
Rather than looking at LDI separately from 
‘growth’ portfolios, we think it’s time for 
trustees to consider an outcome‑oriented 
approach to their investment needs. At 
its core, this replaces the two‑portfolio 
model and the extensive use of individual 
market indices to measure the performance 
of the underlying assets that this entails. 
Instead, we approach investment strategy 
in a single portfolio model with a much 
more meaningful benchmark, namely the 
scheme’s actual liabilities.

This enables trustees to consider the risks 
taken on interest rates and inflation in the 
same context as the risk taken on equities, 
real estate, alternatives and, in fact, all 
market risks in meeting the future liabilities.

This is a concept that drew support from 
the senior pension professionals who 
attended Investing for Outcomes, an 
exclusive half‑day forum at the Shangri‑
La Hotel at the Shard On Thursday, 5 
November. Jon Exley, a partner in KPMG’s 
Investment Advisory practice, said he 
believed that pension schemes “must 
change their mindset from the growth 
matching idea to managing the portfolio 
holistically as a single pool. I think they are 
missing a trick by trying to gradually reduce 
their growth portfolio and increase their 
matching portfolio.”

A HOLISTIC VIEW

An outcome‑oriented approach does 
indeed takes a holistic view of all the 
market risks that will impact on a scheme’s 
ability to meet its future liabilities from 
interest rates and inflation to reinvestment, 
equity, real estate, credit and currency risk. 
The opportunity to take a more meaningful 
approach to diversification is inherent in 
this approach. It allows managers to move 
away from a model where managers of 
individual asset class components diversify 
their portfolios relative to the market 
benchmarks they are measured against and 
towards managing a portfolio’s aggregate 
exposure across all of its components. This 
means that the prevalence of unrewarded 
risks in the portfolio can be greatly reduced, 
helping schemes to get more ‘bang for 
their buck’ from their risk budgets.

A key strength of an outcome‑oriented 
approach is that it enables us to consider 
a far wider range of assets than most LDI 
portfolios currently encompass. Although 
income‑generating assets naturally tend to 
dominate the mix, because managers can 
directly match the cash flow from the assets 
to the liability cash flows, outcome‑oriented 
strategies aren’t constrained solely to 
income‑producing assets.

Ted Jennings, Portfolio Manager, Global 
Investment Solutions, outlined the benefits 
of alternative income assets, including 
enhancing income and increasing 
diversification. He also explained why a 
multi‑assset approach provides a good 
means of accessing alternative income. 

Using the analogy of a cheese board to 
highlight the appeal of alternative income 
solutions, Ted said:

“If you think of the traditional fixed 
income world as a cheese platter, where 
cheddar represents corporate bonds, 
stilton, gorgonzola and roquefort would 
represent alternative income solutions. Any 
good cheese platter will of course feature 
cheddar, but it will also contain the other 
cheeses to provide true variety.”

Alternative income solutions highlighted 
include infrastructure debt and commercial 
real estate loans, both of which tend to 
pay a higher return for a similar or lower 
risk than that associated with the more 
traditional assets held by pension schemes.

Giles Payne, a director at HR Trustees, who 
provide independent trusteeship services 
to pension schemes, can see the appeal 
of alternative income solutions. He said 
that “one of the largest challenges facing 
pension schemes today is generating 
cash to pay benefits. If you have a large 
proportion of your investments in fixed 
income they may not generate enough 
cash, particularly if they are LDI‑type 
investments, to pay the benefits. You 
therefore need to seek other forms of 
investment that will throw out a reasonable 
cashflow that will pay benefits.”

MULTI-ASSET SKILLS

Adopting an outcome‑oriented approach 
requires a multi‑asset mind‑set and the 
ability to size and manage all the market 
risks in a portfolio relative both to a 
scheme’s future liability stream and to 
one another. The ability to do so means 
managers can implement changes 
across portfolios far more quickly and 
meaningfully than a scheme whose assets 
are invested across a range of different 
alpha‑chasing ‘best of breed’ managers, 
each of whom might be managing relative 
to a different market index. We believe 
that asset managers should be measured 
relative to meeting the liabilities, the true 
outcome that a scheme is pursuing.

There are no shortcuts, however. To deliver 
on this sort of undertaking takes significant 
investment in the latest risk‑management 
tools and in building investment teams 
with the necessary expertise to make an 
outcome‑oriented approach a reality.

BROAD SUPPORT

A number of major UK consultants and 
pension schemes have already expressed 
their support for this approach. Philip 
Cameron, Secretary to the Trustee at 
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Thales UK Pension Scheme, for example, says that, “I think the 
biggest challenge facing mature pensions schemes today is the 
managing of cashflows to make sure that the income is secure so 
that when we need the cash to pay the benefits, it is there.”

Like Aviva Investors, several major UK consultants and pension 
schemes can see the benefit of making a scheme’s liabilities the 

outcome‑oriented benchmark. And, like us, they understand the 
need to provide pension schemes support and advice when it 
comes to deciding on the appropriate split between hedged and 
unhedged assets or implementing the scheme oversight that 
must go hand in hand with this sort of approach.

THE KEY DRIVERS TO CONSIDER WHEN CONSTRUCTING AN OUTCOME‑ORIENTED STRATEGY TO MEET AN INDIVIDUAL 
SCHEME’S LIABILITIES:

  

How much a scheme needs to pay out in future, including the risk to inflation, will dictate both the maturity profile of an investment 
strategy and the inflation risks to manage. It’s just as important to ensure that a scheme’s short-term cash flow needs are met and that 
the scheme’s assets generate sufficient cash to meet its short-term liabilities.

LIABILITY CASH FLOWS

We can treat regular contributions to be received from the corporate sponsor as an income-only corporate bond when modelling portfolios.

AGREED CONTRIBUTIONS

The current value of assets in a scheme’s portfolio will naturally affect the target return and therefore the required investment risk in the 
investment strategy.

LEVEL OF FUNDING

This is ultimately decided by a scheme’s trustees based on the existing level of funding, the covenant of the sponsor and the desired 
return required on assets.

RISK BUDGET
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