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It’s almost impossible to avoid discus-
sions of liability driven investing (LDI) 
today if you are a pension plan sponsor. 
The strategy is a new twist on an old 
idea, using concepts long understood 
by the pension community in new ways 
to address the challenges of operating 
a plan successfully. Pension plan spon-
sors have long sought information from 
their actuaries and consultants about 
the nature of their assets and liabilities, 
but the old concept of a thrice-yearly 
asset-liability management study that 
is then used to develop a separate asset 
allocation strategy no longer fi ts the 
bill in today’s fast-moving markets. A 
straightforward asset allocation based 
on equities, fi xed income, a bit of cash 
and an alternatives bucket equally 
doesn’t take advantage of the breadth 
and depth of the investment options 
available today. Effi ciency on an asset-
only basis isn’t suffi cient.

The approach to pension plan 
investing that LDI strategies propose 
draws on new thinking regarding the 
relationship between liabilities and 
assets – and importantly new tools for 
gathering and analyzing this informa-
tion – and the increasing acceptance 
in the marketplace of new investment 
instruments, namely derivatives. LDI 
simply wasn’t an option for pension 
plans fi ve or 10 years ago. It is today. 
LDI is best viewed as a new approach 
to pension plan management that can 
be implemented in as many steps as a 
plan sponsor deems appropriate.

Every plan has liabilities with a dif-
ferent profi le. LDI involves looking at 
those characteristics and tailoring the 
plan’s asset management more closely 
to them. “LDI isn’t a product but a 
customized investment approach to 
plan-specifi c situations. The range of 

approaches varies greatly from strate-
gies that seek to completely immunize 
pension liabilities against interest rate 
fl uctuations to strategies that simply 
extend the current portfolio duration to 
partially reduce the rate sensitivity of 
the plan surplus. The further the plan 
moves down the immunization spec-
trum the greater the reduction in rate 
sensitivity at the cost of upside return 
potential. A trade-off that needs to be 
evaluated based on each plan’s specifi c 
objectives,” explains Patrick J. O’Brien, 
President of Evergreen Institutional 
Asset Management.

Why would pension plans want to 
reorganize their approach to pension 
investing? The reasons are many and 
varied, but one sits on the top of the 
pile. Pension plans have access to a lot 
of information today, just like all inves-
tors. Timely information about the 
state of plan’s assets and liabilities is 
absolutely necessary when markets are 
changing as rapidly as they are today. 
What all this information is pointing 
out, though, is that pension plans are 
exposed to more risks than perhaps 
they once supposed. Traditionally pen-

sion plans viewed risk as the volatility 
of their assets. LDI defi nes risk as the 
volatility of the funding status. Many 
elements form a part of this equation, 
including interest rate risk, infl ation 
risk and market risk. But the risk with 
the most bite, though, is probably the 
mismatch in the duration of the liabili-
ties against the duration of the plan 
assets, particularly fi xed income.

One of the largest issues for pension 
plans in recent years has not been 
the obvious one – volatility of equity 
markets – though this does of course 
impact funding rations. Rather pension 
liabilities have been growing faster in 
an era when rates were tending to fall. 
This highlights a growing gap between 
equities, the largest element of most 
pension plan assets, and liabilities. 
This situation puts a strain on one of 
the most common truisms in investing, 
that over the long run, equities will 
outperform bonds. Alongside this tru-
ism, pension plans have long thought 
that conventional fi xed income invest-
ing was a low-risk option. As with all 
investing, low and high risk are always 
relative concepts. When it comes to 
pension plans with liabilities that are 
generally longer than any conventional 
fi xed income index, investments in 
bonds are rarely as low risk as they 
may seem. 

But even as observers point out 
some of the inconsistencies of past 
approaches to pension plan investing, 
they stress that the answer isn’t always 
the shortest distance between two 
points. Duration mismatch and other 
hidden risks suggest that a higher 
allocation to fi xed income may be in 
order. But that answer while intuitively 
obvious may not be the right one, or 
indeed a possible one for plans that 

Why Liability Driven Investing Makes Sense 
for Pension Plans Today

With funding levels rising alongside interest rates, the argument for LDI 
is becoming more persuasive. 

By Sylvia Jameson

The plan sponsor could keep 

the majority of the portfolio 

in equities and hope that it 

will be okay. But if you’ve done 

a proper quantifi cation of 

risks, then you will probably 

want to reduce your exposure, 

where possible
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are underfunded. Many plans that are 
underfunded cannot afford the decrease 
in expected returns that would result 
from simply shifting a greater propor-
tion of assets from equities to bonds. 
Just mitigating risk doesn’t mean that 
the plan will be in a position to pay 
pensioners in the future.

However, the situation regarding 
risk is becoming clear to all pension 
plan sponsors and often suggests that 
some change should be made. “After an 
analysis of the pension plan’s liabilities, 
exposure to interest rates and infl ation, 
and longevity risk, the question is ‘Do 
you want to hedge anything?’ The 
plan sponsor could keep the majority 
of their portfolio in equities and hope 
that it will be okay. But if you’ve done 
a proper quantifi cation of risks, then 
you will probably want to reduce your 
exposure, where possible,” says Robert 
Guzman, head of derivatives and LDI 
strategies at Aberdeen Asset Manage-
ment. “The duration mismatch risk 
dwarfs the risks that you allow your 
active managers to take.”

Having systemic risks within a pen-
sion plan is particularly dangerous in 
today’s economic, fi nancial and regula-
tory environment. Ten years ago, asset 
returns were outstripping liabilities 
payouts; today that’s not the case. Vola-
tility in the fi nancial markets affects 
all investors. Pension plans have been 
particularly hard hit by weak interest 
rates and sometimes diffi cult equity 
markets. At the same time, some of 
the ease once afforded pension plans 
by regulations and accounting rules is 
disappearing.

Two key developments are forcing 
plan sponsors to reassess investment 
policy. Since the beginning of this 
year, corporate plan sponsors have 
been required to post the net funded 
status of the plan on the company bal-
ance sheet, rather than in a footnote. 
This overhaul of Financial Accounting 

Standard 87 (FAS 87), which addresses 
pensions and retiree healthcare, was 
part of the measures taken in the wake 
of the Sarbanes-Oxley Act of 2002 to 
streamline corporate accounting. Pen-
sions and retiree healthcare should be 
treated, from a corporate accounting 
standpoint, just as other compensation 
arrangements are, and refl ected in the 
main accounts. Government accounting 
regulation for public plans looks to be 
following suit. Congressional reforms 
have limited smoothing periods and 
added requirements for companies 
to contribute to underfunded plans. 
Future developments, such as the 
expectation that the Financial Account-

ing Standards Board will ask for net 
funded status to be refl ected on the 
profi t and loss statement also present 
challenges to plan sponsors.

LDI presents a solution to these chal-
lenges, by helping to close the duration 
mismatch gap and limit funding volatil-
ity. But it isn’t necessarily a solution 
that requires dramatic, all or nothing 
changes. For most plans, adopting LDI 
is an iterative process with more than 
one well-defi ned step. “We approach 
the implementation of LDI as a three-
step process. First, replace the current 
fi xed income with longer duration fi xed 
income designed to hedge liabilities. 
Second, reduce volatility of the return 
generation component by focusing 

more on absolute versus relative 
return. Third, consider the pros and 
cons of using leverage to further hedge 
the liability beyond what can be done 
with the fi xed income portfolio,” says 
Aaron  H . Meder, head of asset-liability 
investment solutions, Americas direc-
tor at UBS Global Asset Management. 

While the need for change and the 
attraction of LDI strategies is begin-
ning to be understood by U.S. plan 
sponsors, there remains some distinct 
hesitation to actually implement LDI 
solutions. To a certain extent, the pres-
sures of regulation are not as great in 
the U.S. as they eventually became in 
Europe, where plans in the U.K. and 
the Netherlands have been using this 
process for a number of years. Regula-
tion in these markets have forced pen-
sion plans to mark the plan to market 
on a regular basis and these changes 
have highlighted the need to dampen 
funding volatility signifi cantly. LDI has 
been very effective in these markets in 
solving this issue.

Another reason that some plans 
have been loath to employ LDI is more 
pragmatic. The solution seemed too 
expensive if the plan was underfunded. 
And until the last 18 months, funding 
ratios were simply too low to make it 
possible for plan sponsors to sell the 
solution to their parent company.

Playing the waiting game may be 
dangerous, though. “Many U.S. plan 
sponsors are looking at implementation 
of an interest rate risk management 
process as a timing call. To the extent 
they remain exposed to interest rates, 
they think rates will rise. To the extent 
they implement LDI, they think rates 
will decline. We see this as a symptom 
of the natural tendency to manage 
returns, rather than risks and returns,” 
says Clint Cary, investment strategist at 
The Northern Trust Company. “Some 
are considering rebalancing strategies 

Continued on page 8

Derivatives can be a far more 

effective instrument for 

hedging the interest rate risk 

embedded in longer-term 

liabilities
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European credit 
is an attractive
asset class

European credit 
markets provide
many total return
opportunities

• The European credit market has grown considerably with the advent of
the common Euro currency. It includes high grade and high yield 
corporate bonds, financial institution capital, asset backed securities,
including residential and commercial mortgages, emerging market debt,
and leveraged loans. M&A risk is mitigated for legal, political and
cultural reasons and a high percentage of new issue investment grade
bonds have change of control protection. The European credit market 
offers an excellent opportunity for portfolio diversification for 
non-European investors.

• Relative to the United States’ fixed income markets, the younger
European credit market has less analyst coverage. Differences of opinion
about credit quality among rating agencies and market 
participants are much more common in Europe. With multiple 
currencies, regulatory environments, and differences in investor behavior,
the European credit markets offer skilled European credit analysts 
and portfolio managers a wealth of opportunities.

Why You Should Explore 
Europe’s Credit Markets

E V E R G R E E N  I N V E S T M E N T S

0

50

100

150

200

250

300

350

400

1999 2000 2001 2002 2003 2005 2006 2007 YTD2004

178

99

198

143

216

151

218208

142

204

146

280

6472

130
160

349

187

   
U

S$
 B

ill
io

n

European              US

European vs. U.S. Corporate Bond Issuance*

Source: Merrill Lynch
Data as of April 2007
* European Corporates which excludes financials, Govs, agency, supra, pfandbriefe, ABS/MBS but includes public and private

and fixed and frn for 2006 and 2007. US Corporates which excludes financials, Sovs, ABS & MBS for 2006 and 2007.

07pi0380a.pdf         RunDate: 8/ 20 /07                Full Page     Color: 4/C

07pi0380.qxp  8/8/07  12:21 PM  Page 1



• What are the risks embedded in my liabilities? What risks am I prepared 
to live with in my asset portfolio? How much risk should I allocate 
to return-seeking strategies? If you are asking these questions, the 
experience of pension funds in Europe provides an important illustration
of the latest approaches to LDI.

• The combination of regulatory and market environments in Europe 
has led a number of pension funds to be early adopters of customized
portfolio solutions designed to meet pension liability requirements,
employing new instruments and financial innovations beyond 
traditional investments.

• Evergreen Investments, through its European Credit Management
Limited (ECM) investment platform, has been at the forefront of 
combining European credit investment experience with the design and
management of LDI programs for pension fund clients in Europe. ECM
has experience in managing a number of LDI strategies, including fixed
and inflation linked liability cash flow matching, interest rate and 
currency management, and active management of excess return (index
linked or absolute return). ECM’s portfolio construction process 
combines liability hedging, active returns from selectable European 
credit sources, and elimination of unrewarded risks, available in multiple 
currencies and customized to each client’s requirements.

Europe can teach
us new approaches
to liability driven
investment (LDI)

Evergreen’s ECM 
is recognized as a
leading European
fixed income 
manager*

E V E R G R E E N  I N V E S T M E N T S

* Global Investor’s European Bond Manager of the year 2004 and 2005; Winner

of European Fixed (Active) Category 2006 and Boutique of the Year 2007.
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that incorporate a combination of time 
based, interest-rate based, and/or cash-
fl ow based approaches to moving from 
a low hedge ratio to a higher hedge 
ratio. Some are even looking at inter-
est rate timing across the yield curve, 
choosing to protect certain segments 
of the curve fi rst, based upon their 
(or their advisor’s) strong opinion on 
the future of the yield curve. However, 
when reducing their equity exposure, 
few plan sponsors are pausing to con-
sider the level of interest rates in terms 
of when to transition. The major factor 
is the position of the equity market at 
the time of sale. Sell high, buy low. But 
with most timing calls, the opposite is 
usually the case.”

One of the other sources of hesitation 
when it comes to LDI implementation 
is the use of derivatives. Even though 
more U.S. plans are using derivatives, 
or allowing their asset managers to 
employ these instruments under man-
date, the construction of LDI strategies 
virtually requires the use of derivatives, 
and can be most effective when the plan 
itself enters into swap agreements. Par-
ticularly for smaller plans, this can be a 
hurdle that is diffi cult to surmount, as 
they may not have in-house expertise in 
utilizing derivatives. There are also sig-
nifi cant costs associated with the need 
for additional tax, accounting and legal 
documentation. Managing a derivatives 
portfolio, particularly a swap portfolio, 
requires the ability to quantify and 
monitor over-the-counter counterparty 
exposure. But the asset management 
industry is creating a broad range of 
structures, including pooled vehicles 
that can be used to address some of the 
implementation issues. And the benefi ts 
of using derivatives, particularly the 
ability to access duration in a deep and 
liquid market, can outweigh the costs.

Because the fi rst issue LDI seeks 
to address is duration mismatch, 
understanding the facilitating role that 
derivatives play is a necessary condi-
tion. “Because of their relatively long 
duration profi le and the short supply 
of long duration physical bonds, hedg-
ing longer-term liabilities represents a 
unique challenge within an LDI context. 
With a duration just under 15 years, 
even the 30-year Treasury bond is a far 
from ideal hedging instrument against 
the interest rate risk attributable to cash 
fl ows beyond 20 years,” explains Chris-

tian Pariseault, vice president and fi xed 
income investment director of Pyramis 
Global Advisors. “Derivatives can be a 
far more effective instrument for hedg-
ing the interest rate risk embedded in 
longer-term liabilities. For example, 
zero coupon swaps can be used to 
establish portfolio exposures along the 
yield curve that closely match longer 
term liabilities.”  

The LDI conversation that is going 
on between plan sponsor and asset 
manager today is very interesting, 
and can mark a considerable change 
in that relationship. Thinking back to 
the traditional approach, where a plan 
sponsor determines an overall asset 
allocation and then divides this into 
a series of investment mandates, the 

plan sponsor is the only one who sees 
the big picture of assets and liabilities; 
each asset manager knows only their 
constraints and their performance. 
Implementing an LDI solution, even just 
for the fi xed income portion, requires 
knowledge about the entire plan, assets 
but more importantly liabilities. One 
of the hallmarks of LDI is managing 
dynamically around changing liabilities 
(unless of course the plan is frozen), 
so an asset manager cannot implement 
an LDI solution in a vacuum. This type 
of approach can require skills that a 
plan sponsor won’t have in-house, so it 
makes sense to work more closely with 
an asset manager.

Getting involved at an earlier stage 
in the decision-making characterizes 
the new experience. “There is a more 
interactive relationship with the client 
if you are running a total portfolio solu-
tion that involves setting a customized 
benchmark, implementing an overlay 
program and having a return-generat-
ing asset,” says Jonathan Beinner, 
Chief Investment Offi cer and Co-Head, 
US and Global Fixed Income at Gold-
man Sachs Asset Management. “In 
this case, setting the benchmark is an 
integral part of the discussion and it 
makes it more of a partnership with the 
client.”

The fi rst step in any LDI process is to 
reanalyze the pension, accurately iden-
tifying and quantifying the risks that 
are being run, paying particular atten-
tion to the volatility of the funding ratio 
– the relative measure of how assets 
are performing against liabilities. Even 
if a pension fund does little more than 
this phase of the process today, it will 
provide the plan sponsor, and impor-
tantly his or her boss with a wealth of 
information. Knowing the likelihood 
of the pension plan meeting its future 
liabilities is a key piece of knowledge, 
of as much use to the CEO and CFO as 

Liability Driven Investing 
Makes Sense 
Continued from page 5

Continued on page 12

Many U.S. plan sponsors are 

looking at implementation 

of an interest rate risk 

management process as a 

timing call. We see this as 

a symptom of the natural 

tendency to manage returns, 

rather than risks and returns
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Confidence, they say, comes from the inside. And at times, from the outside. Confidence is what you get with
Northern Trust. You’ll have access to a breadth of quantitative capabilities and global investment solutions.
Solutions to help you manage risk and return, delivered with both precision and transparency. So whether you’re
looking for alpha or beta, you’ll be confident you can deliver the results. To find out how we can help, call
Robert S. Gray at 312-444-7361 or visit northerntrust.com.
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Liability Driven Investment (LDI) Strategies:  A fresh focus on meeting pension
plan obligations

Unpredictable Markets Demand a Flexible Strategic Approach
Corporations, governmental entities and other organizations that sponsor pension, workers compensation and
health-care plans understand that the benefits promised by their plans must be viewed as an obligation, both
morally and financially. But in the financial markets, where most plans invest their assets, there are no
guarantees.  The ability to adapt to changing economic and market conditions is critical in the liability-funding
arena.  Volatile markets, lackluster interest rates and growing corporate regulation have impacted pension plans.
At FTAM, we believe standard strategies such as the capital asset pricing model (CAPM) to guide asset allocation
and a standard 70% equity/30% fixed income mix is outdated and highly inefficient.  The variability of income
streams and the mismatch of “portfolio durations to liability schedules” can leave plans unable to meet their
obligations in a timely fashion.  In contrast, we believe liability driven investment strategies, or LDI, can establish
a dynamic link between the nature of a pension plan’s liabilities and management of the associated assets.

LDI Redefines Risk and Redeploys Assets for Maximum Effectiveness
The conventional approach to pension investing focuses almost solely on the risk-and-return characteristics of a
plan’s assets. Moreover, risk is most often defined as volatility of asset values and/or absolute returns.  An LDI
strategy takes a different approach. LDI is the process of identifying liability streams and matching those
streams with incoming cash flows from investment assets. Risk is defined as the volatility of a plan’s funded
status; LDI ties risk management directly to a plan’s liabilities.  

FTAM’s LDI Investment Strategy:  Seeking Certainty in an Uncertain World
FTAM employs four highly developed, comprehensive stages to help pension plans build LDI strategies that can
satisfy short- and long-term liabilities even in problematic investment environments:

Stage 1: Identify liability streams. This stage addresses the questions: What are the plan’s liabilities? And,
What will it cost to cover them?
Stage 2: Create custom benchmarks. A plan-specific index or benchmark can be created to represent the
chronology of plan specific liability needs.  
Stage 3: Develop core (Beta) investment portfolio. A portion of the portfolio is designed to produce a core
level of return needed to cover plan expenses.
Stage 4: Overlay Alpha investment strategies. At FTAM, we implement various “Alpha” strategies to
diversify the opportunity for returns in excess of a plan’s index needs.

Beyond Traditional Equity Investing
Many plans, especially those which are under funded, may continue to need equity exposure to seek returns
beyond what is available in the fixed income market.  Risk in the equity markets continues to impact plan asset
allocation strategies.  An equity index investment approach, by definition, is designed to track the benchmark it
is replicating.  As a result, the manager will own all stocks, both good and bad.  There is no discrimination of the
names and, hence, the performance should track to the benchmark exactly.  By adding fees, index strategies are
ensured to under-perform the benchmark being replicated.  In certain respects, the 130/30 equity-type strategies
should increase in popularity as investors utilizing passive solutions seek to more efficiently address this issue.

FTAM’s 130/30 Investment Strategy:  “Structured Large Cap Plus” – Seeking Unconstrained Alpha
What is 130/30? A typical 130/30 equity investment strategy is a portfolio that will own 130% long positions and 30%
short positions.  The cash proceeds generated from the short positions are used to purchase additional long positions,

which adds further diversification and creates a net
long position of 100%.  A traditional long-only
strategy limits stocks to be underweighted by their
weight in the benchmark.  There are 250 stocks in the
S&P 500 that have weights less than 10 basis points.
The 130/30 strategy allows the manager to relax the
long-only constraint (short a stock) to hold a more
meaningful underweight, beyond a zero weight, for
these smaller represented stocks.    

0

$100 $130

130% Long/30% Short

Stock Portfolio 
with Net Value 

of $100

Buy Long $30
with Short Proceeds

Sells Short $30Buys long $100
with Cash

Example of 130/30 Equity Long-Short Strategy

$30

-$30-$30
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Fifth Third Asset Management, Inc. (FTAM) provides comprehensive investment advisory services for
institutional clients.  FTAM offers a broadly diversified asset management product line utilizing proprietary
mutual funds, commingled funds, and separate accounts.  Through teams of experienced and knowledgeable
investment professionals, advanced research resources and disciplined investment processes, our goal is two-
fold: produce superior, long-term investment results and client satisfaction.

While easier said than done, a manager beats the benchmark by simply overweighting stocks that outperform
the benchmark and underweighting stocks that under perform the benchmark.  Underweight positions are
every bit as important as the overweight positions with respect to relative performance.  At FTAM, we believe
that limited shorting of stocks can and will enhance the efficiency of a portfolio.  

Quantitative Investing
What about risk?  In a quantitative investment process, the tracking error (active risk) can be managed and built
into an investment model. The risks specific to shorting individual stocks are important to acknowledge but can
be largely diversified away.  In a portfolio context, a stock movement with a negative effect on the portfolio’s
relative performance is possible regardless of whether it is a long underweight or an absolute short. 

Quantitative investing and 130/30 strategies are highly complementary.  Through a combination of rigorous
back testing, validation, and live performance, quants have a thorough knowledge of their alpha process –
including a characterization of how their models perform in predicting underperforming stocks.  Most quants
have a highly disciplined risk management approach within the portfolio construction process.  

FTAM’s Structured Large Cap Plus
Here at FTAM we employ the objectivity, discipline and consistency of a pure quantitative approach in our
130/30 strategy, Structured Large Cap Plus:

Stage 1: Universe Screen. This stage identifies all stocks with market capitalizations above $3billion.
Stage 2: Filtering Process. We screen out financially distressed firms on the long side, and hard to borrow
stocks on the short side, as well as illiquid securities.  
Stage 3: FTAM Alpha Model. Our quantitative engine is designed to forecast returns for stock in four
factor groups:  valuation, earnings quality, capital discipline, and sentiment.
Stage 4: Portfolio Construction. Seek the maximum optimized return for the desired amount of target risk,
resulting in a highly diversified portfolio of long and short positions.

Our model is designed to utilize the most predictable and risk efficient sources for excess returns.  Stock
selection risk is the key component we seek, over timing economic events or sector performance.  This is the
most consistent source of alpha, and thus, allows the projected information ratio to be maximized.

Wide Range of Applications:  Transforming variability into predictability
LDI and 130/30 strategies are appropriate for virtually any institutional investment account facing substantial
liabilities.  What does the future hold for the financial markets, and for pension plans that rely on investment
returns to meet liabilities?  Perhaps the answer isn’t as complicated as many observers might think.  At FTAM,
we believe that following an LDI strategy is the ideal way to address that assets and liabilities will be matched
and that plan sponsors will have the assets necessary to meet plan obligations. And further, we believe that
maximizing the efficiency of equity investing allows a better opportunity to seek needed growth. 

When applied constructively by our Investment Team, LDI strategies can strengthen your balance sheet, manage
your financial ratios and help you to keep future promises to plan participants. If you would like to learn more
about how FTAM can help meet your plan investment needs, please call 1.800.786.8651.

Fifth Third Asset Management, Inc. is an investment adviser registered under the Investment Advisors Act of 1940. The
information presented in the material is general in nature and is not designed to address your investment objectives, financial
situation or particular needs. Prior to making any investment decision, you should assess, or seek advice from a professional
regarding, whether any particular transaction is relevant or appropriate to your individual circumstances. The opinions
expressed herein are those of FTAM and may not actually come to pass. This information is current as of the date of this issue
and is subject to change at any time, based on market and other conditions.

www.ftam.com
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it is to the plan sponsor, thanks to the 
changing regulatory environment.

This idea is leading some observers 
to place LDI and pension management 
strategies overall into a larger context. 
The pension plan has long been seen as 
a non-core activity at most companies 
and non-core even to the activities of 
the treasury department. But as inves-
tors and rating agencies ask questions 
and the government wonders about 
funding suffi ciency, this view is chang-
ing. “I look at the pension plan as part 
of the capital structure and hence part 
of the enterprise risk management.  By 
focusing on the asset side of pensions, as 
companies have historically, they have 
been ignoring both the liabilities and 
the corporate fi nance framework. What 
is happening now is that both of these 
are being brought into the equation 
to considerable effect,” says Michael 
Peskin, managing director of Morgan 
Stanley Investment Management.

Because LDI is not a one-size-fi ts-all 
answer, it can be used to effect a number 
of different results. Sometimes this 
can mean a fully matched, immunized 
strategy when the plan sponsor wants 
to draw a line under the matter of the 
defi ned benefi t plan. However, unless a 
plan is closed, the plan could encounter 
funding volatility issues purely because 
of the nature of the participants. Manag-
ing dynamically is part of the ongoing 
process of most LDI strategies. But the 
idea the pension plan is integral to the 
risk management function of the entire 
company will ensure that the changes 
in the plan will be accommodated just 
as other fl uctuations, such as the price 
of oil or interest rates are handled on 
a day-to-day basis within the fi nancial 
function.

If plan sponsors need any evidence 
for how an LDI approach can ben-

efi t their plan and its participants, they 
need look no further than the insur-
ance industry, which has long followed 
an asset-liability approach to investing 
in the long-tail lines of business such 
as workers compensation and medical 
malpractice. Because of the long-term 
nature of the reserves held by insurers 
to cover potential claims, these com-
panies have followed various duration-
matching and other strategies that are 
good introductions to liability driven 
investing. Of course, there are substan-
tial differences between the pension 
and insurance industries, but as plan 
sponsors and their bosses reassess 
approaches to pension investment, the 
insurance industry with asset-liability 
management at the core of the enter-
prise offers a useful blueprint.

The move to LDI is just beginning 
to pick up steam in the U.S., with 
some large plans adopting modifi ed 
versions of the practice. For medium 
and small plans, the going is slow, 
as they digest the information, and 
assess potential changes to plan design 
and job descriptions. Yet changes in 
tactics seem inevitable. By relying on 
standard-issue strategies such as the 
capital asset pricing model to dictate 
asset allocation, which often results 
in a one-size-fi ts-all, 70% equity/30% 
bonds portfolio, plans may be putting 
themselves at risk of being unable to 
meet their future liabilities. What LDI 
suggests is a review of that approach, 
an individualized analysis of the plan’s 
position and a customized solution that 
will limit the risk of not achieving the 
goal.

LDI may not be the answer for all 
plans. But it does represent a leap in 
terms of creative thinking about how 
to solve a cluster of issues plaguing the 
defi ned benefi t pension plan. With con-
tinued pressure from regulatory and 
accounting authorities, combined with 
a more favorable investment environ-

ment that has fewer plans desperately 
underfunded, it may be the moment 
to consider what help LDI might 
bring. Says Mitch Stapley, chief fi xed 
income offi cer of Fifth Third Asset 
Management, “We are seeing LDI 
moving forward among U.S. pension 
plans. It’s happening because plans are 
beginning to be fully funded again. LDI 
doesn’t work unless the plan is fully or 
close to fully funded. It took the equity 
market volatility early in this decade to 
focus people’s minds. LDI didn’t make 
sense then, but it does now. The tide is 
irreversible.” ■

Liability Driven Investing 
Makes Sense 
Continued from page 8

Implementing a Four-Step 
Process

Step One: Liabilities 
Understanding the liabilities and 
constructing a liability driven 
benchmark

Step Two: Risk Budget 
Defi ne objectives and risk toler-
ance, and set risk budget against 
this bench mark, taking into 
account regulatory constraints 
and funding strategy. Identify risk 
budget versus liability benchmark 
portfolio 

Step Three: Asset Strategy 
Create a portfolio that includes 
matching and return-seeking 
assets. Optimize based on return 
expectations, assumed correlations 
and scenario analysis. Identify 
optimum asset policy within risk 
budget

Step Four: Implementation 
and Monitoring 
As LDI is a dynamic strategy, 
proper implementation and moni-
toring procedures must be created 
to ensure that the plan portfolio 
continues to meet its benchmark, 
risk budget and return expectations
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Many forces are conspiring to suggest 
that U.S. pension plans at least look at 
what liability driven investing (LDI) 
can do to help them meet future chal-
lenges. Most plan sponsors can see that 
equity returns, albeit better these days 
than six or seven years ago, cannot be 
relied upon to make up for current or 
potential shortfalls in funding. In addi-
tion, interest rates – again higher than 
a few years ago – are not expected to 
rise to levels where they will be suffi -
cient to plug holes in funding. Combine 
these realities with an increase in 
accounting and regulatory oversight, 
and consequently concern from senior 
management, and the need to consider 
alternative methods of pension plan 
investing are clear.

LDI provides a framework that gives 
plan sponsors tools to analyze their cur-
rent situation and predict future experi-
ence. But the heart of LDI is a change 
in investment focus and that requires 
the plan to take action. It is here that 
some plans are balking, unclear about 
how and how best to implement the 
changes implied by shifting investment 
focus to LDI. 

Those asset management fi rms with 
expertise in LDI investing, whether 
with U.S. plans or those in Europe 
where the practice is more widespread, 
understand the hesitation. “We believe 
that pension plans should adopt LDI, 
because the risks, particularly the 
duration mismatch risk is untenable 
and plan sponsors are not being paid to 
take this risk. But we don’t suggest that 
plans shift into LDI all at once. Rather 
we suggest implementing the program 
over 18 months to three years, perhaps 
in a programmatic way such as 10% 
every quarter. This takes the emotion 
out of it,” says Robert Guzman, head 
of derivatives and LDI strategies at 
Aberdeen Asset Management.

The aim of most plans that are 
considering the LDI methodology is 

an attempt to control funding volatility. 
There are two reasons for contem-
plating this kind of change. On the 
one hand, as funding volatility has 
accounting implications, it can poten-
tially play havoc with a company’s 
balance sheet if it isn’t controlled. On 
the other hand, a signifi cant increase 
in underfunding will make it neces-
sary for the sponsoring organization 
to make a cash contribution to top 
up the plan. No sponsor wants either 
outcome. Implementing LDI limits 

the likelihood of these results, but it 
does also limit the likelihood that the 
plan will develop an outsize surplus. 
By limiting downside risk, the plan is 
limiting upside potential.

The fi rst step for all plans adopt-
ing LDI methodology is to gather 
information about the nature of their 
liabilities and their risk profi le, and 
then establish a new benchmark and 
risk budget. Armed with this informa-
tion, the plan sponsor then looks at 
the profi le of the assets against this 

fuller picture of the liabilities. Often 
the discrepancy is stark, with the level 
of duration mismatch on the order of 
seven to 10 years.

This duration mismatch can suggest 
a change in the fi xed income strat-
egy. But for plans unwilling to make 
wholesale changes to asset allocation, 
or even to fi xed income mandates, 
another choice exists. An overlay can 
extend the duration of the fi xed income 
portion of the portfolio synthetically 
without making any changes to the 
underlying managers or asset alloca-
tion. But pursuing such a course does 
require the use of derivatives.

“Derivatives can allow you to 
enhance your opportunity set of 
long duration bonds and also make 
effi cient use of capital,” says Dan 
Tremblay, institutional portfolio 
manager at Pyramis Global Advisors. 
“Without derivatives you are forced 
to invest in a much smaller and less 
diversifi ed universe, namely long-term 
government and industrial corporate 
bonds. Derivatives can be used to 
synthetically create long-duration 
fi xed income exposures across the 
full spectrum of credit and securitized 
sectors, many of which don’t exist 
beyond 10 years in the cash markets.” 
The market for U.S. fi xed income 
derivatives, particularly Treasuries, 
is one of the oldest, deepest and most 
liquid markets in the world. It is also 
possible to negotiate with managers as 
to which instruments are acceptable. 

An overlay is one approach that 
addresses the challenges posed by 
new regulations practically. Sometimes 
it is better to do something, even if it 
doesn’t solve the problem completely, 
than wait until a holistic solution can be 
implemented. The current environment 
may suggest such an approach because 
as more plans become fully funded, the 
fl exibility exists to reconfi gure parts of 

Clearing the Implementation Hurdle
Putting the theory into practice can seem daunting when it comes to LDI, 

but by working closely with your advisors, the process can be relatively painless.

We believe that pension 

plans should adopt LDI, 

because the risks, 

particularly the duration 

mismatch risk is untenable 

and plan sponsors are not 

being paid to take this risk. 

But we don’t suggest that 

plans shift into LDI 

all at once

Continued on page 16
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1 The surplus risk is simply the uncertainty or volatility of the difference between the asset and liability valuations, divided by the asset
valuation itself.  2 If no directly comparable bond index is available, then plan sponsors can simply adjust to account for the difference in
duration between the next best index and the liability stream. 3 Duration of a typical plan: (30% fixed income x 5 years) + (60% equity x 0
years) = 1.5 years. Duration of a plan that has extended duration: (30% fixed income x 10 years) + (60% equity x 0 years) = 3.0 years.

Fortunately, this liability challenge comes at a
time when sponsors have access to many new
financial instruments, such as interest rate
derivative contracts, and a wider array of invest-
ment opportunities. These new instruments
provide an expansive toolkit for managing
assets relative to liability exposures. The issue
most plan sponsors face is not the arithmetic of
structuring an optimal investment policy, but
rather, managing the transition from their
current policy to a liability-driven policy.

In this article, we explore three approaches plan
sponsors can take as they move along the path
towards greater awareness of their pension
liabilities.

A Starting Point: Managing to the
True Benchmark
Any liability-driven approach to investment
policy requires pivoting from an asset-only to an
asset-liability focus. Once plan sponsors make
that shift and treat the risk and return character-
istics of the liability stream as the true bench-
mark, the measurement of overall risk and return
must change as well. The impact of changes in
these measurements becomes more pronounced
as the plan sponsor moves to a mark-to-market
environment – a movement that is driven by
changes in pension regulations and accounting,
both approved and pending.

Most investment performance is reported as
total return. From a liability-driven perspective,
though, what matters more is the asset’s invest-
ment performance relative to changes in liability
values. A simple first step that most plan spon-
sors can follow is to report investment perfor-
mance in total return terms and relative to
liability returns. As a proxy for liability returns,

plan sponsors can use a long-duration bond
index, with a duration comparable to the liability
stream.2 This step provides observable evidence
of any changes in the asset-liability surplus.

Furthermore, by conducting a performance
attribution on the surplus, plan sponsors can
highlight the consequences of the duration
mismatch between the existing investment
policy and the liability stream.

Usually, once plan sponsors understand the
implications of the interest rate mismatch, they
will want to consider changing their investment
policy. The following four investment alterna-
tives provide concrete directions to help plan
sponsors make that change. 

Option One: Immunization
One approach is to invest the vast majority of

the portfolio in bonds that are cash-flow-
matched or duration-matched to the plan’s liabil-
ities. While taking this approach can clearly
reduce the plan’s risk, it has a few limitations.
First, it will not generate any excess returns over
the liabilities and it requires a significant reallo-
cation of assets. Only plans who are fully funded
would find this option suitable.

The following two approaches attempt to
solve the liability challenge by hedging some or
all of the unwanted interest rate risk of liabili-
ties, while at the same time preserving and
achieving long-term growth of plan assets in
excess of liabilities. 

Option Two: Extending Duration 
In a duration extension strategy, a plan shifts its
existing fixed income core-plus exposures to a
“core-plus portfolio with long duration,” with
investment objectives, constraints and deriva-
tives usage left largely intact. This option fits
neatly into the traditional framework with little
to no disruption to the overall plan – the plan

simply switches to a long-duration benchmark,
and simultaneously allows for an expanded use
of fixed income derivatives to manage the
increased duration risk.

Duration extension also involves a risk-
management trade-off. For example, a typical
plan that doubles its bond duration from 5 to 10
years would see its overall plan duration also
double from 1.5 to 3 years.3 While three years of
plan duration is still a lot less than that of a
typical liability (average liability is 12 years), it is
certainly a move in the right direction.

A less appreciated benefit of extending dura-
tion is a potential increase in expected returns
relative to liabilities. Usually, long-duration
assets carry a premium, called the term premium,
which compensates for taking the risk of longer
maturity assets. The duration mismatch between
assets and liabilities results in a negative expo-
sure, or short position, to that term premium,
which acts as a drag on the expected return on
assets relative to liabilities. Closing a plan’s
asset-liability duration gap (even by a couple
years) reduces a plan’s surplus risk and moder-
ates the drag from being short the term premium.

An attractive feature of duration extension is
that plan sponsors can choose from a wide array
of benchmarks, ranging from traditional indices
such as the Lehman Long Gov/Corp Index (with
an 11-year duration) to customized benchmarks
that could combine bonds, long-dated swaps
and complementary exposures such as inflation-
linked securities. Using customized benchmarks,
plans can further tighten the duration match
between assets and liabilities.

To be sure, duration extension strategies
applied to less than half of plan assets cannot
be viewed as a final solution. Rather, it presents
a viable means to begin moving the dial,
without revisiting the plan’s entire asset
allocation strategy.

The interest rate environment over the past several years has made plan sponsors acutely aware that the
duration mismatch between their assets and liabilities poses a significant risk to the solvency of their plans.
Indeed, for many plans, nearly half of the surplus risk1 can be derived from this mismatch in interest rate
exposure. Both the new pension legislation and proposed changes in the accounting structure provide
incentives for plan sponsors to pay closer attention to this risk when designing investment policy.

Closing the Gap: Addressing the Liability Challenge

07pi0382a.pdf         RunDate: 8/ 20 /07                Full Page     Color: 4/C

07pi0382.qxp  8/7/07  4:32 PM  Page 1



3. Find the size of the allocation to the
return-generating portfolio necessary to
achieve the target return over liabilities. 

4. Allocate the remaining cash to the
hedging portfolio. The surplus risk of an opti-
mized portfolio (one that includes the use of
active strategies) is much lower than that of a
more standard portfolio (one that has a higher
bias to equity holdings, does not have signifi-
cant allocations to active strategies and does
not manage the interest rate mismatch).
Moreover, the contribution to surplus volatility
from the interest rate mismatch can be signifi-
cantly lower in the optimized portfolio. 

Many institutional investors are faced with
constraints, imposed either internally or exter-
nally, that do not give them the flexibility to fully
implement this type of solution. Nevertheless,
investors can make incremental improvements
to portfolio efficiency by applying portions of
this approach. For example, the efficiency of the
return-generating portfolio can be improved by:

Option Three: Total Portfolio Solution
To achieve the benefits of the third option, plan
sponsors are required to restructure their invest-
ment policy design to create two sub-portfolios:
one that hedges the interest rate exposures
inherent to liabilities and another that generates
returns in excess of those liability streams. 

The purpose of the hedging portfolio is to
minimize the impact of changes in interest rates
on the volatility of changes in the surplus. Ideally,
the risk characteristics of the portfolio would
exactly match those of the liability stream. The
return-generating portfolio, on the other hand, is
not correlated to the liabilities. The main advan-
tage is that it can increase diversification, lower
risk and improve potential returns. This approach,
which requires the use of derivatives, can be
implemented through the following four steps:

1. Find the target return on assets relative to
liabilities. This is determined by the current
funding ratio and the investment horizon.
Holding all else equal, when the funding ratio is
less than one, the assets must generate a return
in excess of liabilities in order to restore fully
funded status (assuming no contributions). In
general, the longer the time horizon, the lower
the target return.

2. Find an optimal return-generating portfolio.
Plan sponsors can use the futures markets to
obtain equity market exposure, freeing up
capital to invest in active strategies such as
overlay, currency overlay, global tactical asset
allocation (GTAA) and hedge funds. By including
the broadest number of asset classes, an
optimal portfolio will be created. 

liabilitiessets

4 Typical Current Plan assumes a 65% global equity, 30% fixed income, 5% cash portfolio with the fixed income portion benchmarked to the Lehman Brothers U.S. Aggregate Index. Immunization assumes a 100%
fixed income portfolio benchmarked to the plan’s liabilities and passively managed; remaining surplus risk reflects mortality and other non-interest-rate actuarial risks. Extended Duration assumes fixed income is
benchmarked to the Lehman Brothers U.S. Long Government / Credit Index. Total Portfolio Solution assumes a 30% fixed income asset allocation plus derivative positions that, collectively, effectively hedge 70%
of the plans’ interest-rate-related liability risk. Total Portfolio Solution also assumes a 35% allocation to global equity and 30% allocation to absolute return strategies where the latter are assumed to have a low
correlation to global equity markets and to carry an 8% risk with 0.7 Sharpe ratio. The correlation between pension liabilities and global equity is assumed to be zero.

THIS MATERIAL DOES NOT CONSTITUTE AN OFFER OR SOLICITATION IN ANY JURISDICTION WHERE OR TO ANY PERSON TO WHOM IT WOULD BE UNAUTHORIZED OR UNLAWFUL TO DO SO. Prospective investors
should inform themselves as to any applicable legal requirements and taxation and exchange control regulations in the countries of their citizenship, residence or domicile which might be relevant. Past performance
is not indicative of future results, which may vary. The value of investments and the income derived from investments can go down as well as up. Future returns are not guaranteed, and a loss of principal may
occur. Opinions expressed are current opinions as of the date appearing in this material only. No part of this material may, without GSAM’s prior written consent, be (i) copied, photocopied or duplicated in any
form, by any means, or (ii) distributed to any person that is not an employee, officer, director, or authorised agent of the recipient. In the event any of the assumptions used here do not prove to be true, results are
likely to vary substantially. These examples are for illustrative purposes only and do not purport to show actual results. Indices are unmanaged. The portfolio risk management process includes an effort to monitor
and manage risk, but should not be confused with and does not imply low risk. This material is provided for educational purposes only and should not be construed as investment advice or an offer or solicitation
to buy or sell securities. Expected return models apply statistical methods and a series of fixed assumptions to derive estimates of hypothetical average asset class performance. Reasonable people may disagree
about the appropriate statistical model and assumptions. These models have limitations, as the assumptions may not be consensus views, or the model may not be updated to reflect current economic or market
conditions. These models should not be relied upon to make predictions of actual future account performance. GSAM has no obligation to provide updates or changes to such data. 

Copyright © 2007, Goldman, Sachs & Co. All rights reserved. (07-4513)

For more information, visit 
gsamldi.gs.com

adding exposures to overlay strategies and/or
market neutral hedge funds, swapping public
equity for private equity exposure, or incubating
an LDI solution with a portion of a portfolio and
implementing it as if it were being applied to the
whole plan.

Conclusion
Although the appetite for liability-driven
investment policy has increased, deciding how
to implement it is not easy. There isn’t a one-
size-fits-all solution that is right for every plan.
Each plan is likely to have important, unique
differences that require a different LDI
approach. Whether an investor opts to simply
extend duration or takes more substantial steps
towards reframing their investment policy
design, we’ve outlined a roadmap to follow to
create greater awareness of pension liabilities. 

Impact of Implementing Liability-Driven Investment Strategies4

Typical
Current Plan Immunization Extend Duration Total Portfolio Solution

Active Equity 65% 0% 65% 35%

Active Fixed Income 30% 100% 30% US Long 30% US Long Duration
Duration 40% Long Bond Overlay

Cash 5% 0% 5% 5%

Absolute Return Strategy 0% 0% 0% 30%

Plan Duration 1.35 years 11.0 years 3.30 years 7.70 years

Annualized Expected Excess 2.21% 0.0% 2.24% 3.10%
Return vs. Liabilities

Surplus Risk 11.75% 2.00% 10.93% 6.89%
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the plan investment strategy without 
triggering the need for additional con-
tributions on the part of the sponsoring 
organization.

Take for instance a plan that has lia-
bilities with a duration of 15 years, but 
is running its fi xed income portfolios 
against the Lehman Aggregate index 
with a duration of under fi ve years. 
By placing an overlay that extends the 
duration of the portfolio to 12 years 
goes some way to mitigating duration 
risk. But equally the plan could change 
the benchmark for its existing fi xed 
income managers to a longer index, 
such as the Lehman Long Govern-
ment/Credit index in order to press 
them to extend their portfolio duration 
physically.

But what about the smaller pension 
plan, that may have constraints on the 
use of derivatives and lack the internal 
expertise to analyze and monitor LDI 
type investments? “For clients with 
smaller pension plans who are consid-
ering an LDI approach to managing 
plan assets, there are a number of 
options they can consider. One option is 
certainly increasing their fi xed income 
exposure and/or lengthening duration 
of those fi xed income assets. The sec-
ond option can be utilizing derivatives 
to hedge the interest rate risk of the 
plan while maintaining their existing 
asset allocation,” says Lee Freitag, 
LDI product manager at The Northern 
Trust Company. “Using derivatives for 
a smaller plan (those less than about 
$250 million) can be cost prohibitive 
and managing the derivatives contracts 
without in-house expertise can be chal-
lenging. Pooled vehicles can address 
these issues by allowing clients to have 
access to a fund that manages interest 
rate swaps in predetermined duration 
buckets. Clients can then pick and 
choose the duration buckets or pools 

that best hedge their interest rate risks 
in an LDI framework. In addition, pooled 
funds can also offer alpha depending 
on the underlying investments.”

This is an interesting point, as even 
medium-sized pension funds can fi nd 
the maintenance of swap portfolios, 
with the attendant counterparty risk 
and need to manage complicated legal 
documentation, onerous. “Plan sponsors 
in the U.S. to date have had hesitation 
in implementing LDI strategies partly 
due to a lack of complete awareness 
or experience with derivative-based 

strategies being offered. The use of 
derivative-based tools in a broader LDI 
solution via a commingled or note-type 
vehicles can remove some of the pause 
translating discussions into solutions, 
says Patrick J. O’Brien, President of 
Evergreen Institutional Asset Manage-
ment. “Clearly, the incorporation of 
plan performance into consolidated 
fi nancial statements is heightening the 
interest of CEOs and CFOs in manag-
ing the potential increased volatility to 
earnings this brings.”

One thing an LDI strategy is not is a 
push to full immunization. While this is 

possible, and may indeed be advisable 
for some plans, it probably isn’t the 
right answer for most open plans. The 
problem with a completely matched 
portfolio of liabilities and assets is that 
there is no opportunity to make excess 
returns. Some excess return is prudent 
under almost any scenario. It is also 
impossible to set a fully matched port-
folio and expect it to be fully matched a 
month later in an open plan. So one of 
the implementation decisions that faces 
most plan sponsors contemplating LDI 
is how much of the portfolio should 
be allocated to LDI and how much to 
return generating strategies?

A sophisticated approach involves 
earmarking a certain portion for asset 
matching, by overlay, physical securi-
ties, or pooled vehicles (or a combi-
nation thereof), and another portion 
for return generation. The alpha – or 
return generating piece, then, could be 
invested in any asset class and could be 
run under a different benchmark than 
the LDI portion. By being very clear 
about the purpose of this portion of the 
portfolio, it frees the plan sponsor to 
consider a broad range of asset class 
possibilities.

“Because investors are rethinking 
their entire portfolio under LDI, it is 
an opportunity to rethink the return 
generating possibilities as well. So we 
are seeing higher allocations to hedge 
funds, private equity and zero-beta 
strategies such as currency overlays 
and GTAA. It’s not an enormous shift in 
risk, though we are seeing at the mar-
gin, an increase in allocations to fi xed 
income,” explains Jonathan Beinner, 
Chief Investment Offi cer and Co-Head, 
US and Global Fixed Income at Gold-
man Sachs Asset Management.

To date, few U.S. plans have imple-
mented LDI strategies, either in whole 
or in part. But it is clear that many are 
thinking about following in the foot-
steps of large plans such as General 
Motors and International Paper. ■

Because investors are 

rethinking their entire portfolio 

under LDI, it is an opportunity 

to rethink the return 

generating possibilities. 

We are seeing higher 

allocations to hedge funds, 

private equity and zero-beta 

strategies such as currency 

overlays and GTAA

Clearing the Implementation 
Hurdle 
Continued from page 13
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Making LDI relevant for your plan
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risks that are well compensated, while
hedging the risks that are not. In the
most simple terms, this can be
achieved by hedging some of the lia-
bility risk via long-duration assets,
while still focusing on generating
return with the remainder of the 
portfolio.

Applying LDI to your situation
We posit that there are six key consid-
erations that need to be addressed to
find the right LDI strategy for a plan.

1. Return generation: What is the
right balance between active risk and
equity market risk?  

2. Strategic liability hedge: What is
the desired long-term strategic hedge
ratio?

3. Tactical liability hedge: How
should a plan implement the long-
term strategic hedge?

4. Liability hedging focus: Should a
plan hedge the surplus/(deficit) or
the funding ratio?

Liability-driven investing (LDI) has
recently gained some ground among
US plan sponsors. However, there is
still a high level of confusion about
how LDI can be put to work for each
unique sponsor situation. The most
common misconception about LDI is
that plans must reduce long-term
return expectations, because equities
need to be exchanged for long dura-
tion bonds in order to immediately
eliminate the asset-liability mismatch. 
We do not believe this is the case. 

Stated simply, our view of LDI identi-
fies the liability as the investment
benchmark. It is not about solely
investing in the benchmark—primarily 
long-duration bonds—but rather
about understanding the risks that are
taken relative to the liability. The chart
below graphically demonstrates this
reframing: We believe there is an
opportunity to maintain long-term
return expectations while reducing
risk significantly relative to the liability
benchmark, which moves away from
the traditional equity/bond policy
portfolio. The goal is to take those

5. Allocation to return generation:
How much return does a plan need to
pay its benefits long term?

6. Dynamic risk budgeting: Should
the plan be rebalanced to a constant
split between return-generating assets
and liability-hedging assets or should
it manage this split dynamically as the
funded status changes?

In our experience the answers to these
questions are driven by the following
key factors, which define a plan
sponsor’s unique situation:

Time horizon: The plan’s time horizon
determines how the plan sponsor
thinks about risk. This is typically a
function of the relative size of the plan,
the health of the sponsor, and the
maturity of the plan. In our view, the
shorter the time horizon, the less a
large exposure to equities make sense.

Funded status: The plan’s funded
status drives the behavioral aspects of
tactical hedging along with the need
for long-term return generation.

Goal: What is the plan sponsor’s goal?
If, for example, the sponsor wants to
terminate or immunize the plan, then
derisking the plan as the funded status
approaches a predefined target
becomes important. 

Giving consideration to all these
parameters helps to create LDI solu-
tions that are tailored to the needs
and goals of each plan.

For more information, please contact
Kevin O’Connor at 617-757 4964.

LDI framework – lower expected risk at similar levels of return

Expected standard deviation of assets vs. liabilities
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Morgan Stanley Investment Management 

is a proud sponsor of the P&I 2007

Liability Driven Investing Conference.

Please join our featured speaker, Michael Peskin, as he presents 

An integrated pension solution overview: a case study 

on integrating risk budgeting and allocations within a 

corporate finance and enterprise risk framework. 

Michael is the head of Morgan Stanley Investment Management's Global Pension

Solutions group. The group is responsible for advising and providing the senior financial

management of pension sponsors with the financial strategies and solutions they need

to position their pensions for the future. 

With 31 years of retirement finance experience, Michael has spoken

and written extensively on a wide variety of pension finance and

investment issues. Most recently, he co-authored CFO Double

Jeopardy: Your Capital Structure and Your Pension Plan, in which

he explores the dangers associated with “doubling up” on the risks 

in a pension plan and the larger capital structure.

© 2007 Morgan Stanley
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Global Portfolio Solutions at Morgan Stanley

The Global Portfolio Solutions (GPS) group provides clients with customized asset/liability

management solutions. GPS’s consultative approach offers integrated solutions for an

increasingly complex set of portfolio management challenges including liability hedging,

measurement of embedded beta, emergence of new risk factors, expanded investment

opportunities and the requirement for higher and more consistent returns. 

Prominent thought leaders from across Morgan Stanley have spent the past two years

integrating their deep experience in pension and corporate finance with innovative 

analytical tools to help assess and position pension plans for future success. Our team of

seasoned professionals is experienced in developing and articulating tangible solutions

to complex problems that senior management, boards, and trustees face.

To request a copy of 

CFO Double Jeopardy: 

Your Capital Structure and 

Your Pension Plan,

please email

Info@morganstanley.com

07pi0384b.pdf         RunDate: 8/ 20 /07                                      Full Page     Color: 4/C

07pi0384.qxp  8/7/07  4:38 PM  Page 2



Liability Driven Investing
ADVERTISING SUPPLEMENT

20

One thing has become clear in the last 
year. Defi ned benefi t pension plans 
are more sensitive to funding volatility 
– and volatility in the income statement, 
balance sheet and cash fl ow statement. 
New accounting rules and new funding 
requirements make it necessary that 
pension plans revisit a number of long-
standing assumptions. Even if they end 
up with the same choices at the end of 
the process, this is a perfect time to 
reconsider benchmarks, risk budget-
ing and even asset allocation.

Liability driven investing (LDI) 
provides a framework with which to 
make some of these decisions. The 
principal factor that plan sponsors 
should consider when thinking about 
the plan benchmark, one of the fi rst 
new decisions a plan needs to make, is 
the structure of the plan itself. A plan’s 

liability structure can be analyzed using 
traditional bond metrics such as dura-
tion, convexity and partial durations. 

Some other clues can be found in 
the frameworks prescribed by the new 
regulations.  Phase one of the Financial 
Accounting Standards Board (FASB) 
accounting project is one element that 
a plan sponsor needs to take into con-
sideration. These mandate that the net 
funded position of the pension plan is 
reported on the balance sheet, rather 
than in a footnote. Potentially this could 
increase balance sheet volatility, which 
would have to be explained to share-
holders and rating agencies. Although 
further phases of the project will likely 
involved running the net funded volatil-
ity through the income statement, it 
not part of the current requirement. 
Nevertheless plan sponsors suspect 

that the accounting changes affecting 
the balance sheet will increase the 
funding cost. 

Liability driven investing or surplus 
management, as it is sometimes 
termed, is a strategy that can mitigate 
some of these effects. Funding volatil-
ity has not been an issue because the 
actual measurement of this volatility 
was not evident. That’s because the 
relationship of plan assets to liabilities 
was somewhat hidden under layers of 
smoothing, an allowed process that 
computed pension liabilities based on 
a four-year weighted average of market 
interest rates, while investment gains 
and losses were spread over fi ve years. 
Smoothing dampened the effects of vari-
ability in either assets or liabilities, but 
arguably it obscured the true fi nancial 
and economic position of the pension

Making the Right Choices about Benchmarks, 
Risk Budgeting and Asset Allocation

Setting a new benchmark is an integral part of the liability driven investing equation. 
But it isn’t as straightforward as it might look.

This is what it wouldThese are the liabilities
cost to hedge the exposure

Matching a future liability stream with the U.S. Treasury strip curve will produce a custom benchmark
that reflects a plan’s specific liabilities, time frame and portfolio duration.
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plan. Recent rule changes make the 
position much clearer, making it 
imperative for pension plans to manage 
the relationship between assets and 
liabilities on a market value basis.

Starting from fi rst principles, this 
new view may require rethinking the 
plan benchmark, the risk budget and 
eventually the plan asset allocation. 
Two new FASB statements – FAS 87 
and FAS 158 – provide guidance on 
measuring the fi nancial accounting 
liability, known as the Pension Benefi t 
Obligation (PBO) and recognizing the 
difference between the PBO and the 
market value of plan assets. Changes 
in the relationship will be recorded as 
other comprehensive income and fl ow 
through directly into shareholders’ 
equity, net of tax.

The other major change arises from 
the Pension Protection Act of 2006 
(PPA), which defi nes a funding target, 

or the funding liability. Beginning 
next year, the shortfall amortization 
– one of two elements that are used to 
determine the minimum contribution 
requirements for a defi ned benefi t plan 
– will be calculated on the excess of the 
funding target over the market value of 
plan assets. 

It is possible to use either of these 
more transparent calculations as a new, 
LDI-style benchmark because both are 
long duration – more than 10 years in 
most cases – and much longer than 
current fi xed income benchmarks, 
which can be as short as four years. 
There will be differences because they 
use different calculation methods, 
but it will probably be useful for plans 
to know how they are doing against 
both accounting liabilities and funding 
liabilities.

The modelling required to make 
both of these calculations is not as 

straightforward, certainly, as using 
the Lehman Aggregate index as a 
benchmark. Plan sponsors must work 
closely with their actuaries to project 
future benefi t payments, based on each 
member’s defi ned accrued benefi t. A 
spot rate yield curve must be chosen 
to give an appropriate discount rate 
and then a present value determined 
for each participant based on this 
discount rate. 

But even then it may not be clear. 
“Measuring risk relative to liabilities 
requires modelling of the liability and 
understanding the liability’s market-
related exposures. Many people have 
taken an overly simplistic approach 
by modelling the liability as a short 
position in a long-duration bond,” says 
Greg Fedorinchik, executive director 
and strategist at UBS Global Asset 
Management. “Such an approach 

Continued on page 24

These hypothetical examples are for illustrative and educational purposes only.

Custom
Index

Source: Fifth Third Asset Management
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LDI —Transforming the

Institutional Landscape

Top-Level Financial Analysis

As a result of recent regulatory changes, the move toward 

mark-to-market for accounting and funding determinations 

is now underway. Over the next several years, the impact of 

capital market conditions including interest rates and plan 

sponsor investment returns will become increasingly trans-

parent and dramatic. Balance sheets are now more vulner-

able to pension fi nancials as a consequence of Financial 

Accounting Standard (FAS) No. 158. The cash fl ows of many 

plan sponsors will come under increasing pressure over the 

next several years as the provisions of the Pension Protec-

tion Act of 2006 are phased in. It is also widely anticipated 

that the fi nal act of regulatory reform, completion of Phase II 

of the FASB pension accounting project, will increase plan 

sponsor income statement volatility as pension cost deter-

minations more fully refl ect the effects of interest rate and 

capital market volatility. In response plan sponsors and the 

institutional investment community have begun to scrutinize 

and evaluate the impact of pension fi nancials on top level 

fi nancial performance. For example, there have been a num-

ber of publications by Wall Street fi rms slicing and dicing the 

impact of pension fi nancials on the S&P 500® Index compa-

nies. This attention will continue to grow as mark-to-market 

regulatory standards become fully operative. Future pension 

investment decisions will be based on criteria that explicitly 

refl ect their impact on top-level fi nancial performance.

Liability Analysis

Until now, pension liability analysis was largely confi ned to 

benefi t payment projections and a separate aggregation of 

liability for active and retired employees. Little attention was 

focused on the impact of changes in the level and shape 

of the yield curve on liability values because it didn’t really 

matter that much. Now plan sponsors and their consultants 

are beginning to focus greater attention on liability profi l-

ing which applies fi xed income portfolio analysis to pension 

liability measurements. This will provide useful information 

on the sensitivity of liability values to changes in the level and 

shape of the yield curve that can be used by plan sponsors to 

develop customized investment strategies designed to meet 

performance and risk management objectives. 

Risk Budgeting

Until now risk budgeting has not been applied to the pension 

investment process by plan sponsors with the same level of 

rigor as seen elsewhere inside their business operations. To a 

large extent this was a consequence of the pension regulatory 

environment. This is beginning to change as the move toward 

mark-to-market increases the relevance and usefulness of

the metrics and methods of risk budgeting to the pension

investment process. Risk budgets based on metrics that

identify and quantify the impact of pension investment 

strategy on top level fi nancial performance will have greater 

importance. Measures like funding level Value at Risk

represent an intuitive and logical extension of the discipline

of risk management to the pension investment process.

Stress testing can also be used to evaluate the effectiveness

of strategies designed to hedge interest rate risk and yield 

curve exposure under extreme market conditions.

Derivatives

Derivatives will play an increasingly prominent role in the 

evolution of LDI. Even relatively straightforward duration exten-

It is clear that interest in LDI has moved to the forefront for plan sponsors, investment consultants, 

and asset management fi rms. What is perhaps more interesting is that LDI is altering the way these 

participants think about liability management. Plan sponsors are more focused on the impact of 

pension fi nancials on top level fi nancial performance, and requiring more effi cient investment 

solutions to navigate the fi nancial turbulence of a mark-to-market fi nancial accounting and funding 

environment. Investment consultants have become increasingly pro-active at the strategic level of 

the investment process. And among asset management fi rms, LDI is further intensifying product 

development efforts such as portable alpha, absolute return, and portfolio overlay strategies that will 

respond to the requirements of DB plan sponsors.

Pyramis Global Advisors I Research Paper

By Mike Senoski, Chris Pariseault, Dan Tremblay

Pyramis Global Advisors
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sion strategies often include a derivative component. But the 

leverage and fl exibility they provide are a critical component 

of more complex LDI strategies. Derivatives enhance the risk 

management process, expand the investment opportunity 

set across the yield curve, and facilitate the implementation 

of exposures not possible with cash bonds. Plan sponsors 

have become increasingly aware of the potential advantages 

of derivatives-based LDI strategies. As a consequence both 

large and small sponsors who avoided using derivatives in 

the past are now taking a much closer and harder look at the 

potential risks and rewards of these strategies. At the same 

time more and more asset management fi rms are ramping 

up their derivatives management capabilities and incorporat-

ing derivatives into their investment strategies and products. 

Firms that cannot demonstrate derivatives expertise will be at 

a competitive disadvantage that will only increase over time 

as the move toward mark-to-market proceeds. 

Performance evaluation and monitoring

Most pension plan sponsors monitor the performance of their 

pension fund very closely, calculating portfolio returns on a 

monthly basis. But from an LDI perspective this is only half 

of the story. Updating liability values and calculating liability 

returns on a regular monthly basis requires relatively little 

infrastructure and effort—probably less than that required 

to gather and organize the data needed to calculate portfolio 

returns—and allows the plan sponsor to monitor the perfor-

mance of assets relative to liabilities. Updating the liability 

analysis enables the plan sponsor to monitor the evolution 

of the plan’s liability profi le and funded status, and to make 

refi nements to portfolio strategy on a more timely basis. It will 

facilitate the preparation of more accurate pension expense 

and funding budgets, and avoid the unpleasant surprises 

that sometimes confront plans sponsors when their plan’s 

actuarial valuation is completed.

Alternative investments and absolute return strategies

As the regulatory environment within which pension plans 

operate continues to evolve in the direction of mark-to-market, 

many of the investment products and strategies that worked 

well in the past will become increasingly ineffective. As a 

consequence, plan sponsors are beginning to demand new 

and more effective investment solutions. While risk manage-

ment is becoming increasingly important, plan sponsors will 

not be satisfi ed with strategies that sacrifi ce return potential 

to a signifi cant degree in order to reduce risk. As a result, 

asset management fi rms have become increasingly pro-ac-

tive in their efforts to develop and bring to market on a cost 

effi cient basis investment strategies and vehicles that effec-

tively respond to the changing requirements of plan sponsors. 

For example, many fi rms are focused on the development of 

“absolute return” strategies that increase transparency relative 

to sources of alpha and beta returns within the investment 

process, thus facilitating the implementation of portable alpha 

strategies. Bundling various alpha generating strategies and 

combining them with an overlay that delivers liability beta 

can potentially deliver “liability plus alpha” returns on a 

consistent basis. 

Conclusion

It has become apparent that the adoption of market-based 

fi nancial accounting and funding standards is having a pro-

found effect on the institutional investment process. Managing 

the impact of pension fi nancials on top-level fi nancial perfor-

mance is more challenging now than ever before. Yet it’s a 

challenge that has energized the marketplace. With a greater 

appreciation for the trade-off between risk and return, plan 

sponsors and their advisors are requiring more effi cient and 

robust investment solutions. In response asset management 

fi rms have further intensifi ed their product innovation and 

development efforts. This period of change and innovation

will persist through to the completion of Phase II of the FASB 

pension accounting project as plan sponsors, their advisors, 

and asset managers gain working experience with LDI invest-

ment strategies and vehicles.

About Pyramis Global Advisors

Pyramis Global Advisors, a Fidelity Investments company, is an investment 

management fi rm focused on serving corporate and public retirement 

funds, endowments, foundations, other institutions, and non-U.S. investors. 

Pyramis offers active and risk-controlled domestic equity, international 

equity, fi xed-income, real estate, and alternative disciplines.

For more information about Pyramis and the custom LDI solutions being 

developed for defi ned benefi t plans, please contact Mike Senoski, vice 

president and LDI investment director, Pyramis Global Advisors, at 617-

563-6119, or Christian Pariseault, vice president and fi xed-income invest-

ment director, Pyramis Global Advisors, at 617-563-7567.

© Copyright 2007 FMR Corp. All rights reserved. Distribution of this 

material without the express written consent of Pyramis Global Advisors is 

prohibited.

The views expressed here are those of the individual contributors and do 

not necessarily represent the views of Pyramis Global Advisors. Information 

presented herein is for discussion and illustrative purposes only and is not a 

recommendation or an offer or solicitation to buy or sell any securities. 

All trademarks or service marks presented herein belong to FMR Corp. or 

an affi liate, except for third-party trademarks, which belong to their respec-

tive owners.

Pyramis does not provide legal or tax advice and we encourage you to 

consult your own lawyer, accountant, or other advisor before making any 

fi nancial decision.

469554.1.0

07pi0385b.pdf         RunDate: 8/ 20 /07                Full Page     Color: 4/C

07pi0385.qxp  8/7/07  4:20 PM  Page 2



Liability Driven Investing
ADVERTISING SUPPLEMENT

24

focuses on short-term changes in 
the term structure used to discount 
the expected benefi t payments, but 
does not capture the expected benefi t 
payments exposures to infl ation and 
economic growth. The long-term 
relationship between GDP and the 
equity market is important when con-
sidering pension fund liabilities. For 
the majority of plans, we believe that 
the low-risk investment benchmark 
consists of mostly long-duration bonds 
with the remainder in equities.” Just 
working with an actuary may not be 
suffi cient to create a benchmark that 
truly refl ects the plan’s fi nancial and 
economic reality.

Other asset managers identify the 
relationship between plan sponsor 
and advisors as different in LDI space. 
Using a benchmark that is truly custom-
ized to fi t one plan and one plan only 
puts an onus on actuaries, consultants 
and asset managers to understand both 
the assets and the liabilities, and more 
importantly the dynamic nature of the 
relationship between them. “Work-
ing with a plan on an LDI program is 
complicated. It is a different kind of 
mandate; there’s a greater degree of 
intimacy with the inner workings of 
the plan. For instance, you need suf-
fi cient information about the liabilities 
to establish the liability curve,” says 
Mitch Stapley, chief fi xed income 
offi cer of Fifth Third Asset Manage-
ment. “There is more involvement with 
the plan than in the case of traditional 
asset management.” 

It is possible that an LDI benchmark, 
one that refl ects the liabilities of the 
plan, may not be used across all the 
plan assets. It may only be used for the 
portion of the portfolio that has been 
identifi ed as providing a hedge for the 
liabilities. If a return-generating por-
tion has also been identifi ed, this may 

have a traditional benchmark such as a 
common market-based index. “One of 
the key elements to the enterprise is 
risk budgeting. The use of LDI is a 
necessary tool to reduce unnecessary 
risk. It is still valuable to get returns to 
outperform liabilities in some portion 
of the portfolio, so what assets do you 
use? There is a huge increase in the 
number of asset classes and complex-
ity of strategies,” says Michael Peskin, 
managing director of Morgan Stanley 
Investment Management.

The idea of separating the portfolio 
into two parts resonates with many 
plans. Even if they are fully funded or 
close to fully funded, any plan sponsor 
that has witnessed the funding volatil-
ity of the past 10 years will be loath to 
surmise that this volatility has disap-
peared. That means that while they 
see the wisdom of hedging a portion of 
the portfolio with say, a long-duration 
bond portfolio, they equally know that 
returns beyond those available in the 
bond markets are necessary to ensure 
that plan participants will be paid in the 
future. Hence they may look at keeping 
a portion of the plan in alpha-generat-
ing asset management.

The change in regulations has put 

a greater focus on the shorter-term 
funding status of a pension plan and 
increased the need to manage the plan 
within the risk budget. The methodol-
ogy of LDI allows plan sponsors to get 
a clear view of the risks of the plan and 
can help manage the risks accordingly. 
“The fi rst step in the risk budgeting 
process should be to identify and 
quantify the potential sources of risk 
that the pension plan represents to 
the plan sponsor’s top level fi nancial 
performance. How signifi cant an 
impact does pension expense have on 
operating income? How signifi cant an 
impact does the pension plan’s funding 
level have on shareholders’ equity? 
How signifi cant an impact do pension 
contributions have on operating cash 
fl ow?” says Mike Senoski, vice presi-
dent and LDI investment director of 
Pyramis Global Advisors. “Metrics that 
quantify and track these risks can be 
employed to establish meaningful and 
relevant risk budgets. For example, a 
risk budget for Value-at-Risk based on 
a plan’s funding level would be particu-
larly appropriate in the case of a plan 
sponsor who is especially concerned 
about balance sheet volatility.”

When considering an LDI solution, it 
makes sense to look at the pension plan 
holistically from the outset. This may 
not mean enormous changes in asset 
allocation, asset managers or in plan 
design. But the exercise of reconsider-
ing the benchmark, resetting the risk 
budget and thinking about asset alloca-
tion can be instructive, as the market 
environment is much changed from 10 
or 15 years ago. The challenges, both 
from an investment perspective and a 
regulatory view, are quite different. So 
too, however, are the potential solu-
tions. Even if LDI isn’t the answer for 
all plans – and it’s likely that that will be 
the case – understanding the principles 
and the execution can help plan spon-
sors plan for the future. ■

Making the Right Choices 
Continued from page 21

How signifi cant an impact 

does pension expense have 

on operating income? How 

signifi cant an impact does the 

pension plan’s funding level 

have on shareholders’ equity? 

How signifi cant an impact do 

pension contributions have on 

operating cash fl ow?
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Change is the name of the game when 
it comes to U.S. pension plans today. It’s 
coming from all angles – the accounting 
profession, legislators and of course, 
the markets. Taken together however, 
the changes make sense and offer plan 
sponsors the opportunity to revisit 
issues of plan design, internal monitor-
ing and oversight, and reporting. And 
it is possible to make the argument that 
without the external pressure from the 
Financial Accounting Standards Board 
(FASB) and Congress via the Pension 
Protection Act of 2006 (PPA), pension 
plan sponsors might not be taking 
deliberate action today.

The changes in regulation and 
oversight have two main objectives. 
The reforms in pension funding that 
are outlined in PPA ask pension plans 
to address underfunding, if it exists, 
and maintain a fully funded status in 
the future. The reforms in accounting 
practice begin the process of making 
the true fi nancial and economic status 
of the pension plan more transparent 
for participants, shareholders, rating 
agencies and other observers. It’s 
hard to argue with these aims, though 
depending on the status of the plan, 
meeting the new standards may be 
more or less onerous.

Liability driven investing (LDI) 
provides a potential solution to the 
issues raised by these new initiatives. 
“In total, the change in regulations has 
put a greater focus on the shorter-term 
funding status of a pension. As a result, 
there is a greater need to understand 
the shorter-term volatility of a pension 
plan and to manage that plan within 
your risk budget. In this environment, 
LDI becomes a very attractive meth-
odology to implement. At Northern, 
we believe that LDI is a framework 
for what we call the 3Ms: measuring, 
managing and monitoring the inherent 
risk/return trade-off of the portfolio in 
the context of the liabilities,” explains 

Duane Rocheleau, managing director, 
global investment solutions at North-
ern Trust Global Investments. “In 
other words, LDI is a methodology that 
assists you in understanding the risks 
of the plan, and helps manage those 
risks accordingly.”  

It’s not surprising, though, that the 
evidence of actual change is thin on the 
ground. The implementation of change 
in the pension world is always slow, 
as befi ts an industry with a very long 
time horizon. Observers suggest that 
while the legislative reforms of PPA 
and accounting changes under FAS 87 
put pressure on corporate plans to rejig 
their risk management and investment 
policies, one other element may be 
required.

It’s on the way, though no specifi c 
date for implementation has been 
announced. FASB’s new accounting 
treatment for pensions, which aims 
to treat pensions just like any other 
employee benefi t, comes in two pieces. 
Arguably, with only the fi rst – and less 
onerous piece – in force, the real incen-
tive to change has yet to be applied. 
As of December 2006, corporate plans 
have been required to show the net 
surplus or defi cit in the plan, defi ned 
as plan assets minus projected benefi t 
obligations of the plan, on the balance 
sheet. The second phase of the FASB 

changes has been pushed to Decem-
ber 2008 or beyond and involves 
the income statement. Here the big 
change will be to get rid of smoothing, 
which allows pension plans to use an 
expected return on assets rather than 
realized returns. This artifi cial con-
struct masks the effect of actual market 
movements on the value of the plan.
Most of the focus at the moment is on 
corporate plans, because that is where 
the accounting changes have been 
concentrated. But it’s only a matter of 
time before the same issues become 
prominent in the public sector and LDI 
becomes a matter that is considered 
more widely. “Public sector plans are 
not looking at LDI at the moment. 
It’s a question of funded status. The 
accounting rules do not require plans 
to disclose this information, so the 
state of public sector plan funding is 
not coming under scrutiny. They are 
substantially underfunded, though. 
Eventually they will come to the same 
conclusion that many corporate plans 
do and look at LDI,” says Keith Wirtz, 
president and chief fi nancial offi cer of 
Fifth Third Asset Management.

The funding status of U.S. pension 
plans has rebounded recently, which 
is good news for plan participants. But 
it’s no reason to avoid considering the 
issues raised by accounting and regula-
tory reform. “Thanks to strong equity 
market returns since 2003 – over 20% 
per year – and even higher returns 
from emerging markets and other risky 
fi xed income markets, we see plan 
sponsors with a false sense of security. 
They believe it is not necessary to 
hedge,” says Aaron S. Meder, head 
of asset-liability investment solutions, 
Americas director at UBS Global Asset 
Management. “If a plan is 110% funded, 
then it may come off the radar screen of 
the CFO. But we would suggest that the 
risk of funding volatility continues and 
needs to be managed dynamically.” ■

Acknowledging the Role of Regulation
Pension plan sponsors are coming to terms with a brave new world of accounting rules 

and legislative oversight. It’s pushing them towards LDI solutions.
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What a difference a year makes – or 18 
months in the case of liability driven 
investing (LDI). As interest rates have 
risen and more plans have reached the 
equilibrium that is full funding, pen-
sion plan sponsors are thinking more 
actively about adopting LDI strategies. 
And more U.S. plans are not just think-
ing, but taking action. It’s not yet a 
majority of plans, certainly, but it’s more 
of a trend than it was in 2005, when low 
interest rates and funding defi cits made 
such transformations expensive.

So why should pension plans be 
thinking about LDI, which essentially 
suggests that they move away from 
policy driven investment strategies 
that use broad market benchmarks to 
strategies based on customized liability 
based benchmarks and portfolios that 
refl ect the plan’s particular risk budget? 
Because accounting changes mean 
that shareholders’ equity declined for 
many companies this year. Because the 
need to make contributions to top up an 
underfunded plan is a risk that hasn’t 
disappeared. 

LDI is attractive because it addresses 
the risks that can hurt pension plans 
the most. “It is important to understand 
that LDI is a risk reduction strategy not 
a strategy that increases risk,” says 
Jonathan Beinner, Chief Investment 
Offi cer and Co-Head, US and Global 
Fixed Income at Goldman Sachs Asset 
Management.

 The risks that each pension fund is 
exposed to are different for each plan. 
For some, the status quo of a traditional 
asset allocation with 70% equities and 
30% bonds may be fi ne. That’s because 
the funding volatility inherent in the 
strategy is bearable for that plan and 
the sponsor is convinced that the equity 
risk premium is suffi cient to exceed 
liability growth. Not all plans will come 
to that conclusion. For them, the need 
to generate excess return and hedge 
their liabilities will create a confl ict 

that can be diffi cult to solve. For these 
plans, LDI may hold the answer.

Conceptually, many asset managers 
explain it thus: a portfolio of return-
generating assets and one that mimics 
liabilities. “We think of LDI in two 
parts. The fi rst involves computing 
your sensitivity to various risks, given 
the asset liability mix you have at the 
moment. Then you must decide which 
risks you want to take and which you 
wish to mitigate. Some portion of the 
portfolio must be used to bring the 
portfolio to a level of risk that makes 
you comfortable. One way to do 
this, and the way we would suggest, 
involves using derivatives because they 
are fl exible and fully customizable. In 
addition to their being an effi cient and 
cost effective tool to hedge exposures, 
they allow the plan to invest their cash 
in assets whose primary goal is to pro-
duce alpha,” explains Robert Guzman, 
head of derivatives and LDI strategies 
at Aberdeen Asset Management. 
“The second part of the LDI equation 
involves optimally allocating the rest of 
the portfolio to alpha generation, which 
can of course take many forms.”

LDI offers a framework for reorgan-
izing the thoughts of the pension plan 
sponsor on the investment strategy and 
longer-term plans to meet future liabili-
ties. But LDI also provides information 
and raises questions for the entire 
company. Although historically the 
pension plan has been managed some-
what in isolation and not integrated 
into the functional structure of the 
treasury department, neither have the 
risks associated with the pension plan 
been considered in the context of the 
entire enterprise. Given that CFOs and 
CEOs in recent years have had to post-
pone certain fi nancial spending plans 
because of the need to provide cash 
to top-up the plan when underfunding 
threatened, this may be short-sighted. 
“Setting a risk budget for a pension 

plan cannot be done in isolation. You 
need to take account of enterprise 
factors. How much risk is there in the 
corporation as a whole and in the pen-
sion plan? Does it make sense to take 
the risk in the pension plan? Or would 
it be more appropriate to take the risk 
in the company,” asks Michael Peskin, 
managing director of Morgan Stanley 
Investment Management. As regula-
tory and accounting changes bring 
choices about the pension plan more 
completely into the purview of the CFO 
and CEO, expect to hear these sorts of 
questions more frequently.

If U.S. plan sponsors want insight 
into how LDI actually works, they have 
no further to look than the U.K. and 
the Netherlands, where similar regula-
tory and accounting changes pushed 
defi ned benefi t sponsors to embrace 
LDI several years ago. “The European 
experience is very powerful in dem-
onstrating how LDI strategies can be 
practically implemented,” says Patrick 
J. O’Brien, President of Evergreen 
Institutional Asset Management. “Tra-
ditional benchmarks are inappropriate 
for LDI. It’s all about reducing and 
quantifying the mismatch between the 
duration of the plan liabilities relative to 
plan assets. The question is one of how 
effective you are in managing the sur-
plus or funding status of the plan.” In 
European plans that have implemented 
LDI, funding volatility has decreased.

Although LDI is not solely a fi xed 
income strategy, most plans will start 
thinking about LDI in relation to their 
bond portfolio and probably in conjunc-
tion with a fi xed income asset manager. 
It is important to remember that LDI is 
more than just an investment strategy; 
it is a framework for reassessing stra-
tegic pension management. LDI helps 
to provide some answers as to how 
best to minimize risks and increase 
returns, while still ensuring that liabili-
ties are met. ■

The Future of Liability Driven Investing
With higher interest rates and more fully funded pension plans, 

will more U.S. pension plans embrace LDI?

P&I LDI Supplement         RunDate: 8/ 20 /07                                                                          Page 26

piLDIp.qxp  8/10/07  3:42 PM  Page 26



Time, like all valuable resources, is finite. And it’s our job to help you make the most of it. By providing financial solutions
that are based on what you need, instead of what we have to sell. Adjusting those solutions over time, as your needs
change. Using our resources to anticipate the opportunities, and minimize the risks. And organizing financial information
in a way that’s convenient for you. So you can get the most out of all your assets. Including your time. If you’d like to know
more about how we can help, call Robert S. Gray at 312-444-7361 or visit northerntrust.com.

I N V E S T M E N T  A D V I C E
and its effect on quality of life
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Asset Management — Active, Quantitative & Manager of Managers
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© UBS 2007. All rights reserved.

Introducing the new iBoxx U.S. Pension Liability Indices.

UBS understands your need to predict how your pension funds will meet future obligations, specifically 

the increasing importance of managing funds against plan liabilities. That’s why we’ve partnered with 

iBoxx to establish innovative benchmarks for pension asset management. These indices are efficient 

because they’re based on actual liability profiles. Moreover, they are customizable—you can use a 

combination of indices for an even closer match to your own liability profile. So now you can be more 

confident managing your pension fund. Some might call this a leap forward in pension liability 

management. We just call it “You & Us.”  

For more information or a copy of our recent Quarterly Pension Fund Fitness Tracker, 

please e-mail SH-UBSGlobalAssetManagement@ubs.com 

You & Us
Creating a new standard 
for managing your pension
fund’s future.

On Bloomberg: IBUPACTI, IBUPAGGR and IBUPRETI
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