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In this paper, we consider the effect that duration drift in bond indices has on UK pension schemes. 
Index tracking bond funds based on commonly used indices are widely used by pension schemes as 
the low risk assets in their investment strategies. This is especially the case for smaller pension 
schemes. We test the presumption that index tracking bond funds are low risk assets by looking in 
more depth at the characteristics of these funds. Key findings are: 
 

1. That the durations of index tracking funds change materially over time 
 

2. The degree to which index tracking funds ‘match’ pension scheme liabilities can also vary 
substantially  

 
3. The vast majority of schemes do not explicitly consider or manage these issues 

 
Why do pension schemes use passive bond funds? 
 
It is common amongst UK pension schemes to have a strategic asset allocation to bonds and often to 
passive UK government bond (gilt) funds. These index tracking funds tend to track over 5 year, over 
15 year and all stocks gilt indices.  
 
The historic rationale for this type of allocation has been that these funds generally tend to behave 
similarly to pension scheme liabilities. Liability values, as calculated by Scheme Actuaries, are 
sensitive to changes in interest rates and inflation expectations. So too are gilts. Therefore the 
assertion has historically been made that: 
 

– Fixed interest gilts are sensitive in value to changes in interest rates. Therefore they can be 
used to match fixed liabilities that are also sensitive to changes in interest rates 
 

– Index-linked gilts are sensitive in value to changes in both interest rates and inflation 
expectations. They can be used to match real liabilities that are also sensitive to changes in 
both interest rates and inflation expectations 

 

 
 
 
 
 

A note on terminology – Duration 
 
Duration is a term that is used frequently when talking about liabilities and fixed income investments. 
Broadly, it is a measure of the average time to payment for a series of cashflows. This can apply to 
cashflows made from a pension scheme or to the holder of a bond. 
 
The longer the durations of bonds or pension scheme liabilities the more sensitive their values are to 
changes in interest rates. In the case of index-linked bonds and inflation-linked liabilities the longer the 
duration the more sensitive the values are to changes in real interest rates. 
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Liability matching 
 
According to recent statistics published by Mercer, the average duration of UK pension scheme 
liabilities is around 22.5 years1. A bond fund with the same duration as a pension scheme’s liabilities 
would be expected to perform broadly in line with the liabilities when interest rates change. This type 
of bond fund could generally be said to be a good interest rate match for the liabilities.  
 
A bond fund that is longer in duration than a pension scheme’s liabilities would be expected to be 
more sensitive to changes in interest rates, so a poorer match. Similarly a bond fund that is shorter 
would be expected to be less affected when interest rates move compared to the liabilities, again 
offering a poorer match. 
 
The same duration properties apply when considering using index-linked gilt funds to match a pension 
scheme’s inflation-linked liabilities. 
 
Figure 1 shows how the durations of index tracking gilt funds have increased over the last 10 years, in 
some cases substantially. The duration of two commonly tracked indices, the over 15 year and over 5 
year index-linked gilt indices has increased markedly in recent years. Pension schemes invested in 
index tracking gilt funds should be aware that the durations of these funds are not static. Indeed they 
could now be somewhat different to the liabilities that they were originally intended to match. 
 
Figure 1: The increasing durations of index tracking gilt funds (years) 
 

 
 
Source: Schroders, Bloomberg, FTSE at 7 June 2013. The modified durations of FTSE Actuaries Government Securities 
Indices are shown.  

 
One of the reasons for the increasing durations of gilt indices has been changes to the structure of the 
UK gilt market. This has caused particular gilts to fall out of the indices. This can be seen quite clearly 
when looking at the step changes in the duration of the over 15 year index-linked gilt index (dark 
orange line). In Figure 1 it can be seen that in 2005, 2009 and 2012 the duration stepped up when the 
2020, 2024 and 2027 index-linked gilts fell out of the index respectively. 
 
                                                      
1
 Source: Mercer Limited’s Q4 2012 Briefing on UK Pension Accounting (http://uk.mercer.com/articles/UK-pension-

accounting-briefing-Q4-2012). The average pension scheme liability duration of 22.5 years is calculated for the defined 
benefit pension schemes of the FTSE 350 companies on a corporate bond yield curve basis at 31 December 2012. 
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It should also be noted that since around 1980 interest rates have generally been decreasing, as 
shown in Figure 2. This also causes the duration of the gilt universe, and pension scheme liabilities, to 
lengthen. Lower interest rates mean that the effect of discounting puts more weight on longer dated 
gilt cashflows. 
 
Figure 2: Decreasing UK interest rates (% pa) 
 

 
Source: Schroders, Bloomberg (UK base interest rates), the Bank of England (10 year fixed interest gilt spot rate) at 31 May 
2013 
 

Pension schemes investing in index tracking gilt funds should also be aware that they are receiving 
little yield on their investment. Figure 2 shows that yields are low on gilts by historical standards. Also 
total returns on schemes’ gilts are likely to be poor or even negative if/when yields increase from their 
historic lows. 
 
The dangers of drifting durations  
 
As shown above, the drifting durations of index tracking gilt funds can lead to mismatches with 
pension scheme liabilities. This mismatch is often not explicitly considered or managed by pension 
schemes and shows no signs of being rectified any time soon. The likelihood is that this position could 
actually get worse. Given that most defined benefit pension schemes are now closed to new 
members, the average age of UK pension scheme membership can be expected to get older with 
time. This will likely cause the duration of liabilities to run down in the future.  
 
The opposite effect has been witnessed in UK (and US) government bond markets where there have 
been concerted efforts over the last decade to lengthen duration. In recent years the US Treasury has 
openly stated its goal of lengthening the average maturity of its debt. Whilst the UK government has 
not been as explicit in stating its gilt issuance intentions, it is planning to issue “ultra long-dated gilts”. 
This may cause index tracking gilt fund durations to further increase. 
 
What should pension schemes be doing? 
  
How should pension scheme trustees interpret this information? There are a number of issues that 
trustees could consider when assessing how they invest in index tracking gilt funds. 
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– Risk can be reduced versus liabilities by investing in tailored liability matching strategies that 
match the duration of pension scheme liabilities. Pension schemes can invest in physical 
bonds to match their liabilities. They can also invest in Liability Driven Investment (LDI) funds. 
These can allow schemes to target closing their deficit by investing freed up capital in growth 
strategies that target returns in excess of their pension scheme liabilities. 

– Investing in an index tracking bond fund may have created an unwanted, and in effect active, 
duration position versus the pension scheme’s liabilities. If taking an active duration position, 
this may be better rewarded by allowing a skilled bond manager to take duration positions to 
enhance returns. This could take the form of an actively managed bond fund. 

– Interest rates are currently at low levels relative to history. When they eventually rise, the value 
of a pension scheme’s index tracking bond funds and liabilities will fall. Pension schemes that 
are invested in index tracking bond funds with durations longer than their liabilities will suffer 
greater losses on their bonds than liabilities. In this environment, the presumption that 
government bonds are a low risk asset may well not hold. 

If you would like to discuss any of the issues raised in this paper, please contact your Client Director 
or a member of the UK Strategic Solutions team. 
 

www.schroders.com/ukstrategicsolutions 

Important Information 
The views and opinions contained herein are those of Tim Horne, DC Investment Solutions Manager at 
Schroders, and may not necessarily represent views expressed or reflected in other Schroders 
communications, strategies or funds.  

 

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. 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. 
 

The value of investments and the income from them can go down as well as up and investors may not get back 
the amount originally invested. 
 
Forecast Risk Warning 
The forecasts stated in the article are the result of statistical modelling, based on a number of assumptions and 
should be seen as objectives only. There is no assurance or guarantee that these results will be achieved and 
they should not be considered as predictions of actual results which may be realised in the future. 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. We assume no obligation to provide you with updates or changes to 
this data as assumptions, economic and market conditions, models or other matters change. 
 
Hypothetical Modelling Results 
The hypothetical results shown in this article must be considered as no more than an approximate 
representation of a portfolios’ performance, not as indicative of how it would have performed in the past. It is the 
result of statistical modelling, based on a number of assumptions and there are a number of material limitations 
of the retroactive reconstruction of any performance results from performance records. For example, it does not 
take into account any dealing costs or liquidity issues which would have affected a real investment’s 
performance. 
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