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A HEALTHIER FINANCIAL
ENVIRONMENT MAKES IT THE IDEAL
TIME TO THE TACKLE THE PENSIONS

ISSUE ONCE AND FOR ALL, SAYS
GILES KEATING OF CREDIT
SUISSE FIRST BOSTON.

T
he concerns over pensions that dominated
b o a rd rooms a year ago have ge n e ra l ly subsided as
the stock market has re c o ve red and bond yields
h ave ri s e n . These market moves have boosted assets
and reduced the discounted value of liabilities.
H o w e ve r, the issue has by no means gone away.
T h e re has been a stark demonstration of the
v u l n e rability of pension funds to asset pri c e

f l u c t u a t i o n s , e ven on the actuarial valuation basis, and all the more so
under FAS 17 or the proposed revisions to IAS 19.

The effect has been to place the issue permanently on the ra d a r
s c reens of both equity analysts and rating age n c i e s . M o re o ve r, t h e
w i d e s p read partial or full closure of final salary sch e m e s , and their
replacement by defined contribution (DC) arra n ge m e n t s , can hard ly be
re ga rded as satisfa c t o r y, as it leaves a widening disparity of benefits
among employ e e s , and re m o ves a useful re c ruitment and re t e n t i o n
t o o l . It is tempting to re ga rd today ’s healthier markets as re m o v i n g
the need to tackle these issues. It is almost cert a i n ly wiser to re ga rd
the better financial env i ronment as offe ring an excellent opport u n i t y
to address them pro p e r ly.

B R E ACHING THE G A P. The core problem for investment of the assets
of final salary pension funds is usually posed starkly as a ch o i c e
between the higher expected returns but also higher volatility of
equities and the mu ch better liability matching pro p e rties but also
mu ch lower returns of bonds (fixed rate or inflation-linked as
a p p ro p ri a t e ) . Evidence of the gap in returns is stro n g, with equities in
both the US and the UK offe ring a real annual ave ra ge total return of
some 6.5% over the past 150 years , while the current real yield on
inflation-linked go vernment bonds is about 2.5%.

Eq u a l ly, of cours e , the volatility of equities, and the liability
m a t ching pro p e rties of bonds have been clearly demonstrated ove r
the past four years . The debate since the publication of the Myners
Re p o rt about the re l a t i ve merits of these two broad asset classes has
been conducted with almost re l i gious fe r vo u r. Equity proponents point
o u t, i nter alia, how the volatility of returns on the asset class falls ove r
l o n ger holding peri o d s . Bond support e rs point to issues such as

s u r v i vo rship bias in historic equity returns data and the very ge nu i n e
risk of decade-plus underp e r fo r m a n c e . To the extent that a consensus
is emergi n g, it is that most funds should be looking to a rise in
nominal and inflation-linked bond weightings – the speed depending
on the pace at wh i ch their funds are maturi n g. Some advisers also
a rgue that the act of closing a fund creates a step increase in its
m a t u ri t y, wa r ranting a matching step increase in the bond weighting.

A STARK C H O I C E ? A l re a dy, some limited extra options have been put
to most trustee board s , and some ideas have been implemented.
I nvestment consultants are encoura ging trustees to look beyond the
modest yield pick-up offe red by inve s t m e n t- g rade corp o rate bonds.
P ro p e rt y, following a two-decade decline as an asset class for pension
f u n d s , has re c e n t ly seen a tentative re n a i s s a n c e , helped by the
e m e rgence of new pooled investment ve h i c l e s .

Attention has also been focused on so-called alt e r n a t i ve assets,
including hedge funds, p ri vate equity, high yield, e m e rging market
b o n d s , c u r re n cy and tactical asset allocation funds. Ea ch offe rs so m e
combination of potentially attra c t i ve return and dive rs i f i c a t i o n
p ro p e rt i e s . H o w e ve r, while it is crucial to review all these possibilities,
t h ey have no coherence until they are drawn together into an ove ra l l
s t ra t e gy for targeting good returns while minimising asset vo l a t i l i t y
re l a t i ve to liabilities.

I nvestment consultants usually provide data on the split between
p e n s i o n e rs , a c t i ves and defe r re d s , and often show probability ra n ge s
for the fund’s surp l u s/deficit on va rious asset allocations. Useful as this
i s , it does not provide sufficient information to allow a full,
fundamental rethink of the fund’s asset allocation stra t e gy. To do this,
it is necessary to look at a complete year- by -year projection of the
f u n d ’s liability cashflows and the corresponding expected asset
c a s h f l o w s .

For any pension sch e m e , the liabilities can, of cours e , be viewed as a
s e ries of future outgoing cashflows. While the exact shape va ri e s
among sch e m e s , it is usual for these cashflows to follow a ro u g h ly
b e l l -shaped curve . Payments are initially modest, assuming that there
a re more current employees and defe r reds than there are pensioners .
Between seven and 15 years , the cashflows start to rise steeply, a s
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m o re people re a ch re t i rement age and a peak payment rate may be
re a ched in 20 to 25 years , a l ways depending on individual sch e m e
ch a ra c t e ri s t i c s . B eyond this, the cashflows fall away gra d u a l ly, into a
tail that may be more than 50 years into the future . Equities make
clear sense as an investment to fund the very long-dated part of these
l i a b i l i t i e s , gi ven that they offer a high expected re t u r n , the volatility of
wh i ch falls sharp ly with longer holding peri o d s . Over 25 years , t h e
volatility of the return on US equities has actually been less than on
ro l l e d - o ver Treasury bills. Some pro p e rty holdings may also make
sense here . The implied perc e n t a ge of the port folio needed to match
this block of assets will vary acc o rding to each sch e m e ’s liability
p rof i l e , but for typical funds it is likely to be so m e wh e re around 30%.

H o w e ve r, as the holding period for equities starts to fall below 25
y e a rs , the volatility of the expected returns has histori c a l ly been mu ch
h i g h e r. So for the short e r- and medium-dated liabilities, out perhaps as
far as 25 years , the volatility of equities makes them less suitable fo r
t rustees and sponso rs concerned about the risk of a move into
substantial deficit for a period of time. If risk tolerance is gre a t e r, t h e n
the cut- off time hori zon could be shortened so m e wh a t, but wo u l d
p ro b a b ly still be at least 15 to 20 years .

FINDING SUITABLE FUNDING. To fund these short- to medium-term
l i a b i l i t i e s , the best choice is likely to be some form of fixed income
i nve s t m e n t. S u ch investments should not be arbitra ri ly bench m a r k e d
to some ge n e ric such as the 15-year gi lt index. I n s t e a d , their dura t i o n
should bro a d ly match that of the outgoing cashflows. I n d e e d , i d e a l ly,
the expected cashflows from the investments should at least
a p p rox i m a t e ly match those of the liabilities. M o re o ve r, to the extent
that liabilities are inflation-linked, so should the assets be.

In short, we are suggesting there should be a liability-based
b e n ch m a r k, of the so rt proposed by the majority on the Staples Inn
a c t u a ri e s ’ working party last year. B u t, c ru c i a l ly, we are re c o m m e n d i n g
that this be applied only to funding of short- to medium-term
l i a b i l i t i e s , out to 15 to 25 years , depending on risk tolera n c e . T h i s
allows the remaining assets, as noted above , to benefit from the
higher return on equities. M o re o ve r, and again cru c i a l ly, w e
recommend that substantial elements of yield enhancement fro m
c redit exposure and alpha tra n s fer should normally be applied to
v i rt u a l ly all the fixed income port fo l i o.

Taken toge t h e r, these two points sweeten the lower- return pill of
using a liability based benchmark to the point wh e re the medicine is
almost pleasant, p a rt i c u l a r ly once the fund starts to enjoy the gre a t ly
reduced vo l a t i l i t y. A simple example will illustrate this. I m a gine a
pension fund that curre n t ly has 70% equities and 30% gi lt s , and say
the actuaries assume 8.5% return on the fo r m e r, 5% on the latter, a n d
2.5% inflation. This gi ves an ave ra ge assumed port folio return of
7 . 4 5 % , or 4.95% in real terms. N o w, suppose the fund is re j i gge d , a s
p roposed above , to align closely with its liabilities. Some 30% is
retained in equities to match the liabilities beyond 25 years , wh i l e
70% goes into fixed income assets, and let us assume that all of these
a re inflation-linked, aligned with the liability cashflows, and with a
c u r rent real return of 2.5%.

On top of this, yield enhancement adds say a further 150bp. Fro m
the actuary’s pers p e c t i ve , the fund now has an ave ra ge return of 7.1%.
T h e re is a price to pay for the va s t ly impro ved liability matching in
this example, but it is not enormous: 35bp in annual yield,
c o r responding in net present value terms to between 5% and 7% of a
fund with an ave ra ge duration of about 15 to 20 years .

The key here , of cours e , is to find yield-enhancing assets wh i ch ,
taken toge t h e r, will produce a figure such as the 150bp assumed in
this example. St a n d a rd inve s t m e n t- g rade corp o rate bonds, c u r re n t ly

offe ring spreads over Libor of up to about 70bp, will not do the job.
Fo rt u n a t e ly, t h e re is a wide ra n ge of other possibilities and the ri g h t
solution is likely to invo l ve a port folio of these. A s s e t- b a ck e d
s e c u ri t i e s , based on collateral such as credit card re c e i vables or
c o m m e rcial mort ga ge cashflows, offer potential inve s t m e n t- g ra d e
returns up to 200bp or more over Libor. I nve s t m e n t- g rade tra n ches of
c o l l a t e ralised debt obligations have even greater potential. In either
c a s e , the return over Libor would then be combined with appro p ri a t e
s waps to provide full inflation protection at the date appro p riate to
the liability cashflows.The same appro a ch can be applied to the
returns from many of the alt e r n a t i ve asset classes curre n t ly being
p roposed by the investment consult a n t s . S o, for example, the re t u r n s
f rom hedge fund investments or commodity funds can be ove r l a i d
with inflation-linked swaps to incorp o rate them into a stra t e gy of this
t y p e .Yet another va riant is to isolate the outperformance element of a
favo u red fund manager in, s ay, the Japanese equity market, by
s wapping out of their bench m a r k, a process sometimes known as
‘ p o rtable alpha’.

TAILORMADE SO L U T I O N S. It is wo rth asking whether some of the
same ideas cannot be applied to the post-final salary pension
s ch e m e s . In the vast majority of cases, e m p l oy e rs have tried to wa s h
their hands, s i m p ly offe ring DC sch e m e s . This is a short-sighted policy
that is likely to lead to big problems in the future , as it gra d u a l ly
becomes apparent to employees how miserable the re s u lting pensions
a re likely to be – and how volatile their projected benefits have
b e c o m e . A potentially far better alt e r n a t i ve is signalled by the
fo resightedness of firms such as Nationwide and more re c e n t ly
B a rc l ay s . Their fo r mula is to offer an inflation-linked ave ra ge salary
s ch e m e . This hy b rid is intri n s i c a l ly cheaper than final salary since it up-
rates earlier years ’ service in line only with price inflation, not any re a l
i n c rease in an employ e e ’s pay. It also lends itself well to the asset
allocation stra t e gy outlined above . The short- to medium-dated
liabilities can be funded through inflation-linked assets with yield
e n h a n c e m e n t, with the longe r-dated liabilities funded very ch e a p ly
t h rough equities, wh i ch offer a mu ch higher potential excess re t u r n
o ver price inflation than they do over wa ge inflation.

Ta i l o ring the exact details of such stra t e gies to individual funds will
take time and substantial investment in trustee training may be
necessary to obtain agre e m e n t. But the potential re wa rd is to cre a t e
funds in wh i ch , c o m p a red to the past, assets and liabilities are fa r
better match e d , risk is being taken in a mu ch more focused way, a n d
u n re mu n e rated ri s k, s u ch as the mismatch between the duration of
assets and liabilities, has been virt u a l ly eliminated. We see these are
o b j e c t i ves as well wo rth investing in.
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