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In this short case study we outline the issues recently faced by one of our own clients using gilts as 
a risk reducing asset within their pension scheme. Like many schemes the client held a large gilt 
portfolio that was managed relative to a common index benchmark. Key areas addressed were: 
 

1. The traditional gilt fund not closely matching the pension scheme’s liabilities. The fund left 
residual interest rate risk that the trustees were keen to manage. 
 

2. Given historically low gilt yields, the trustees wished to explore ways of increasing the return 
potential of the gilt portfolio. 
 

There were a few simple steps that the scheme was able to take to resolve both of these issues. 
These were crafting a bespoke gilt benchmark that better reflected the scheme’s liabilities, and 
widening the fund manager’s opportunity set to give them more tools to outperform the benchmark. 

 
Introduction 
The pension scheme in this case study has assets and liabilities over £1 billion. The trustees 
controlling the scheme’s assets had a range of expertise and investment knowledge. The backing 
sponsor was a regulated large utility company that had a reasonably strong covenant to fund the 
scheme. Even so the trustees were keen to look at various ways of reducing liability risks so that 
undue risks were not being taken at an overall scheme level. 

 
The trustees supplemented their governance structure through a partnership approach between the 
investment advisor and the fund manager. The fund manager and advisor were able to specify a 
bond mandate that suited the scheme whilst the trustees retained independent oversight and control 
of the solution that was implemented. A solution was specified that reduced unwanted risks and 
detailed where risk should be taken to harness the fund manager’s strengths to target returns.  

Reducing liability risks – the problem 

Historically the scheme had increased the amount of assets held in gilts over time. The gilt holdings 
(mostly index-linked) in 2012 made up 47% of the total assets as shown in the asset allocation in 
Figure 1. 
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Figure 1: The pension scheme’s asset allocation at 31 March 2012 

 
Source: Schroders and the sponsor’s 2012 report and accounts. 

 
Gilts were viewed as an asset that helped reduce the scheme’s investment risk with respect to the 
liabilities. However the advisor and fund manager recognised that investing in gilt funds using 
standard gilt benchmarks was a relatively blunt way to do this. This is because the characteristics 
(interest rate sensitivities, inflation linkage and duration) of these funds are unlikely to be the same 
as those of the scheme. To reduce risk the trustees had to firstly consider their own scheme’s 
characteristics. 
 

Here, as is the case with many pension schemes, most of the liabilities were sensitive to both future 
expected inflation and interest rates. Consequently this made index-linked gilts a much more 
appropriate instrument than fixed interest gilts to help reduce liability risks. 
 

However the interest rate and inflation sensitivities of the gilt funds held did not accurately reflect 
those of the scheme’s liabilities. On close inspection they did not provide a good match of the shape 
of the sensitivities in future years. Interest rate sensitivities are shown in Figure 2 in future years. 
The results meant that if future interest rate expectations moved in the wrong direction by 1% then 
the assets and liabilities could deviate by as much as 6%. The findings were similar when inflation 
sensitivities were considered. This was causing the pension scheme’s funding level to be 
undesirably volatile. 
 
Figure 2: The interest rate sensitivities of the scheme’s liabilities and gilt portfolio 
 

Interest rate sensitivity (£k) 

 
Source: Schroders. Interest rate sensitivities are shown for a 0.01% movement in interest rates. 
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Reducing liability risks – the solution  

So what did the trustees do to rectify this common pension scheme issue? They and their advisor 
took the decision to move away from their common one-size-fits-all index-linked gilt benchmark to 
something more bespoke. It was felt that a solution was required that better reflected the scheme’s 
needs. 
 
In Figure 3 we can see how the index-linked gilts were re-shaped by the fund manager away from 
the index to better reflect the scheme’s liabilities (noticeably a sizeable allocation had to be made to 
the longest gilt to match the long tail of liabilities). The interest rate and inflation sensitivities of the 
bond assets and liabilities now matched much more closely if there were changes in future 
expectations.  
 
Figure 3: Projected liability and matching index-linked gilt cashflows 
 

£m 

Source: Schroders 

Increasing return – the problem 

If opportunities exist across the wider bond universe to generate outperformance of the newly 
created liability benchmark then the trustees wanted to give the fund manager the ability to do this, 
especially given the low level of yields by historic standards. As there were only 23 index-linked gilts 
in issuance the fund manager only had a limited number of tools to outperform the liability 
benchmark. 
 
Increasing return – the solution 
 
The trustees recognised that they had invested with a fund manager that they believed had the skill 
to outperform the market. The fund management team had experience in adding value for clients 
across a range of investment strategies. However not all of these strategies were being used in the 
existing gilt mandate. 
 
An overlay was used to implement these extra strategies. This was put in place over the physical 
gilts and was carefully specified so that the risk was suitably diversified across the range of 
strategies shown in Figure 4, and not overly concentrated in just a few. 
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One significant benefit of using an overlay was that the level of return that the trustees wanted to 
target over the benchmark was easy to ‘dial up’ or down to meet the scheme’s needs. The trustees 
could easily target an outperformance level anywhere in the range of 0% to 3% per annum. The 
exact target level decided upon was easily accommodated by simply adjusting the fund manager’s 
risk parameters. 
 
Figure 4: Investment strategies used in the overlay and their contribution to overall risk 

 
Source: Schroders, for illustration only 

 
Descriptions of the individual strategies that the fund manager employed in the overlay are: 
 
Strategy Description 

Duration The manager expresses their view on UK interest rates. This is done by modifying the portfolio to 
be longer or shorter in duration than the client’s bespoke benchmark.  

Curve The manager expresses their view that interest rate curves will change in shape. For example they 
may believe that interest rate curves will steepen or flatten. 

Country The manager invests in overseas bonds, away from the UK government bond benchmark, when 
they believe that it will add value. 

Currency The manager takes positions in overseas currencies to add return as various currencies appreciate 
or depreciate versus each other. 

Credit beta The manager expresses their view that corporate bond market levels will increase or decrease. 

Relative Value The manager invests in one security versus another in order to profit when the price of one 
appreciates versus the other. 

Note: the maximum amounts that the manager can deviate from the benchmark under each investment strategy are 
specified in the pension scheme’s agreement with Schroders. 
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Implementation 
Implementing both the tailored gilt benchmark and the overlay was relatively simple. To customise 
the scheme’s gilts, these holdings were transferred out of the existing fund and into the new 
arrangement without having to sell them to cash. This minimised the transition costs for the scheme 
and the amount of rearranging of the gilts that had to be done. 
 
To put in place the overlay the physical gilts were left almost entirely untouched. Synthetic 
instruments were held alongside the gilts to facilitate the extra investment strategies. The synthetic 
instruments used were namely futures, forwards, swaps and options on all of these. 

 
Conclusions 

 

In summary, there were only a small number of options that the trustees considered in order to 
evolve their large gilt mandate.  

 

1. Liability risks can be reduced by moving away from holding gilts that closely reflect standard 
benchmarks. The benchmark can be customised to reflect the characteristics of a particular 
pension scheme’s liabilities. This means that liability risks are reduced - the gilts and the 
liabilities are more likely to move by similar magnitudes. 
 

2. The number of fixed income tools that the fund manager is able to use to target 
outperformance can be expanded. To avoid disruption to the gilts this can be done by 
implementing an overlay which can be fine-tuned to the level of return that the trustees wish 
to target. 

 
If you would like to discuss any of the topics 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 Alistair Jones, UK Strategic Solutions at 
Schroders, and may not necessarily represent views expressed or reflected in other Schroders 
communications, strategies or funds.  
 
For professional investors and advisers 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 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. 
 
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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