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Defined terms in italic 

 
Liability Driven Investment (LDI) 
The ultimate objective of pension scheme investing is to ensure that there are sufficient funds to pay the 
liabilities. LDI puts this objective at the heart of a scheme’s investment strategy.  
 
A key aim of LDI is to manage funding level risk (i.e. the variability of the scheme’s assets compared to its 
liabilities). In practice this usually means using a range of assets, such as swaps and bonds, to construct an 
investment strategy that closely matches the behaviour of the pension liabilities. These assets are often 
referred to as “LDI assets”. 
 
Flight Path 
This is a process by which pension scheme trustees set a funding and investment plan to reach self 
sufficiency or buy-out. Investment risk is reduced over time either in response to increases in the funding level 
or improved market conditions.  
 
Asset swap spread (sometimes know as z-spread) 
In the context of LDI this is usually the difference between the yield available on a swap (the swap rate) and 
the yield on a corresponding UK government bond. 
 
Basis 
The set of assumptions used by an actuary to calculate the value of a pension scheme’s liabilities.  
Assumptions include the discount rate, expected inflation and longevity (how long members are expected to 
live).  
 
Basis point 
One basis point is equal to one hundredth of one percent (0.01%). i.e. 10 basis points = 0.10% 
 
Buy-out basis (sometimes also known as solvency basis) 
This is intended to be a close match to the basis that would be used by an insurance company when taking on 
a pension scheme’s liabilities. It will usually consist of a discount rate based on gilt or swap yields (i.e. no 
allowance for expected outperformance of the scheme’s actual investments). As such, this basis will usually 
give a higher liability value than the Technical Provisions (which may make some allowance for investment 
outperformance in the discount rate). 
 
Collateralisation 
When investing in swaps (and some other LDI assets) a pension scheme is entering into an agreement with 
an investment bank ‘over the counter’ – i.e. entering into an agreement directly with the bank and specific to 
the particular contract being arranged.   
 
A swap has zero value at the outset of the contract. As market conditions change the swap becomes an asset 
to one counterparty and a liability to the other i.e. the swap has a value. The value of the swap at any point in 
time is known as the “mark-to-market” value. 
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Given that swap contracts are generally long term in nature, schemes rely on the investment bank being in 
business at the end of the contract. To mitigate the risk that the bank becomes unable to meet its obligations 
under the agreement, swap contracts are ‘collateralised’. This involves the transfer of assets (i.e. collateral) 
between the two parties with the same mark-to-market value as the swap. In the event of default the party in 
profit keeps the collateral and retains the benefit accrued on the contract up to that point. 
 
Consumer Price Index (CPI) 
An index used to measure price inflation. CPI is similar to the Retail Price Index (RPI), being constructed from 
the prices of a bundle of goods and services. However due to differences in the way CPI is calculated and 
some differences in the basket of goods, CPI has historically been lower than RPI. Therefore schemes that 
apply CPI rather than RPI for pension increases would expect to have lower liabilities. 
 
Counterparty 
The party taking the other side of an LDI contract (such as a swap contract) to the scheme. Usually an 
investment bank.  
 
Counterparty risk 
The risk that the counterparty to a contract is unable to fulfil their obligations under the terms of the contract.  
Counterparty risk can be managed via collateralisation and appropriate due diligence on prospective 
counterparties. 
 
Covenant 
The strength of the employer standing behind the pension scheme. A weak sponsor is a concern for trustees 
as the sponsor may not be able to afford the contributions required to fund the pension scheme. 
 
Discount rate 
Used by the actuary to place a present value on the pension scheme’s liabilities. For example if a payment of 
£100 is due in one year’s time, then using a discount rate of 5% would give a present value of £100/(1+5%) = 
£95. The higher the discount rate the lower the liabilities. 
 
Duration 
A measure of the sensitivity of a scheme’s liabilities or LDI assets to changes in interest rates or expected 
inflation. Duration is measured in years and calculated as the weighted average time to payment/receipt of the 
pension benefit payments/asset cashflows. Duration is also equivalent to the % change in value for each 1% 
change in interest rates or expected inflation. A higher duration indicates a greater sensitivity to changes in 
interest rates or expected inflation. 
 
Expected inflation 
An estimate of inflation over the lifetime of a pension scheme. Expected inflation is used by actuaries to 
estimate the value of a scheme’s inflation-linked liabilities. The rates implied by index-linked gilt yields or 
inflation swap rates are often used as a starting point. Therefore scheme liabilities are sensitive to changes in 
these market rates. 
 
FRS17 
The accounting standard used in the UK that dictates how pension costs appear in company accounts.  
FRS17 introduced additional disclosure requirements and the stipulation that liabilities and assets should be 
valued using market rates. This increased both visibility and volatility of defined benefit pension costs and has 
been partly responsible for the closure of many UK pension schemes. 
 
Funding level risk 
The risk that a scheme’s assets fall relative to its liabilities or that the liabilities increase relative to the assets.  
A worsening funding level is a concern for schemes as it can lead to increased company contributions to plug 
the deficit, or even to members losing benefits if the company becomes insolvent and the scheme is not fully 
funded. 
 
Funding level triggers 
These are predetermined funding levels at which the scheme will de-risk (e.g. by switching growth assets into 
better matching assets such as bonds and/or purchasing additional liability coverage via swaps or synthetic 
gilts). 
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Gilt repo (repurchase agreement) 
Under a repo the scheme sells a gilt to an investment bank and agrees to buy it back at a later date at a fixed 
price. If gilt prices rise during the term of the contract (i.e. if interest rates fall) then the scheme will expect to 
make a profit, if gilt prices fall (i.e. if interest rates rise) the scheme will expect to make a loss. These gains and 
losses are passed to and from the scheme via the process of collateralisation and can be used to offset the 
rise or fall in the liabilities. 
 
Only part of the cash that the scheme receives from the initial sale of the gilt under the agreement needs to be 
set aside to meet potential collateral calls (this cash is usually invested in gilts). The scheme is free to invest 
the rest of the cash in more gilts to increase interest rate protection further, or in growth assets to increase the 
expected return. 
 
Gilt total return swap (TRS) 
Gilt TRS’s are similar to interest rate swaps. The scheme agrees to pay a floating rate of interest and receives 
a fixed rate of interest which is the total return on a particular gilt (rather than a swap rate as in the case of an 
interest rate swap).   
 
The scheme expects to make a profit under the terms of the contract if interest rates fall. This profit (which is 
passed to the scheme via the process of collateralisation) can be used to offset the rise in the liabilities, 
thereby helping to protect the funding level. 
 
IAS19 
The European version of FRS17 used for larger companies in the UK (mainly ones with significant European 
operations). IAS19 introduced similar measures to FRS17. 
 
Inflation swap 
Under an inflation swap the scheme makes payments based on expected inflation at the outset of the contract, 
but receives payments based on actual inflation. The scheme expects to make a profit under the terms of the 
contract if expected inflation rises. This profit (which is passed to the scheme on a daily basis via the process 
of collateralisation) can be used to offset the simultaneous rise in the liabilities, thereby helping to protect the 
funding level. 
 
Interest rates 
The most relevant interest rates for pension schemes are those on long dated government bonds or long 
dated interest rate swaps. These interest rates are a key component of the scheme’s discount rate. Long 
dated rates are most relevant as pension schemes benefits are paid over very long time-frames. 
 
Interest rate swap 
Under an interest rate swap one party (in this case the scheme) makes payments based on a floating rate of 
interest and receives payments based on a pre-agreed fixed rate of interest. The scheme expects to make a 
profit under the terms of the contract if interest rates fall. This profit (which is passed to the scheme on a daily 
basis via the process of collateralisation) can be used to offset the simultaneous rise in the liabilities, thereby 
helping to protect the funding level. 
 
Liabilities 
The estimated value in today’s money of the pension benefits promised by a scheme. 
 
Market based triggers 
These are predetermined market conditions (e.g. interest rate or expected inflation levels) at which the 
scheme will de-risk. 
 
Nominal interest rate 
The interest rate on a fixed interest gilt or interest rate swap is known as the nominal interest rate. Nominal 
interest rates are also used to value fixed liabilities, which can be seen as similar to fixed interest bonds. This 
is because, like fixed interest bonds, fixed liabilities are a series of predetermined cashflows. 
 
Pension Protection Fund (PPF) 
The PPF acts as a safety net for members of under-funded pension schemes whose employer has become 
insolvent. When the sponsoring employer of a scheme becomes insolvent the assets and liabilities of the 
scheme are absorbed by the PPF, which then pays out a set level of benefits to the members of the scheme.   
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As the assets of schemes entering the PPF will be less than the value of the benefits that will be paid, the PPF 
is “topped up” each year via levy payments from the sponsoring employers of all UK private sector pension 
schemes. The PPF can therefore be thought of as an insurance fund for pension schemes.   
 
PV01 
A measure of the sensitivity of a scheme’s liabilities or LDI assets to changes in interest rates. PV01 is the  
£ change in value for each 0.01% change in interest rates. Alternatively PV01 = (duration x £value) / 10,000. 
 
Real interest rate 
The interest rate earned on an inflation linked investment over and above inflation.   
 
For example, suppose you pay £98 for a one year index linked bond that promises to pay you £100 plus 
inflation in one year’s time.  If inflation over the year is 3%, then at the end of the year you will receive £103.  
As you paid £98 for the bond your total return is £103/£98 – 1 = 5%.  3% of this is due to inflation and 2% is 
due to the real interest rate.   
 
It is the real interest rate that determines the price of the index linked bond. So in the example above, a real 
interest rate of 2% implies that the price of the bond should be £98 (i.e. 2% less than the notional value of 
£100). As with nominal interest rates, if real interest rates rise, then the price of the bond falls and if real 
interest rates fall the price rises. 
 
Real interest rates are also used to value inflation linked liabilities, which can be seen as similar to index linked 
bonds. This is because, like index linked bonds, inflation linked liabilities are a series of cashflows that 
increase with inflation. 
 
Recovery Plan 
Plan outlining how the pension scheme’s sponsor will fund any deficit. The Recovery Plan basis may be 
different to that used to value the Technical Provisions.   
 
Self Sufficiency 
This describes the position whereby a pension scheme is sufficiently funded to be independent of the fortunes 
of its corporate sponsor. This might mean being fully funded on a buy-out basis, in which case the scheme’s 
liabilities could potentially be transferred to an insurance company. It can also mean being fully funded on a 
basis that uses a gilts or swaps discount rate (which is likely to be close to the buy-out basis). For a scheme to 
be self sufficient investment risk would need to be minimised (e.g. by only investing in gilts or swaps) as 
otherwise the sponsor may need to be called upon again to meet deficits that emerge as a result of investment 
losses. 
 
Swap 
A swap is a contract between two counterparties, e.g. a pension scheme and a bank, to exchange a series of 
cash flows according to a pre-agreed arrangement. Examples often used in LDI include interest rate swaps, 
inflation swaps and gilt total return swaps (TRS) 
 
Synthetic bonds  
Synthetic bonds seek to replicate the payoff and risk profile of physical bonds using derivatives or other 
instruments. Synthetic bonds can be used to obtain the matching properties of bonds without tying up as much 
capital as with physical assets. The most common types of synthetic bonds are gilt repos and gilt total return 
swaps.  
 
Technical Provisions (TP) 
The statutory measure of a pension scheme’s liabilities used for the triennial actuarial valuation and usually for 
funding purposes (i.e. working out what if any deficit contributions are required from the corporate sponsor – 
see Recovery Plan). 
 
Value at Risk (VaR) 
A statistical method of measuring risk of loss. VaR is often used as a measure of funding level risk.  It can be 
defined with different levels of probability, for example VaR95 denotes the 95

th
 percentile loss. In other words, 

the funding level is expected to deteriorate by at least the VaR95 amount one year in twenty. 
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Yield curve 
A chart plotting the interest rates available on bonds (or swaps) of various lengths of term. The yield curve is 
relevant because often pension scheme benefits due to be paid at different points in the future will be valued 
using different interest rates depending on the time to payment. E.g. a benefit payment due in 20 years time 
might be valued using the interest rate on a 20 year interest rate swap. 
 
 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Important Information 

For professional investors and advisors only. This document is not suitable for retail clients. 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 Ltd (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. 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. Issued by Schroder Investment Management Limited, 31 Gresham Street, London EC2V 7QA, 

which is authorised and regulated by the Financial Conduct Authority. Registration No 1893220 England. For your security, communications may be 

taped or monitored. 


