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 Find your fiduciary manager
Pension plans are often a company’s largest subsidiary, yet finance directors are too 
busy to concern themselves with the minutiae of different asset classes and financial 
concepts. Palmer & Harvey’s Jon Moxon and Independent Trustee Services’ Carol Perry 
look at how the role of a fiduciary manager can help executives optimise a scheme’s 
potential and allow them to focus solely on their core responsibilities.

 Manage your pension scheme 
more like a company
There are many issues facing pension schemes that could be solved through the 
application of corporate best practice. Specifically, a scheme can improve its governance, 
stay abreast of current changes and requirements, outsource specialist functions so it is 
managed daily by experts, control costs effectively and manage every single penny.

 Banish pension fund risk
As pension deficits continue to threaten the stability of UK corporates, the strategies for 
containing them look increasingly redundant. CFO Agenda talks to Sorca Kelly-Scolte, 
managing director, client strategy and research EMEA at Russell Investments, about what 
can be done to get pension fund risk off the balance sheet.

 Total portfolio management: 
greater than the sum of its parts
Although clear and straightforward on the surface, a liability-matching portfolio 
plus diversified growth fund approach to pension scheme asset management has 
its drawbacks. Here, we explore why an integrated approach overseen by a fiduciary 
manager will produce more efficient investment portfolios and trace a smoother route 
to full funding.

Jon Moxon 
explains how  
to optimise  
plan potential.
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W ith such a diverse array of pension 
products available, you’d be forgiven 
for thinking that assembling a suitable 

multi-asset portfolio has never been easier. But 
braving this convoluted market requires an 
intricate understanding of financial mechanisms 
far beyond that of the average trustee. Many 
pension plans are stagnating, some even 
suffering, as a result of indecision, naivety and  
a lack of attention.

On average, there are 253 working days in a 
calendar year. Spending just ten of these (under 
4%) analysing and organising a pension plan 
boasting over £125 million in assets may seem 
inattentive, but for Palmer & Harvey group finance 
director Jon Moxon, the disparity is unavoidable. 

“I was once asked by the board executives why 
I don’t monitor the pension plan more closely, my 
response was simple – ‘I’ve got a business to run’,” 

he says. “For the plan’s trustees, trying to manage 
a portfolio of assets through quarterly meetings is 
not easy, particularly considering market volatility 
and the fundamental changes resulting from 
the economic crisis. A year could’ve passed by 
the time we’d worked out what we wanted to 
change in the scheme, reviewed the different 
asset investments available and gone through the 
necessary training. That’s a long time in the world 
of finance.”

Pensions focus
In March 2008, Moxon was brought in as group 
finance director of Palmer & Harvey, the UK’s 
largest independent distributor of grocery and 
consumer products. Having just completed 
a management buyout, the company had 
accumulated significant debt; Moxon’s first 
mission was to address the balance sheet, identify 

Find your  
fiduciary manager
Pension plans are often a company’s largest subsidiary, yet finance directors are too busy to concern 
themselves with the minutiae of different asset classes and financial concepts. Palmer & Harvey’s Jon 
Moxon and Independent Trustee Services’ Carol Perry look at how the role of a fiduciary manager can help 
executives optimise a scheme’s potential and allow them to focus solely on their core responsibilities.

 Aided by the Independent 
Trustee Services (ITS), the 

Palmer & Harvey trustees got 
up to speed with the fiduciary 

management concept, and 
drew up a specification for 

what they required. 
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opportunities to improve cash flow and 
tactically invest in growth areas. Two years 
ago, his focus turned to the company’s 
sizeable pension portfolio.

Measured by turnover, Palmer & Harvey 
is the sixth-largest private firm in the UK; 
as a company owned by its management 
employees, its shareholders make up 
its present and future beneficiaries. 
Striking a balance between share and 
pension performance is part of Moxon’s 
predicament, and, as one of five trustees, 
the onus is on him to investigate potential 
assets. Like most finance directors, however, 
his role consists of far more than managing 
the pension scheme; reacting to short-
term peaks and troughs in the market is an 
unreasonable expectation.

“I manage the company’s debt every day, 
ideally you want someone doing the same 
for the pension scheme – £125 million of 
investments and liabilities is a significant sum 
after all – but it’s hard for a board of trustees 
to do that,” says Moxon. “What we needed 
was a separate body prepared to focus on 
the asset mix on a daily basis, working within 
pre-agreed and approved parameters. We 

weren’t looking to abdicate our fiduciary 
responsibility, just for a third party to monitor 
it and do the right things at the right time.”

Learning curve
Understanding highly technical 
investment concepts involves a 
cumbersome education process; it 
was enough to sway the trustees 
into exploring the fiduciary 
management route. Aided by 
Independent Trustee Services (ITS) – the 
professional independent trustee on their 
board – the Palmer & Harvey trustees got 
up to speed with the concept, drew up a 
specification for what they required and 
invited several organisations to pitch in 
the competitive tender process.

“Short term, we were interested in a 
process that we understood and felt 
comfortable working with. We conducted 
the presentations in a short space of time 
to make direct comparison easier. When 
you’re differentiating between people’s 
services, they appear broadly similar at 
first, but it’s quite a technical area and the 
devil is in the detail,” says Moxon. “Even as 

 We weren’t looking to abdicate our fiduciary 
responsibility, just for a third party to monitor it 
and do the right things at the right time. 

a finance director I struggled with some 
of the concepts to begin with, but it was 
important to make sure that everyone 
was comfortable with the decision and 
understood the complex financial details.”

For Carol Perry, director at ITS, this 
process of guiding trustees through 
complicated financial theories is 
one of the biggest challenges for an 
independent trustee. “It’s a fascinating 
job; each trustee board I go to has 
different dynamics and levels of 
understanding,” she says. “We frequently 

run tenders for all different services, so 
we know what information people need 
and we always give them the time to sit 
with us and ask questions.

“Everyone is capable of getting to the 
necessary level but you need to get there 
in the right way,” she continues. “I can lead 
them through the maze but the actual 
decision-making process has to come from 
the whole board; they have to cross the finish 
line together. Bringing everyone up to speed 
while not boring those who understood the 
first time round is the real challenge.”
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The personal touch
ITS has been Palmer & Harvey’s 
independent trustee for the past six 
years. When an unsolicited conversation 
regarding fiduciary management was 
initiated by an incumbent investment 
consultant, the board of trustees 
was encouraged to speak with other 
potential partners. After analysing 
the RFPs provided by five investment 
agencies, two were whittled out of the 
process and ITS conducted site visits on 
the remaining three.

“We look for those who have the ability 
to actually engage with the trustees 
and are able to explain concepts in 
layman’s terms,” says Perry. “They have 
to be reputable; you can pick up a lot 
when you actually meet people, it’s why 
the site visit is useful. I know each of the 
individual trustees personally, and how 
they deal with new concepts and the 
level of training that would be required. 
It’s important to make sure there’s a good 
fit – it’s not a sausage machine.”

After a lengthy process, it was the Russell 
Investments team that distinguished itself 
and took over the governance of Palmer & 
Harvey’s plan. While Moxon was impressed 
with their technical abilities and candid 
ambitions for the scheme, the decisive 
factor lay elsewhere.

“Fundamentally, like most things, it boiled 
down to the people. We felt that in Russell 
Investments we had found a small team 
who were keen to understand exactly what 
our requirements were and ensure we 
understood their own proposals,” he says. 
“They were very patient and didn’t grow 
frustrated at having to come back multiple 
times to explain complicated concepts.  
The documentation and engagement 
processes were well structured and 
comprehensible, and their services, while 
not necessarily the cheapest, were sold 
competitively and unambiguously.”

No regrets
Though the fundamental structure of the 
plan hasn’t changed, Russell Investments 
operates within pre-agreed parameters 
on a day-to-day basis to take advantage 
of market divergences. Though it’s only 
been a year since the partnership began, 
already Moxon has seen significant 
improvements in its responsiveness and 
value. Its performance so far, coupled with 
the comprehensive quarterly reports and 
monthly flash updates, has left him in no 
doubt that this was the right move.

“We get a quarterly performance review, 
which details the decisions taken during 
that period and assesses what needs to be 
tweaked with regards to the parameters,” 

 We weren’t looking to abdicate our fiduciary responsibility, just for 
a third party to monitor it and do the right things at the right time. 

he says. “We’ve reduced the risk to the plan, 
we’ve got a target for where we want to 
be in nine years’ time and I now feel that 
we are being more responsible. In the long 
term, we just need to ensure the fund is 
adequately controlled and the right class 
of assets is there to deliver growth. We are 
certainly in a much better place than we 
were before working with Russell.”

Bringing in Russell Investments has 
transformed Moxon’s role; though he will 
still spend ten days a year evaluating the 
plan, he has peace of mind in knowing that 
reputable financial investors are handling it 
daily. Now, when asked by board executives 
about the state of the scheme, he needn’t 
respond so defensively, they can rest 
assured that it is in safe hands and he can 
concentrate on the core disciplines of a 
finance director.  

You should always seek professional advice before acting. 

Any opinion expressed is that of Russell Investments, is not a 

statement of fact, is subject to change and, unless it relates to a 

specified investment, does not constitute the regulated activity 

of “advising on investments” for the purposes of the Financial 

Services and Markets Act 2000. No responsibility is taken for 

any loss as a result of any action taken or refrained from in 

consequence of its contents.

Issued by Russell Investments Limited. Company No. 02086230. 

Registered in England and Wales with registered office at:  

Rex House, 10 Regent Street, London SW1Y 4PE.  

Telephone: 020 7024 6000. Authorised and regulated by the 

Financial Conduct Authority, 25 The North Colonnade,  

Canary Wharf, London E14 5HS.

For more information
Colin English, Russell Investments   
cenglish@russell.com  0207 024 6155

http://www.russell.com/documents/uk/research/russell-investments-fiducary-handbook-part-2.pdf
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D efined benefit pension schemes 
are increasingly top of mind for 
finance directors. A big pension 

deficit represents a significant problem 
for the corporate sponsor, and because 
the pension trust is an independent 
entity outside the normal corporate 
structure, that problem can look difficult 
to address. 

But there is an answer, and it revolves 
around governance – manage your 
pension scheme more like you manage 
your company. In order to do that, 
you need to build executive resources 
commensurate with the challenge and 
the potential impact on your business. 
Typically, fiduciary management can help 
address this resource issue in a cost-
effective way. 

So why is the defined benefit scheme 
rising up the priority list? Typically there 
are three main drivers:

■■  Funding and accounting regulations 
are changing rapidly and becoming 
increasingly onerous, with possible 
negative implications for pensions 
expenses, contribution rates and 
reported earnings.
■■  Investment complexity is increasing 

– the range of strategies, managers 
and markets that are available 
to the pension scheme can be 
overwhelming for trustees. So 
gaps in the trustees’ investment 
expertise can represent 
potential risk factors for the 
corporate sponsor.

Manage your pension scheme  
more like a company
There are many issues facing pension schemes that could be solved through the application of corporate 
best practice. Specifically, a scheme can improve its governance, stay abreast of current changes and 
requirements, outsource specialist functions so it is managed daily by experts, control costs effectively  
and manage every single penny. 
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■■  Funding-level volatility is now 
captured in the corporate balance 
sheet, so can severely impact free 
cash flow and disrupt planning for 
the sponsor. The two factors above 
combine to increase this risk.

By way of background, the majority 
of defined benefit pension schemes are 
in deficit today, with 70% of schemes 
estimated to have a shortfall at the end of 
April 20141. Most schemes are also closed 
to new members, while an increasing 
number are closing to future accrual2. 
With an (admittedly long) endgame now 
in sight, there are decreasing windows of 
opportunity to make up scheme deficits. 

Against this entire backdrop, it seems odd 
that so many pension schemes are still run 
without learning lessons from the corporate 
world. This article reviews the issues facing 
pension schemes through the lens of 
corporate best practice, and specifically: 

■■  how the pension scheme can improve 
its governance, and stay abreast of 
current changes and requirements
■■  how to approach outsourcing 

specialist functions so the pension 
scheme is managed daily by experts
■■  how to control costs effectively and to 

manage every penny in your scheme 

Better governance 
Most pension scheme trustees aspire to 
excellence in investment and do their 

best to stay abreast of the increasing 
demands that are facing them. But their 
aspiration can be frustrated by a lack of 
adequate support, in particular a lack of 
a governance structure that facilitates 
proper monitoring and control. 

In our experience, it is important to 
match the adoption of more complex 
investment approaches and additional 
management tasks with corresponding 
changes to decision-making structures 
and resourcing. For the pension scheme, 
that means reviewing the trustee board’s 
available time, resources and expertise, 
either delegating to outside experts 
where necessary or staffing up the 
internal team properly. 

Successful managers, not least finance 
directors, have all mastered the art of 
delegation and grasped the importance 
of matching resource to the importance 
and complexity of a task or project. The 
same principles apply to the pension trust 
just as much as to the corporate sponsor.

To help address this governance gap 
at the management tier of pension 
fund governance, pension schemes 
should either recognise their limitations 
in adopting more complex investment 
strategies or alternatively employ a 
management specialist at the whole-
fund level to control all the moving parts 
and bring day-to-day resources to bear. 
Figure 1 (above right), summarises how 
pension fund governance has progressed 
and references three different whole-fund 

Figure 1

Source: Russell Investments.

Governance in 
the 80s/90s

Trustees Trustees/IC

IC/pensions 
manager

Single manager
Multiple 
managers

Multiple agentsSingle manager

PLAN
Setting the strategy

MANAGE

Managing the 
moving parts

Whole fund

Underlying 
assets

EXECUTE

Underlying trading

Trustees/IC

In-house/
cooperative/
proprietary

Multiple 
managers

Multiple agents

Governance in 
place at many 
funds today

Best-practice 
governance

Fine for the time Fit for purpose  
for funds that wish 

to thrive

Often ineffective – lack 
of everyday resource and 

blurring of governing 
and managing roles

management approaches under the best 
practice governance model: the in-house, 
the cooperative and the proprietary. 
For each of these three models, the key 
functions are divided into three areas:

Plan – Set the overall asset strategy to 
address the pension liabilities.
Manage – Determine the underlying 
individual asset class strategies, including 
choosing the appropriate investment 
managers and investment products
Execute – Implement these choices 
in the most effective way, incurring  
the least cost and least risk of  
unintended outcomes.

Under the in-house approach, scale 
allows the largest schemes to build out 
their in-house staff to act as an everyday 
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resource reporting up to the trustees. 
Under the cooperative approach, smaller 
schemes cooperate to give them the 
scale to operate an in-house team that 
would otherwise not be viable. While 
this approach has been followed in 
certain industries in the UK, with the 
social housing, coal and railway sectors 
as notable examples, the UK pensions 
market has typically been too fragmented 
for this approach to gain traction. 

For this reason, the proprietary 
approach, involving a partnership with 
a fiduciary manager, is often considered 
most realistic for pension schemes. By 
learning from the structures of companies 
and improving overall governance of 
the pension scheme, speed of decision-
making, accountability and reporting can 
be measurably improved.

Outsourcing 
Once the governance hurdle has 
been addressed, the next step for any 
company is to acknowledge what are 
the core and non-core functions. Within 
companies across every industry, the 
concept of outsourcing is commonplace, 
either for non-core functions or where 
the relevant expertise can be sourced 
externally more cost-effectively. For non-
core functions the executive board (or 
pension trustees) must identify who is 
best placed to carry out these functions 
and deliver to a clear set of guidelines 
against which they will be judged. 

This has been happening for some time 
in the limited sense of pension schemes 
delegating the task of managing discrete 
parts of their portfolios to asset managers. 
However, today, many pension schemes 
have a clear endgame in mind and have 
developed a de-risking framework to  
get back to full funding. As part of this 
process a more intensive approach to  
the running of assets has become  
more common. 

Best practice in investment now 
involves a variety of growth asset 
specialists, liability hedging, and real-time 
management of solvency involving the 
use of market-based triggers to effect 
changes to the asset mix. Many schemes 
also dynamically manage the hedging 
and growth allocations. While it may have 

Figure 2

Source: Russell Investments.
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been commonplace to have a single 
provider performing all management 
tasks in the early ’90s, the same is not  
true today, with most schemes employing 
an array of underlying specialists to 
perform day-to-day management tasks. 
Figure 2 (below), highlights all the levers 
that schemes can use today to get back 
to full funding more quickly and with less 
volatility in their funding ratios.

Realistically, for most pension schemes, 
using all the potential levers and staying 
on top of global markets requires the 
delegated expertise of a fiduciary 
management partner. This arrangement 
provides a single point of contact, with an 
expert team acting within a pre-agreed 
set of guidelines on a daily basis on behalf 
of the pension scheme.

 Best practice in 
investment now involves 
a variety of growth asset 
specialists, liability 
hedging, and real-time 
management of solvency 
involving the use of 
market-based triggers  
to effect changes to the 
asset mix. 
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Watching every penny
The principle of outsourcing is to gain 
access to expertise in the most cost-
effective manner. The search for cost 
control does not stop at this point for 
pension schemes, because lessons can 
still be learned from how companies 
manage costs. 

Many trustees are not in a position to 
aggregate the overall costs of running 
their pension scheme and are unaware of 
the underlying charges they incur for such 
items as FX trading, investment manager 
transitions etc. But every basis point that 
is charged for a service to the scheme is 
a basis point detracted from the overall 
performance.

Some sceptics will question the 
usefulness of adding an extra layer of day-
to-day management to their schemes, 
or proper oversight of transitions and 
exposures such as FX. Russell leaves 
trustees and sponsors to decide, but it is 
helpful to put the benefit of any added 
value into context. 

If an equity risk premium of 4% per 
annum is assumed, it would be necessary 
to switch a quarter of your pension assets 
into equities to generate 1% each year in 
excess of your liabilities. However, equity 
market volatility would mean that any  
extra return would be lumpy to say the 
least and not guaranteed. It would increase 
funding-level risk to too great an extent for 
the vast majority of pension schemes and 
their sponsors. 

Conversely, such a level of excess 
return may be possible from everyday, 
real-time control of your assets,  
without additional volatility. This  
boils down to expert monitoring  
and management of transaction costs 
on a daily basis, and the application  
of active management insights to  
each transaction.

In terms of sound execution – another 
area that many pension schemes neglect 
– pension schemes may be paying their 
custodian rather more than their explicit 
custody fees, by incurring excessive 
trading costs on an apparently innocent 
administrative function. For example, 
Russell has carried out audits of FX 
trading by custodians in settlement of 
currency trades on behalf of pension 
scheme clients. It was found that an 
average £1-billion scheme could have 
made savings in the order of £330,000 
per annum by introducing market 
competition to FX trading, and in  
some cases schemes could have  
saved much more3.

By using a fiduciary manager, the 
trustees and sponsor will be able to see 
one fee for the overall management of the 
assets, and benefit from the economies 
of scale and attention to detail that the 
fiduciary manager can provide.

Regain control of your pension scheme
There are many important lessons 
pension schemes can learn from 

References
1 PPF 7800 Index, Pension Protection Fund, November 2013. The number of schemes in deficit actually 
peaked at 84% in 2012.
2 The Purple Book 2013 Pension Protection Fund, November 2013. In 2013, 30% of schemes were closed 
to future accrual, up 4% year on year, partially due to improved handling of the status of  
hybrid schemes.
3 Still overpaying for FX? – Time to give this area more attention, Lloyd Raynor, Russell Research, May 2012.

companies as they evolve and react to 
increasing complexity and volatility in 
markets. By improving the governance 
of the pension scheme, trustees and 
sponsor are likely to have a better 
appreciation that outsourcing of day 
to day management to experts will 
ultimately provide less volatility, better 
returns and a pension scheme run in a 
cost-effective manner. 

Corporate sponsors and pension 
trustees should rightly be wary of 

adopting complex structures  
without first ensuring that they have 
adequate resources, understanding and 
transparency. At the same time, they 
should be mindful of the very real benefits 
that such structures can bring when 
expertly managed. If you wish to regain 
control of your pension scheme, and do 
not have the resources to build expertise 
internally, partnering with a trusted 
fiduciary management provider could 
well be the answer.
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I t’s hard to image a time where pensions 
weren’t an issue of serious corporate and public 
importance. Take a look at typical headlines 

and a list of seemingly apocalyptic scenarios quickly 
greets you; stock markets in meltdown, ballooning 
liabilities, people living longer, nobody saving.

It wasn’t always this way. In the 1990s, pension 
funds weren't considered a challenge at all. They 
didn’t affect a business’s balance sheet or cash flow, 
and weren’t on the remit of finance teams.

In the early noughties, this all changed. The 
fallout from the tech wreck meant funding levels 
were suddenly under serious stress. At the same 
time, regulation and accounting standards were 
tightened and corporates began to appreciate 
that people were living a good deal longer than 
had originally been expected.

“It was a moment when financial directors in UK 
companies really started to engage with pension 
funds,” says Sorca Kelly-Scolte, managing director, 
client strategy and research EMEA at Russell 
Investments. “Pensions were brought front and 
centre as a serious financial problem; something the 
finance function really needed to manage directly.”

For finance directors, the focus became asset 
allocation, managing down the risk associated 

with the investment strategy primarily through 
shifting the balance from equity to fixed income.

“That’s been one of the main thrusts of how 
to manage the asset allocation,” Kelly-Scolte 
says. “Many funds made chunky asset allocation 
changes in that period.”

Over the past three or four years, this move to 
de-risking has started to peter out. Not because 
funds think they’ve gone far enough – all the 
rhetoric about targeting buyout or self-sufficiency, 
putting flight paths in place, and so on, is 
evidence enough that there is further to go. The 
problem is that funds can’t afford to go there yet.

“They've reached a limit on how far they can de-
risk because they can't sacrifice any more return,” 
Kelly-Scolte says. “Quantitative easing along 
with strong competition for the supply of bonds 
from insurance companies [such as solvency II], 
deleveraging financial institutions, overseas savers 
[China], has made it so.

“Corporates now realise that there is nowhere left 
to go on asset allocation. If they want to seek more 
return out of the asset, they are really going to have 
to look to how effectively they are implementing 
the asset strategy. That will require hard work and 
resourcefulness. But the conversation needs to 

Banish pension fund risk
As pension deficits continue to threaten the stability of UK corporates, the strategies for containing them look 
increasingly redundant. CFO Agenda talks to Sorca Kelly-Scolte, managing director, client strategy and research 
EMEA at Russell Investments, about what can be done to get pension fund risk off the balance sheet. 
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change. It needs to change from derisking – 
because there’s not much more you can do 
about that right now – to regeneration.

Redress the balance
Regenerating the pension fund means 
getting the deficit off your balance sheet 
with a strategy that moves beyond higher 
equity allocations. For UK corporates, 
one of the primary ways of doing this 
has been contributing more. In each 
of the past few years, the UK’s biggest 
companies have been stumping up 
record-breaking contributions. In 2011, 
FTSE 100 companies paid £21.4 billion 
into their defined benefit pension 
schemes. By 2012, it was £21.9 billion. 

It’s hard to say how far this can go to 
bridge the funding gap. In 2010, eight 
of the biggest British companies paid 
more into their pension schemes than 
shareholder dividends. But they aren’t the 
majority. According to analysis by consulting 
group Lane Clark & Peacock, most FTSE 
100 companies could afford more, but are 
choosing to retain cash within the business 
or ‘return’ it to shareholders.

Another option corporates are looking 
at is the expectation that when interest 
rates are raised, liabilities will fall in value. 
Part of this is obviously true – interest 
rates are set to rise in the near future. But 
can this function as a sensible strategy?

“People that have the strategy of hope may 
find themselves disappointed,” Kelly-Scolte 
says. “The market is already pricing in that 

expectation; everybody expects that interest 
rates are going to rise. Just look at how steep 
the yield curve is today. If that’s the kind of 
increase the market is already pricing in, we 
should pause for thought to decide whether 
waiting for interest rate rises to lift us out of 
deficit is more than just a strategy of hope, 
which is to say it’s not a strategy at all.”

Diversifying risk
This might leave FDs with something of a 
headache. What strategy can be pursued if 
none of the obvious options – contributing 
more, waiting for interest rates to rise, and 
taking on the risk of investing more in 
equity – can be used?

“You need to pull on some other levers 
in order to regenerate the pension fund 
and get the deficit off your balance sheet,” 
Kelly-Scolte says. “If those levers are not to 
introduce, or reintroduce, further volatility, 
then you’re going to have to figure out 
how to implement a diversified strategy. 
And doing that well to capture the benefits 
of diversification is going to require some 
effort and implementation to make a 
difference to the outcome. Active asset 
management and introducing an illiquidity 
risk premium are part of the solution. You 
need to show tactical awareness across 
and within asset classes, and you need 
to grab new opportunities and strategies 
when they come.”

The gains made from this can be very 
substantial. An increase of just 0.4% in 
returns might sound modest, but spread 

central challenge of investing today – new 
opportunities are abundant, but it is difficult 
to undertake them en masse. To succeed, 
you need to do a lot of things well.”

A common goal
However challenging these ideas, strategies 
and trends may sound, the entire industry 
has the same goal in mind – pensions 
that are fully funded and promises that are 
secured. Motivations may differ; trustees 
want benefits for their members, while 
sponsors want liability and risk to vanish from 
their business. But with the right strategy, 
dialogue and hard work, progress can be 
made for everyone.  

You should always seek professional advice before acting. 
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 Regenerating the 
pension fund means 
getting the deficit off 
your balance sheet  
with a strategy that 
moves beyond higher 
equity allocations. 

For more information
Colin English, Russell Investments   
cenglish@russell.com  0207 024 6155

across the entire fund, would equate to the 
expected return benefit of an additional 
10% in equities (assuming a 4% equity 
risk premium). Active management and 
illiquidity does of course introduce risks, 
but those risks are different to one another, 
they emerge at different points in time and 
can, to some extent, offset each other. 

“The key to managing those new risks is to 
ensure a diversity of them,”  Kelly-Scolte says. 
“As you extend the portfolio into skill and 
alternative opportunities, you introduce more 
idiosyncratic risks associated with individual 
opportunities – asset types, products or 
organisations – many of which are additive, 
but to which you would not want to expose 
the fund disproportionately. Herein lies a 

http://www.russell.com/documents/uk/research/russell-investments-fiducary-handbook-part-2.pdf
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O ften, UK defined benefit (DB) pension 
schemes adopt a straightforward approach 
to managing their assets relative to their 

liabilities by simply defining a liability benchmark, 
matching a proportion of the liabilities with bonds 
and/or swaps in a discrete liability-matching portfolio, 
and then investing the remainder of the assets in a 
diversified growth fund (DGF). 

While it can be nice to strip complex issues to the 
bare bones, sometimes this isn’t the best approach. 
The method employed to construct a DB pension 
scheme’s portfolio is often simply expressed as 

‘LDI+DGF’. That is, liability driven investment (LDI) 
plus a DGF. 

While appealing in its simplicity, this approach, 
unfortunately, is an oversimplification that risks 
obscuring some important issues connected with 
running a pension scheme. 

A great DGF strategy does not always equate to a 
great pension scheme growth strategy, and, if the LDI 
and the DGF are not properly integrated, the outcome 
for the pension scheme will almost always be inferior. 
Russell believes that a total portfolio approach is about 
managing risk and return, not choosing risk or return.

Total portfolio management:  
greater than the sum of its parts
Although clear and straightforward on the surface, a liability-matching portfolio plus 
diversified growth fund approach to pension scheme asset management has its drawbacks. 
Here, we explore why an integrated approach overseen by a fiduciary manager will produce 
more efficient investment portfolios and trace a smoother route to full funding.
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The two most obvious differences between a 
pure DGF investor and your pension scheme’s 
approach to asset and liability management 
(ALM) are the investment objective and 
investment horizon. A DGF investor will typically 
have a total-return-like objective with a short to 
medium-term investment horizon. 

By contrast, your pension assets are 
generally longer term in nature and the 
performance objective usually focused 
on your funding ratio. That is, the funding 
ratio’s absolute level at any point in time 
and variability through time. This simple 
distinction has a very real impact on the 
most efficient means of managing your 
portfolio relative to others. 

A counterpoint to the above made by 
some pension investors is that they think of 
their liabilities as being hedged back to cash 
so that their objective becomes the same 
as that of any other total-return investor. 
However, hedging fully back to cash is 
rarely possible, and, even if it were desirable, 
there will always be a residual interest-rate 
exposure to manage that is unique to the 
pension scheme. 

It is worth highlighting more practical 
differences between the actual investment 
and approach of DGFs and pension 
investing, as well as the benefits of a total-

portfolio approach to managing your 
scheme’s assets.  This can be summarised 
using the following framework:

1. The danger of unpredictable  
beta exposures
The essence of a pension scheme investment 
strategy is setting the balance of risk premia 
and market beta exposures, with the overall 
risk and return preferences agreed between 
the trustees and the sponsor. Of course, 
market conditions change, so pension 
schemes can seize opportunities to adjust 
allocations as they arise. 

However, the variation in these exposures 
needs to be sufficiently stable that tactical 
decision-making does not come to dominate 
the risk profile of the pension scheme, 
potentially undermining the long-term 
investment strategy and obscuring the 
ultimate goal of improving your funding ratio.

The danger to your scheme of many DGFs 
is that they have idiosyncratic, concentrated 
and unpredictably changeable risk exposures 
that defy strategic characterisation. Pension 
schemes that invest in these kinds of DGFs 
can find themselves unexpectedly exposed 
to the wrong kinds of risk – or the right  
kind of risk but incorrectly sized for your 
specific circumstances. 

While a racier and less-integrated 
approach to investing may be suitable for 
your growth strategy in isolation – or for 
private investors, as it reflects an investment 
in the skill of the DGF manager – it is less 
appropriate as a whole-of-fund (or total 
portfolio) solution for DB pension schemes 
that are semi-public institutions. Unlike even 
the wealthiest of private investors, pension 
schemes are too important to fail, and their 
investment strategy needs to reflect this.

2. Integrated risk-taking
Over recent years, the fiduciary-
management approach has been attracting 
increased attention, as it offers an expert 
outsourced solution to DB scheme 
investments and an integrated approach  
to managing the funding level. 

The investment objective of a fiduciary 
manager might be described in layman’s 
terms as being to get the funding ratio rising 
as fast as possible while wobbling as little as 
possible. To achieve this, the growth strategy 
and the matching strategy must be brought 
into alignment, with the focus on funding-
ratio risk and return, rather than treating the 
performance of the growth strategy and the 
matching strategy in isolation. For a fiduciary 
manager to step beyond the misleading 

 Unlike even the wealthiest of private investors, 
pension schemes are too important to fail, and their 
investment strategy needs to reflect this. 
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simplicity of LDI+DGF and into the role 
of ‘solvency manager’, the integration of 
risk-taking in the growth and matching 
portfolios is a critical step. 

Some schemes regard liability-hedging 
as an isolated process and as the simple 
replication of the liability exposures. While 
the creation of a liability benchmark is 
the first and most important step in the 
design of an investment strategy, it also 
runs the risk of becoming a prison for 
your scheme: it takes uncertain future 
liabilities and quantifies them with exact 
mathematical precision. As a result of this, 
precise replicating hedges are calculated 
to the nearest penny, in order to eliminate 
any deviation in performance between 
the hedges and the benchmark.

As a consequence, the basis for hedging 
is often reduced to a simple ‘will we, won’t 
we’, ‘yes or no’ decision. In fact, the range 
of hedging options available to you across 
the full-term structure of real and nominal 
yield curves is broad. There is far more to 
be considered in the hedging decision 
than just ‘yes or no’.

Given the exceptional interest-rate 
environment we have experienced for 
a number of years, the crucial question 
for pension schemes is not whether to 
hedge, say, 20% or 90% of the liability risk 
– you should instead ask yourself: what 

is the best way to include interest rate 
and inflation risk in our portfolio to best 
achieve the funding ratio objective? 

This does not mean abandoning liability 
benchmarks, which are an essential part 
of funding-ratio risk management, but 
rather thinking more freely about the way 
liability risks are managed.

When hedging the liabilities, a perfect 
match of the liability exposures should 
not necessarily be the objective. Similarly, 
the optimal growth strategy on a 
standalone basis can be suboptimal  
from a funding ratio perspective. 

3. Don’t underestimate the 
importance of currency hedging
For a pension scheme, currency or foreign 
exchange (FX) risk has a particularly 
important role to play because of the way 
it interacts with domestic interest rates 
and inflation. An example of this can be 
seen in the 2008 devaluation of sterling: 
as a result of this devaluation, there was 
an inflationary shock to the UK economy 
that directly impacted the real liabilities of 
pension schemes.

Schemes must also consider the 
relationship between real-rate differentials 
in different markets and the currency 
exchange rates in those markets. Figure 1  
(above right) shows the history of the 

Figure 1

five-year real-rate differential between 
the UK and the US, and the exchange rate 
between sterling and the dollar.

The high correlation between FX rates 
and real-interest-rate differentials is a key 
factor to be considered when designing 
a pension scheme’s FX liability hedging 
policy. Pension schemes that base their 
FX hedging policy on a single asset class, 
or on the growth portfolio alone, may 

hedge too much of their FX risk to the 
UK’s major trading partners, the US and 
the eurozone.

4. Correlation means different things 
to different investors
One of the foundations of effective 
risk management is appropriate 
diversification. Investing in a range 
of assets with different correlations 

Source: Russell Investments.
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growth assets can have a significant 
effect on pension scheme investment 
strategy. Imagine two investors: one 
a total-return DGF investor and a 
pension scheme ALM investor. Both 
target a volatility objective. For the 
DGF investor, it is the volatility of the 
total return, while for the pension 
scheme investor it is the volatility of 
the funding ratio.

Imagine that the only thing 
that changes in the markets is the 
correlation between interest rates  
and equity returns. Let’s say the 
correlation between the level of 
interest rates and equity returns  
shifts from positive to negative. 

When the correlation was 
positive, strong equity returns were 
accompanied, on average, by rising 
interest rates, falling bond prices and 
a fall in unhedged liabilities. For the 
DGF investor, equity and interest rate 
risk offset each other, whereas, for the 
pension scheme investor, the risks 
combine. This means that a change in 
correlation results in a DGF investor 
and a pension scheme investor 
needing to take exactly the opposite 
actions in their portfolios to maintain 
their objectives.

A flexible framework to holistically 
manage your portfolio
As we have seen, there exists an 
interaction between liabilities, the liability-
matching portfolio and the growth 
portfolio. They cannot be regarded in 
isolation, and they cannot be addressed 
with static allocations in either the 
liability-matching or growth portfolio.

Russell has developed a proprietary 
framework in recognition that portfolio 
design is not as simple as combining a 
static liability-matching portfolio with a 
naive diversified growth portfolio. The 
CHIIC framework highlights five reasons 
why this is the case: correlations, hedge 
ratio, interest rates, inflation and currency. 

The implementation of this framework 
is more effective in delivering corporate 
goals relative to an LDI+DGF approach. 
By ensuring a smoother path to full 
funding, a total-portfolio approach can 
help ensure that you are writing smaller 
and more stable ‘cheques’, and help avoid 
nasty surprises to your cash flows or 
balance sheet.  

For more information
Colin English, Russell Investments   
cenglish@russell.com  0207 024 6155

Figure 2

Source: Russell Investments.
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creates greater stability in investment 
returns. But there is more to effective risk 
management than just monitoring your 
asset mix – schemes need to continuously 
reappraise the drivers of uncertainty 
to their funding ratios. This means 
monitoring asset classes, volatilities  
and correlations. 

The most important inter-relationship 
that impacts the funding ratio is the 

correlation between equity markets and 
long-term real-interest rates. As we all 
know, correlations are not stable and are 
liable to change with market conditions.

Figure 2 (above) shows that the 90-day 
correlation between equities and real-
interest rates has varied between -0.75 
and +0.74 over a 22-year period.

Changing correlations between 
interest rate and inflation risks, and 

http://www.russell.com/documents/uk/research/russell-investments-fiducary-handbook-part-2.pdf
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