over the past few years, the focus on pension benefi ts and how to manage them has increased 
in the US. Strategies range from reducing liabilities to reducing the asset liability mismatch.  Low 
funding levels have been a barrier to implementing some of these strategies since the global 
fi nancial crisis but with rising yields and equity markets there is potential for fi duciaries to consider 
locking in gains by switching into long duration fi xed income assets.  

Figure 1 shows the strong performance of equities in the fi rst half of 2013, returning 13% year-
to-date, while bond yields increased signifi cantly over the period, particularly in the wake of the 
discussions on when tapering of quantitative easing could be implemented. We see this as a 
nearly perfect situation for pension fund de-risking as higher yields generally result in lower 
liabilities and increased equity returns result in a higher value of assets.  
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Figure 1 – change in yields and 
change in returns on equities 
since the start of the year.
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1See fi gure 4.
2We discuss the reasons for this change later in the paper. Also see Greenwood & Vayanos: Price Pressure in the Government 
Bond Market – January 2009 
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In this paper we share insights from our experience of managing long duration and de-risking 
programs on both sides of the Atlantic.  We believe that there will be a progression of strategies 
and tools for managing pension liabilities – this might not go quite as far as the UK but we think 
that there are valuable lessons that can be learnt from the UK experience.

Understanding the risks

For those readers who have already implemented a liability hedging program, this section of the 
paper provides a reminder of the current sensitivity of liabilities to the frequently utilized bond 
benchmarks. We also show how the funding level of defi ned benefi t plans is likely to have improved 
in 2013 and discuss how this is likely to be a catalyst to increase bond allocations.

Any asset allocation that differs from the way in which the liabilities are evaluated results in volatility 
of the funding level. Let’s look at a simple example – if liabilities are evaluated using a long bond 
index then if the pension fund holds any assets other than long bonds, it will result in a mismatch 
between the assets and liabilities.  At times this mismatch will pay off (as shown in fi gure 1 above) 
but this can result in unpalatable volatility on company balance sheets when liabilities increase and 
equities perform poorly.  This is magnifi ed where the mismatch is large or the pension plan is large 
relative to the size of the company. Being underfunded also adds to this risk.

There are a number of different ways in which to judge the size of the risk – asset allocation 
mismatch is just one of these measures.  Another important measure is duration which explains 
how sensitive the assets and liabilities are to changes in interest rates, taking into account the size 
and timing of payments. For example, a 1% increase in interest rates will reduce a pension plan’s 
liabilities with a duration of 14 years by 14%.

In fi gure 2 we show  the duration of the average plan and the duration of the bond indices typically 
used as ‘hedges’ for the assets. In fi gure 3 we show the sensitivity to a change in interest rates of 
the liabilities and the bond indices. As can be seen, plans using an aggregate bond benchmark have 
a large duration mismatch with their liabilities. When we consider the sensitivity of plan funding levels 
(fi gure 3) we fi nd that this leads to a wider range of funding level outcomes.

Figure 2 – the duration of 
the commonly used index for 
bond investments (the Barclays 
Aggregate) differs from the 
average pension plan liability 
duration by around 8 years.

Figure 3 – the variability in the 
funding rate is impacted by the 
duration mismatch of the assets 
and liabilities.
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3Greenwood & Vayanos: Price Pressure in the Government Bond Market – January 2009

So what does this tell us?  It is a well known fact that longer duration fi xed income assets are a 
better match for pension plan liabilities.  The mechanism used by fi duciaries to decide when to 
switch into these assets is often a yield trigger, an improvement in the funding level or a combination 
of both.  

In fi gure 4 we show what we see as the likely improvement in funding level for different ranges 
of equity return and changes in interest rates.  We have highlighted the likely improvement in the 
average plan funding level at the start of 2013 in orange and the likely improvement to the end of 
August in the green square. The results to the right of the orange line show the scenarios where 
funding levels would have improved.  We believe that is a catalyst for reconsidering whether this 
funding level improvement should be ‘locked in’ now by moving a proportion of assets into long 
duration bonds.

In addition to locking in the funding level gains already made, fi duciaries should also consider how 
the market dynamics will evolve as more pension plans seek to reduce their liability risks.

The effect of increased demand in long bond markets

In the UK we have observed that the demand for long duration fi xed income has resulted in a 
continued downward pressure on the long end of the yield curve. The largest pressure has been 
seen in the Index-Linked gilt market as over 50% of the £1.2tn UK pension plan liabilities are linked 
to infl ation but the market size is only £220bn.  

UK plans started to match liabilities in the early 1990s but the process was accelerated by the 
adoption of mark to market accounting standards in the early 2000s. In 2005 and 2006 pension 
funds bought approximately £11bn of infl ation-linked and nominal bonds with a maturity of 15 
years or above and swapped as much as £50bn of interest rate exposure to lengthen their bond 
portfolio duration.3  

Combined, this increased demand represented a substantial portion of the £73bn of issuance 
from the UK government into this segment of the market over that period. Figure 5 shows how the 
increasing appetite for long duration assets drove Index-Linked yields down, inverting the yield 
curve, an effect also seen in the nominal market.  The rising cost of long-dated assets meant 
there was a clear advantage to being an early adopter of duration matching or LDI (Liability Driven 
Investing) strategies.

Figure 4 – improvement in 
funding level for US defi ned 
benefi t plans for equity and 
yield changes.

Figure 5 – increased demand and 
limited supply increases costs of 
hedging risks.
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Source: Bloomberg, Schroders. As of August 2013.
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As a result, UK pension plans lobbied the government to increase the supply in the long end of the 
market. Following a consultation on the effects of the changes in pension legislation, the lobbying 
was successful and long term issuance was increased. Figure 6 shows how the issuance of 
long-dated bonds has changed from 2003 to 2013. While increased supply has alleviated some 
pressures in the market, the effect of ultra-low interest rates and quantitative easing post the 
fi nancial crisis has continued to supress yields, keeping the cost of hedging high.

What can US fi duciaries learn from the UK’s experience? Figure 7 shows that although the current 
capital allocations to fi xed income are similar for US and UK pension plans, there is a clear difference 
in the level of interest rate hedging provided by these fi xed income allocations. This refl ects the 
longer dated nature of the fi xed income assets held by UK plans, which more closely matches 
movements in their liabilities. The total level of hedging in the UK is likely to be higher than estimated 
below as the use of LDI mandates using synthetic4 instruments has been reasonably widespread 
and is not refl ected in the asset allocation data. 

We believe that US plans will increase their hedge ratios as their funding levels increase. This is likely 
to create downward pressure on the longer end of the yield curve. However, we believe that this 
is unlikely to be as severe as the UK given that the majority of US liabilities are related to nominal 
rates (rather than Index-Linked in the UK) and there is a reasonably large supply of long duration 
corporates and Treasuries. However, the effect of pension demand should not be underestimated.  
Morgan Stanley estimates show that if the 100 largest US pension plans were to hedge half of the 
outstanding interest rate sensitivity of their liabilities, it would create $330bn additional demand for 
long duration assets. With pension plans already owning around 20% of the outstanding supply this 
would represent an increase of 17% of the available long bond market.

Figure 6 – The maturity of UK 
debt has increased to meet 
pension fund demand. 

Figure 7 – the hedge ratio of the 
average pension plan in the US 
is considerably lower than a 
UK plan.
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4 For more details of the UK LDI market and the use of synthetic instruments please see the 2013 KPMG LDI Study
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The top 100 plans represent just under half of the total US pension plan assets, meaning the total 
demand could be far higher than these estimates. In the near term, increased demand may be met 
from the US government’s need to fund its budget defi cit and potentially reduce the Fed’s balance 
sheet as some or all QE comes to an end.  

In fi gure 10 we can see evidence of a change in the level of long-dated bond issuance since the 
global fi nancial crisis where annual 30 year bond issuance has more than tripled since 2009.  
Locking in borrowing at low interest rates is attractive to borrowers and corporate issuers are also 
looking to use this environment to issue long-dated debt.  Apple’s record breaking $17bn bond 
issue included $3bn of 30 year bonds. This was quickly surpassed by Verizon’s 8 tranche, $49bn 
issue which included $15bn of 30 year bonds. During the structuring process, market demand 
was high enough that a serious discussion to include 100 year maturity bonds took place.

Figure 8 – If large pension plans 
look to de-risk their liabilities there 
will be a high demand for bonds.5 

Figure 9 – Increased long-end 
demand would represent a 
signifi cant amount of the 
existing supply.

Figure 10 – Long-dated Treasury 
bond issuance has grown 
signifi cantly over the last 5 years.
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5 As of 12/31/2012. Morgan Stanley Global Capital Markets S&P 500 Pension Data base, Capital IQ. Includes top 100 US pension 
plans by size of liability. 12/31 fi lers only. Includes the following non-S&P 500 company plans due to size of US pension liability: GM, 
Chrysler, Alcatel-Lucent, Delta, and AMR. Size is total notional of 10y and 30y bonds, even split on a duration basis. 
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Schroders’ Economics team recently projected that the government would need to fund $5.6tn of 
defi cit funding, increasing by $1tn if Quantitative Easing is unwound, in the 5 years to 2017.  Given 
the weight of debt to be issued, we believe that the largest change in the shape of the market will be 
that insurers and pension plans will be signifi cant buyers of Treasuries.   

Fiduciaries should also be mindful of the regulatory environment. The Treasury (and government) 
is incentivised to ensure it has buyers for its debt and could legislate for increased holdings of 
Treasuries or closer matching of liability sensitivities. Applying a minimum limit of Treasuries held 
is unlikely but the government could seek to change the discount rate from corporate to treasury 
rates, thereby matching demand to its supply. Policy change of this nature is also likely to supress 
yields as plans become forced buyers of longer duration assets.

We believe that plans moving fi rst to match their liability sensitivities are likely to be at an advantage 
as they will have the fi rst option on the assets they purchase. It could be that the larger plans, with 
more resources, could act fi rst therefore leaving the smaller plans at a disadvantage. If a similar 
pattern emerges as the UK, as demand increases or the regulatory environment changes, we think 
that long-dated bond yields are likely to face downward pressure, increasing the cost of increasing 
the duration.

The importance of active management 

As pension fi duciaries and sponsors become more comfortable with the idea of increasing their 
hedge ratio, it is important to address a common misconception. LDI does not mean that pension 
plans have to throw in the towel on active management. 

It is fair to assume that the risk inherent in an LDI solution is lower than a traditional asset allocation 
especially when the asset pool is split between the growth assets and hedging assets.  However, 
the bulk of the risk reduction is the result of interest rate hedging, not a dramatic change in other 
degrees of freedom. In fact, within the growth assets, some plans may venture into asset classes 
or investment strategies they have previously avoided. 

At the plan level, it is the volatility of the funding ratio that should be key to sponsors/fi duciaries 
and as we have highlighted earlier, further de-risking often depends on an improvement in the 
funding ratio. The funding ratio is indifferent to the alpha coming from the hedging assets or the 
growth assets or new contributions from the sponsor.  In fact, as the hedging asset pool grows, 
many fi duciaries continue to want to make gains in the hedging portfolio as this portion of assets 
will slowly begin to dwarf the growth portfolio. Even as a plan moves to a fully funded status, 
performance is still important whether to guard against future uncertainty (such as increased 
longevity) or risks that are too expensive to hedge.

Figure 11 – Who will buy US 
Treasuries? Projected funding 
2012-2017.
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The strong performance of US equities combined with increasing bond yields so far this year 
is likely to have resulted in an improvement in funding level for many US defi ned benefi t plans. 
Fiduciaries who are concerned about funding level volatility are likely to start considering 
de-risking by moving into longer duration fi xed income and reducing the mismatch from holding 
equities against the liabilities. 

Although there is strong supply, we believe that defi ned benefi t pension funds (and insurers) 
will represent a large proportion of the demand at the long end of the yield curve.  If this 
demand accelerates as it did in the UK, we believe there is likely to be an advantage in being 
an early mover.   

Tools for successful liability management

Schroders has several years of experience in designing and delivering liability hedging strategies.  In the UK we have been 
providing Liability Driven Investment (LDI) strategies, including derivatives, since 2006 and, in the US, liability-aware long bond 
strategies have been a powerful theme of STW’s since its inception in 1985.  

We have observed that there are some key requirements for successfully managing a hedging program:

 — A clear governance framework where the fi duciary outlines the desired long term goal regarding the hedge ratio and the 
tools to be used.  The manager has a clear remit to implement.

 — The manager needs to actively monitor the triggers, ideally on a continual daily basis, and has the autonomy to act if a 
trigger is reached.  Delay in then having to agree with the Board can result in opportunities being missed.

 — Flexibility for the manager to actively manage the long duration portfolio in an attempt to benefi t from 
valuation anomalies.

 — As the fi duciaries become more familiar with hedging and want to move to more sophisticated strategies, derivatives 
become more prevalent in order to better match the liabilities.   Derivative management experience 
is clearly important in this progression.

Conclusion


