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AnAlysis

The interests of large sponsors and their pen-
sion scheme trustees have become increas-
ingly aligned as the need to control balance 
sheets and scheme liabilities becomes ever-
more pressing.

The use of liability-driven investment has 
typically only been employed by these large 
schemes. However, medium-sized funds are 
now also investigating and buying into this 
type of strategy. 

Schroders head of LDI Andrew Connell said 
while very large schemes have been able to 
take out longevity protection for quite some 
time, the Pall longevity transaction earlier 
this year marked a ‘sea change’ in the area. 

He explains: “It was for a very small amount 
of coverage, about £70m, and because this 
was a relatively small scheme the solution 
was available on a relatively small governance 
budget. Not only are the ideas there, they are 
becoming increasingly implementable.”

The fund manager’s autumn conference, 
Revolution not Evolution, attended exclu-
sively by Professional Pensions, gave an 
insight into three schemes’ experiences of 
implementing LDI.

Controling liabilities
Cambridge Colleges’ Federated Pension 
Scheme investment committee chairman 
Ross Reason explains that the £130m multi-
employer scheme wanted to stay open to new 
members and therefore needed to control 
liabilities more effectively.

He says: “The trustees of the individual 
colleges were getting very worried about the 
very large deficit contributions they were 
having to make at each valuation to fix what 
seemed to them a ‘money pit’.”

Reason says its LDI strategy, implemented 
through pooled funds, allowed the scheme 
to allocate about 80% of its funds to growth 
assets. “Very few are actively devoted to 
bonds or matching assets,” he adds.

The scheme is just about to undergo its tri-
ennial valuation – which is predicted to reveal 
a much smaller deficit than before. 

“This will allow us to set a strategy for de-
risking the scheme, moving more to matching 
and increasing our LDI hedges toward 100% 
on interest rate and inflation,” Reason adds.

Controling volatility 
manroland Great British Pension Scheme 
trustee chairman Chris Wells said his £55m 
scheme was under pressure to control volatil-
ity from its German parent sponsor manro-
land AG. 

He explained in December 2009 the £8.4m 
deficit was “highly material” to the British 
operation of the market leading printing 
machinery manufacturer. 

“This created a negative equity situation for 
the local company. The fundamental problem 
has been that as quickly as we addressed the 
investment side of the situation the liabilities 
continued to grow however much money we 
were paying into the scheme.

“The trustees were mindful of their govern-
ance responsibilities. They also appreciate 
that they need to develop a workable solution 
with manroland AG.”

Wells said the trustees recognised their 
quarterly meeting schedule often meant they 
missed opportunities to change investment 
strategy. The scheme implemented an LDI 
strategy in November 2010. 

However, he adds: “We did not want to 
be locked into LDI strategies at low interest 
rates. We decided we would use LDI funds to 
cover 20% of the liabilities. In total half of the 
fund’s liabilities would be covered by corpo-
rate bonds and LDI funds.”

Both the Cambridge Colleges’ scheme and 
manroland said trustees had to overcome 
concerns about investment complexity as 
well as governance and monitoring worries 
when considering implementing LDI.

Wells explains: “The biggest hurdle to over-
come has been our concern on using deriva-
tives – trying to understand them and how 
they can help us match the liabilities.” 

Reason adds: “LDI strategy is monitored 
by the investment committee, we meet quar-
terly and get a report from Schroders telling 
us how the hedge has performed and we can 
monitor that against how well we expected it 
to perform. 

“We have a trustee board and they delegate 
considerable powers to the investment com-
mittee. Most are bursars and choose which 
area they wish to serve in based on their 
expertise.”

Sophisticated strategy
Schroders chief financial officer Kevin 
Parry spoke on behalf of the company’s own 
closed defined benefit fund, the Schroders 
Retirement Benefits Scheme. It is worth 
about £650m and is 107% funded on a techni-
cal provisions basis.

He says: “The strategy that we are now 
following is to control the liabilities and be 
sophisticated in the choice of assets we use to 

generate returns. I think this is key to all pen-
sion funds – you cannot do assets one day and 
liabilities another. 

“On the liabilities side it is technical – con-
trolling them by insulating yourself from 
changes in interest rates, changes in longev-
ity, changes in inflation. On the assets side we 
are following a diversified profile of assets so 
we try to reduce correlation – so it does not 
all go badly or all go well at the same time.”

Schroders head of UK strategic solu-
tions, Mark Humphreys said while the three 
schemes were not using the full range of LDI 
tools available, they were committed to using 
the ones appropriate to them. 

Humphreys explains that the growth in 
LDI solutions among smaller schemes is down 
to the interests of pension funds and spon-
sors becoming increasingly aligned around 
de-risking. 

He says: “Think about the regular tussle 
between sponsors and trustees at actuarial 
valuations in terms of contribution levels, the 
need for high growth allocations to keep con-
tribution rates down and the risk that entails. 

“More explicit management of fund-
ing level volatility to reduce those difficult 
conversations and reduce the strain on the 
sponsor covenant are clearly in the interest of 
schemes and sponsors.”

He adds it is also in the best interests of 
both sides to overcome any governance bur-
dens to place trustees in a position to act.

Wells says the “real test” will come in 
November, next year when the scheme learns 
how well the LDI funds have worked with its 
derivative overlay. “So far all has been fairly 
stable, with market movements dampened by 
the derivatives.”

Parry adds: “There is no doubt the com-
plexity of managing liabilities is very, very 
high. The important thing for employers and 
for trustees is to take time and ask questions, 
understand the complexity of the instrument 
and, frankly, not be afraid to ask the stupid 
question.”
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