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A significant number of defined benefit 
pension schemes are in a bind right 
now. Despite improvements in funding, 
many are still a long way from the level 
they need to cement a buyout deal. And 
for those with deficits, low bond yields 
do not necessarily make a substantial 
fixed income portfolio attractive.

In these circumstances, many funds still 
need the growth that more risky assets 
provide. Yet trustees are understandably 
reluctant after two major equity bear 
markets in a decade. An investment 
approach that captures the growth of 
equities, linked to a smoothing device 
that reduces volatility and the risk of big 
losses would be ideal. In fact, volatility is 
probably a good place to start.

Volatility often accompanies market 
collapses (chart). This suggests one way 
to reduce losses would be to cut market 

exposure when volatility hits a threshold. 
It’s pretty straightforward to implement 
a basic mechanism for capping volatility. 
This involves monitoring the portfolio 
and whenever volatility exceeds a fixed 
cap, say 15%, reducing exposure to 
risky assets to ensure that it falls back 
to the 15% level. Exposure can then be 
stepped up when volatility subsides. 

Our calculations show that a 15% 
volatility cap applied to the US stock 
market over the last 90 years would 
have reduced losses in 12 of the 13 
‘crash years’ (where the market fell by 
more than 10%) in that time without 
substantial loss of upside.

For more cautious investors, we think 
this approach used as an overlay to 
existing investments, or within a pooled 
fund, could be a useful part of a strategy 
to protect against large losses.

Fixing risk isn’t just about fixed income

Source: Bloomberg and Schroders, as of 31 December 2013. Indices used are the S&P 500 [Div Adjusted] (1928-1988), S&P 500 Total Return (1988-2012).Volatility on any 
day is measured as the annualised standard deviation of daily returns in the prior 30 days using closing prices and de-risking, if required, is assumed to occur at the close on 
the same day.

Figure 1: Volatility often accompanies big market corrections
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Flight paths could offer a simpler 
route to fuller funding

The European Market Infrastructure 
Regulation (EMIR) establishes a new 
regulatory environment for the trading 
and reporting of over-the-counter 
(OTC) derivatives, foreign exchange 
(FX) transactions and exchange-traded 
derivatives (ETD). 

Who does it apply to?
It affects active traders in the derivatives 
markets. The rules divide traders into 
financial institutions (including pension 
funds) and non financial institutions whose 
trading reaches certain thresholds.

What are the requirements?
EMIR will require: 

 – Central clearing for certain classes of  
OTC derivatives; 

 – Reporting of derivative transactions, 
positions and associated collateral; 

 – Application of risk mitigation 
techniques for OTC derivatives 
not cleared by a central clearing 
counterparty (CCP);

 – Exchange of collateral and adequate 
capital to cover the exposures arising 
from OTC derivatives; and 

 – A framework to enhance the safety of 
all CCPs and trade repositories.

What are risk mitigation techniques? 
Financial institutions must have 
procedures to measure, monitor, and 
manage risk associated with uncleared 
OTC derivative contracts, including: 

 – Timely confirmation (effective from  
15 March, 2013) 

 – Formal processes for portfolio 
reconciliation (effective from 15 
September, 2013) 

 – Dispute resolution procedures to 
cover OTC derivative contracts, 
including valuations and exchange of 
collateral (effective from  
15 September, 2013).

In addition, all traders must also have 
risk-management procedures to cover 
the exchange of collateral. 

Are there more changes to come?

EMIR is now well over  
the horizon

1   Schroders independent survey in November 2012 of over 200 UK pension scheme managers, trustees and  
 independent consultants.

2 The Importance of Asset Allocation, Robert G Ibbotson, Financial Analysts Journal, March/April 2010, vol 66, no 2
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derivatives clearing obligation 
begins.

1.12.2015 variation in margin requirements 
for non-centrally-cleared 
trades will apply.

1.12.2015 to 
1.12.2019 

phasing in of initial margining 
requirements.

Source: Schroders

The majority of UK pension schemes 
have a hole to fill. Most are relying on 
strong investment performance to 
return their schemes to healthy funding 
levels. But even if markets work in 
their favour, how can schemes stop 
themselves falling back into deficit 
during the next downturn? We believe 
that a ‘flight path’ – an asset allocation 
framework that adjusts over time to 
reduce risk at pre-set trigger points – 
makes it much easier to de-risk quickly  
and confidently.

Clearly, trustees remain to be 
convinced. In a recent survey1, less 
than 50% of UK pension schemes 
had a flight path in place in 2012, 
although the majority intended to have 
one at some point in the future. Costs, 
difficulty and lack of the necessary 
governance were all cited as reasons 
why they hadn’t yet implemented a 
flight path.

It’s true that, because each scheme 
is unique, trustees looking to design 
a flight path need to make many 
decisions. Given the scale and 
complexity of these decisions, it is little 
wonder that many pension schemes 
have yet to adopt a robust risk reduction 
plan. All the more so for smaller pension 
schemes with limited time and budgets. 
An obvious answer is to focus on the 
really important decisions.

We have refined the different flight  
path decisions into a set of good  
value ‘principles’: 

–  Design: focus on your long-
term objective e.g. to be 100% 
funded on a low risk basis and set 
specific funding level triggers to 
automatically activate certain de-
risking actions.

–  Construction: use a diversified 
mix of growth assets to generate 
the required return at lower risk 
levels. Either choose the assets 
yourself or delegate the job to 
an asset manager. Use pooled 
liability matching funds as needed 
to increase flexibility and allow the 
retention of more growth assets.

–  Governance: concentrate on 
getting the asset allocation right 
(which has been shown to drive at 
least 85% of returns2) before other 
matters such as manager selection. 
Use advisers’ useful independent 
oversight and expertise, especially 
in the design process. Keep 
sponsors involved – the most 
effective de-risking plans represent  
a coalition between sponsors  
and trustees.

We believe our principles could help 
trustees design a focused, tailored and 
good-value flight path. Such a plan could 
help take much of the heartache out 
of the difficult decision about when to 

de-risk. We believe that by following 
our simple steps, trustees should 

be able to deal more confidently 
with funding black holes and 

allow them to focus on the 
areas where they can 

add most value.

The De-Risking 
Decision Mill



Pension funding levels continue to rise
Pension scheme trustees receive lots of 
information about how their assets have 
performed, but often much less about 
their funding level, which is ultimately 
the more important measure. We have 
created our own ‘funding level tracker’ 
to help fill the gap by showing how the 
average UK pension scheme’s funding 
level has changed over time. Although 
every scheme is different, we hope 
the tracker provides useful context 
for discussions about funding and 
investment strategies. 

The basis of our tracker is the defined 
benefit pension scheme asset and 
liability values provided annually in 
the Pension Protection Fund’s Purple 
Book1. Between these updates, our UK 
Strategic Solutions Team estimates how 
funding levels have changed  
each month.

–  Changes in asset values are 
based on values for market indices 
that represent the average pension 
scheme asset allocation

–  Changes in liability values are 
based on changes in yields for UK 
government bonds (‘gilts’) that are 
similar to a typical scheme’s liabilities. 
Gilt yields are a key determinant of 
liability values: an increase in yields 
causes liabilities to fall and vice-versa.

 Funding levels since 2008 have been 
marked by three distinct periods (chart).

Global financial crisis 
In 2008, funding levels fell due to large 
losses in growth assets caused by the 
credit crisis. Asset values and funding 
levels rebounded strongly in 2009 as 
governments and central banks took 
action to support the global economy.

Flight to quality  
Funding levels fell again in 2011. This 
time the key driver was a significant rise 
in liability values. Uncertainty about the 
eurozone and fears of a further global 
recession caused a ‘flight to quality,’ and 
demand for assets like gilts increased. 
This, coupled with central bank action to 
keep interest rates low, caused gilt yields 
to fall and pushed up liability values.

Economic upturn 
Funding levels have gradually increased 
since their lows at the end of 2011. 
Asset returns have been strong as the 
outlook for global growth has improved. 
Liability values have also started to fall 
since early 2013: improving investor 
sentiment and the US central bank’s 
plans to reduce its bond purchasing 
programme have caused gilt yields to 
increase and liabilities to fall.
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Sources for approximate funding levels: total asset and liability values (buyout basis) and average asset allocation: Pension Protection Fund as of 31 March each year; interim 
asset returns: Barclays, Bloomberg, FTSE, HFRI, IPD & MSCI; gilt yields: Bank of England. All as of 28 February 2014. 

Average funding levels have been on a roller coaster Liabilities have been a key driver recently

1 http://www.pensionprotectionfund.org.uk/Pages/ThePurpleBook.aspx

Trustee Training 2014

 – Equity investment
 – Fixed income
 – Property

 – Alternative investment
 – Equity risk management
 – Liability risk

 – Active asset allocation
 –  Latest thinking on defined  

contribution

Places and dates: Bristol – 25 April
Leeds – 19 September

London – part I, 26 September
London – part II, 10 October

See our website for further information: www.schrodersevents.co.uk/tt2014

Please join us for one of our free trustee training mornings, where we provide trustees with the essential knowledge they 
need for carrying out their duties and keeping up to date with current investment thinking. The agenda is designed to cover  
a wide range of knowledge levels and topics, including: 

There is no charge for attendance. Members of some professional bodies may be able to claim Continuing Professional Development credits for attending.

For professional investors only. Please note: that this invitation/event does not constitute an “inducement” under the terms of MiFID 
(Markets in Financial Instrument Directive) and is in no way linked to the levels or terms of business which may be conducted 
between us. If you are in any doubt as to the appropriateness of accepting/attending (in relation to the duties you have to your clients), 
you should refer to your own compliance department or adviser. Alternatively, should your compliance department need to contact a 
member of Schroders’ compliance team for further clarification, please speak to your local Schroders’ representative for contact details.



Whatever the 2014 Budget has done 
for pension savers’ options after 
retirement, it hasn’t changed things 
much for anybody building their savings 
in a defined contribution (DC) pension 
scheme. Risk remains as important as 
ever, even if a saver’s sensitivity to it 
changes as they get older. A person 
who loses all their savings at 55 is in a 
much more serious predicament than 
one who loses all at 25. It’s why lifestyle 
approaches in defined contribution 
pensions try to de-risk the member’s 
portfolio in the five to ten years before 
retirement, when a major loss of savings 
is almost certainly irretrievable. But we 
think that even most lifestyle strategies 
may still leave the saver dangerously 
exposed in middle age.

The problem for savers as they age is 
that rewards change just as much as 
risk. At 25, they have time on their side 
but few assets, whereas from 45 on they 
are more likely to have assets, but little 
time. This means, as Figure 1 shows, the 
younger saver is in a better position to 
benefit from ‘time-weighted’ returns (left-
hand bars). But for the older saver with 
a larger pot, the balance of advantage 
clearly favours ‘money weighted’ returns 
(right-hand bars). Of course, if things go 
badly and markets slide, the younger 
saver can still make up the deficit 
through further savings, but the older 
saver may suffer a permanent loss.

That risk is not insignificant. As Figure 2 
shows, the probability of a saver in a 
traditional lifestyle fund losing at least 
25% of their pension pot remains very high 
right into middle age. Many schemes 
have tried to address this by introducing 
bonds into the saver’s portfolio at an earlier 
stage. However, the volatility associated 
with the equities that remain can still drown 
out the protection offered by the bonds. 

And any insurance that is achieved 
comes at the expense of holding fewer 
growth assets, so members don’t fully 
benefit from the money weighted returns 
on offer. After a bad patch like 2008-
2009, a saver in their forties with such a 
portfolio might recover their funds, but 
someone much older might struggle.

It’s therefore very important for older 
savers to continue to have access to 
growth asset returns, while also paying 
attention to the stability of those returns. 
Unfortunately, traditional lifestyling 
switches members out of growth assets 
just when they most stand to benefit 
from them. We think lifestyling can be 
improved by adding a stable growth phase. 

A stable growth vehicle should offer 
members returns in excess of inflation, 
but should also provide more certainty 
of outcome for the member by investing 
in a broader range of asset classes. 
Moreover, these assets should be 
considered in terms of their contribution 
to risk, rather than simply their capital 
allocation. This approach should also 
explicitly aim for a lower level of volatility 
than equities and minimise big falls in value.

We believe such a vehicle designed for 
the needs of the DC market – notably 
low costs and appropriate governance – 
would give members a much smoother 
ride to retirement and, potentially, a 
much bigger pot when they get there.

Achieving a new balance for older DC savers

Important Information: For professional investors only. This document is not suitable for retail clients. Past performance is 
not a guide to future performance and may not be repeated. 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. 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. 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. Registration No. 1893220 England. Authorised and regulated by the 
Financial Conduct Authority. For your security, communications may be recorded or monitored. w45078
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Source: Schroders, for illustration only. 40 year contributions at base contribution rate of 10% of salary. Salary 
increases assumed to be 3% per annum. Starting salary is £25,000. Base annual investment returns are estimated 
expected returns of a lifestyling strategy switching from equities to bonds and cash in the 10 years before retirement.

Source: Schroders, for illustration only. Equities lifestyle 45-65 invests in a 40/60 UK/global equity portfolio,  
switching to passive index-linked gilts and cash over the last five years to retirement (at 65). Volatility assumptions 
are based on historic monthly data. Expected return assumptions are based on forward looking estimates. 

Figure 1: The seamless shift from time-weighted to money weighted returns

Figure 2: Risks remain high with lifestyle right into middle age
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