
As UK pension schemes continue to 
mature and de-risk, their investment needs 
are converging with those of annuities. 
By adopting a buy-and-maintain annuity-
style approach, pension schemes and 
other liability-aware investors can better 
align their assets and liabilities, reduce 
reinvestment risks and transaction costs 
and potentially increase expected returns. 

By moving away from a benchmark-driven 
approach, buy-and-maintain portfolios 
also enable schemes to enjoy significant 
savings in transactions charges. This is 
because the level of turnover prevalent 
in bond market indices – sometimes up 
to 20 per cent p.a. or more – means that 
following a benchmark-driven strategy 
quickly becomes an expensive pursuit.

The construction of a benchmark index 
– which will be dominated by the most 
indebted companies, i.e. those with 
the largest bond issues – also exerts a 
strong influence on the duration of the 
benchmark. This is another attraction of 
moving to a buy-and-maintain strategy. 
Namely that it allows pension schemes 

to discard the arbitrary duration of a 
benchmark index and instead set a level 
of duration that’s more in keeping with 
its liabilities. By increasing credit duration, 
pension schemes can also markedly reduce 
their reinvestment risk – in some cases 
by as much as 50 per cent – and, based 
on current market conditions, secure 
higher spreads. By maintaining a flexible 
approach to duration management, 
we can also look to optimise portfolio 
efficiency by increasing the duration of 
assets in the early years and then reducing 
it later as the duration of its liabilities 
naturally declines.

In combining all these attributes, a 
buy-and-maintain investment approach 
enables liability-aware investors to set 
their own hurdle rates. This may sound 
complex, but well-established buy-and-
maintain managers will take this as an 
opportunity to work more closely with 
their clients to agree a higher hurdle rate 
that’s more in line with their funding 
requirement and which takes advantage 
of the increased expected returns that 
buy-and-maintain can deliver.

TAKING OUT COSTS

A buy-and-maintain approach is, by 
design, a low turnover strategy. As an 
annuity manager ourselves, we can 
confidently say that the low turnover 
rate that comes with such a strategy 
can represent annual savings of many 
millions of pounds in transaction charges 
compared to a benchmark-driven 
approach.

The other great boon that comes from 
dispensing with index benchmarks is that 
it also enables our pension scheme clients 
to tailor their portfolios to their own risk 
preferences. The best strategy, by far, for 
long-term investors is to create a portfolio 
that’s well diversified across both market 
sectors and names – not to bind your 
investment outcomes to the fortunes of an 
index which could be heavily over-exposed 
to any one sector or name.

A NEW UNIVERSE

Of course, removing market indices from 
the equation means that we inevitably 
create a smaller investment universe for 
buy-and-maintain portfolios, but it’s one 
that still provides more than adequate 
room for diversification.

Our approach is to focus on defensive, 
developed market investment grade credit 
taking a long-term, fundamentally-driven 
view on the chance of default. This allows 
us to ignore short-term price fluctuations 
and to concentrate on securing the long-
run cash flows our clients require. We 
generally target a portfolio of around 150 
to 200 credits of about equal weight.

Every investment we make is made with 
the intention of holding the asset to 
maturity and ensuring that the overall 
portfolio can deliver the client specific 
hurdle rate. Disposals are only made to 
protect the credit quality of the portfolio 
from sharply deteriorating credit trends 
or to maintain key characteristics such 
as duration. In each case, the hurdle rate 
specifies the net (risk-adjusted) spread the 
mandate aims to earn after accounting 
for expected credit losses. The portfolio 
manager then performs a relative value 
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OUTCOME-ORIENTED SOLUTIONS
A N N U I T Y  S T Y L E  B U Y- A N D - M A I N TA I N  C R E D I T

Currently, few pension schemes are investing like insurers, says Giles Payne, a director at HR Trustees, who 
provide independent trusteeship services to pension schemes. However, Giles says that “going forward that 
must change as cashflow out of pension schemes increases. Insurers are the natural model because of the 
way they run their life and annuity books, and their focus on providing the right income at the right time. “
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analysis, to determine the best investment approach given the 
opportunities available.

CONSTRUCTING PORTFOLIOS

To ensure that issuer and sector diversification is sufficiently 
broad, our buy-and-maintain portfolios also include private 
debt i.e. private placements and private placement bonds and 
non-sterling credit investments. The former allow for broader 
diversification and, thanks to the covenants they possess, are 
likely to exhibit better credit experience.

For clients with sterling liabilities, we tend to prefer sterling-
denominated investments as overseas exposure adds additional 
layers of complexity (and costs). It is important to note that we 
do not have a limit on allocation to non-sterling denominated 
credits, but we would only invest in non-sterling denominated 
assets if there is a clear benefit to the client in terms of 
diversification, valuation or liquidity. As sectors such as basic 
industry, capital goods, consumer cyclicals, technology and 
media, tend to be under-represented in the sterling-denominated 
markets we can add such exposure through overseas holdings. 
To achieve this diversification, and with all else being equal, 
we might seek to invest around a third of the portfolio in such 
names. The allocation may be higher if there are also valuation 
or liquidity benefits that it can bring. This is quite a contrast from 
the 60-70 per cent in US dollar-denominated credits that would 
result from a typical global credit mandate.To hedge non-sterling 
currency and interest-rate risks we employ cross-currency swaps 
for long-term hedges and FX forwards and futures for short-term 
hedging strategies. Meanwhile, to protect capital, we can also 
employ credit default swaps if extreme market illiquidity becomes 
a concern.

Throughout the process, our portfolio managers, credit analysts 
and dealers continuously monitor each portfolio and its 
investment universe for macro and issuer-specific news, rating 
changes, analyst updates and new investment opportunities.

A NEW APPROACH TO RISK

Rob Gardner, co-CEO at Redington, an independent investment 
consultant to pension funds and other long-term savings 
institutions, believes that pension schemes who adopt an 
insurance–style approach need to be aware of new risks, 
including leverage as well as reinvestment risk and default risk. 
They also need to change the way they measure and monitor risk. 

CHARTING A COURSE

With interest rates still at record lows, the cost of meeting 
pension scheme liabilities has risen, leaving many schemes with 
even greater deficits. By focusing on the absolute credit risk of a 
client’s portfolio, a buy-and-maintain approach can avoid much 
of the cost and the downside risk that comes from following an 
arbitrary market index and markedly increase the return per unit 
of risk.

Importantly, by increasing credit duration to be closer to the 
duration of a scheme’s liabilities, the liquidity and credit spread 
risks that come with reinvestment are also much reduced. It 
means that a buy-and-maintain portfolio might be turned over 
just once during the lifetime of the liabilities rather than the 
two or three times that is more likely with a benchmark-driven 
approach. These factors help to explain why today’s pension 
schemes are increasingly drawn towards an annuity-style buy-
and-maintain-style of investing.

Jon Exley, a partner in KPMG’s Investment Advisory practice, 
certainly believes that “it is inevitable that a large number of 
pension funds will start investing like insurers.” He explains that 
“for a long time there was a perception that the way insurers 
invested was very dull and pension schemes knew much more 
about investment. I think that attitude has changed completely 
and people in the pensions industry are looking to learn from the 
experience of insurers in managing assets and liabilities. Now that 
pension schemes are maturing and are reaching the stage where 
they are moving into self sufficiency or buy out, it is natural that 
they start looking at how insurers deal with the same problem.”

His views are echoed by Rob Gardner, who said that “looking 
back over the past five to seven years, a handful of our clients 
have gone down this route so the ground work has been done. 
Typically these involved pension schemes that were linked to a 
bank or insurance company or those that had a weak sponsor. 
However, we are now entering a phase where smaller pensions 
schemes can start to invest this way.” But, he concluded, that to 
implement this approach successfully you need to appoint a fund 
manager who is adept at LDI and investing in credit.
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