
#LCPVista1 LCP Vista Investment

What else is inside this issue?
• A look back at our ideas
• The macro-economic outlook
• Product developments in light of the new DC flexibilities
• How the bulk annuity market is responding to the DC flexibilities
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It’s been another few tumultuous months in the pensions world.  
We’ve seen yields fall once more to new record lows; we’ve got  
a new pensions minister; the FTSE100 finally surpassed its 1999 peak; 
and we’re now living in a world where a DC pension isn’t really a 

pension at all. There’s more change on the horizon too – with annuitants 
potentially getting the right to “sell” their pension.

In our last edition both Charles Iversen and John Clements wrote 
about oil markets, albeit from very different perspectives. Charles  
talked about how falling oil prices might help consumers and John 
highlighted that oil prices looked inconsistent with governments’ 
commitments on climate change. However, I don’t think either of  
them would have anticipated just how far oil prices would fall in such 
a short time; two months after publication oil prices had fallen by over 
30% - from about $75/barrel in mid-November to under $50/barrel in 
mid-January. 

This substantial fall in oil prices has helped push inflation below  
zero, as measured by the CPI at least. But, perhaps more importantly,  
it has probably pushed back the day when interest rates start to rise 
again – further hurting pension scheme funding. 

So how should pension schemes respond?
A key question that should be on the lips of all pension trustees is: 

“Are these low yields  
the new normal?” 

Natalie Brain will help you to answer this important question, and 
consider what the strategic implications could be.

Some of the themes of our last edition are still very much relevant 
today – perhaps even more so. For example, six months ago we wrote 
about using options to lock-in the gains of equity markets whilst 
retaining upside. With the FTSE100 breaking 7,000 points for the first 
time ever, we think that this idea is still worthy of consideration. However, 
a similar strategy could be to use protection strategies alongside your 
equity investments – Grant Hood will explain what they are and how they 
can be used.

In this edition of LCP Vista we outline some investment ideas and 
thoughts that are particularly pertinent to today’s markets. They won’t 
all be applicable to all schemes, but I hope there’s something in here of 
interest to you.

We would appreciate your feedback on LCP Vista. If you have any 
comments or suggestions you can send me an email, or you can tag 
#LCPVista on Twitter. Alternatively, you can always speak to your usual 
LCP contact.

INVESTMENT MARKETS
are in a constant state ofCHANGE

A Note from the Editor

Ian Mills
Partner

+44 (0)20 7432 6736

ian.mills@lcp.uk.com

Ian helps his clients to 
develop better investment 
strategies by helping them 
diversify and hedge risks.  
As well as advising clients 
with assets between £50m 
and £3bn, he leads our 
research into new asset 
classes and is a key member 
of our LDI and derivatives 
research team. 

View the 
previous issue of 
LCP Vista here

mailto:ian.mills%40lcp.uk.com?subject=
http://www.lcp.uk.com/news-publications/publications-and-research/2014/lcp-vista-issue-1-dec-2014/
http://www.lcp.uk.com/news-publications/publications-and-research/2014/lcp-vista-issue-1-dec-2014/
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The global economy is continuing along its slow path to recovery. 
The UK and US have been paving the way whilst others, 
particularly Europe and the emerging markets, have struggled to 
find their feet. The situation in Europe (Greece aside) is starting 

to look up for the first time in years. Bank lending and consumer sentiment 
have increased, and the ECB’s sizeable quantitative easing programme, 
albeit slightly late to the game, is giving markets a much needed boost.

However, as we mentioned in the last edition of LCP Vista, global 
growth still remains far behind a “normal” recovery. The term “secular 
stagnation” is now being widely discussed by economists. If they’re 
right, then this would mean that increasingly accommodative 
monetary policy (ie continued low interest rates and more printing of 
money) would be required to stimulate growth. With an abundance 
of accommodative monetary policy in developed markets (see chart 
below)and still relatively muted growth, is stagnation our new reality? 
And is “low” the new “normal” for yields? 

Developed market 
interest rates have 
reached unprecedented 
low levels and have 
remained there for quite 
some time. Although 
interest rate rises are now 
on the horizon (markets 
currently expect the 
first US rate rise to be in 
September 2015), those 
that believe in secular 

stagnation fear that recovery is only temporary, and that interest 
rates need to remain low to boost demand and longer-term levels of 
investment.

While we feel that this view is perhaps too extreme, it also appears 
overly optimistic to expect growth to bounce back to its pre-financial 
crisis level. 

Another reason for this is “productivity”, a key driver behind economic 
growth. This was severely hit during the financial crisis and we have not 
seen productivity improvements in many developed economies since. 
In the UK, productivity is yet to recover to its pre-recession peak (as 
shown in the chart below), let alone stretch beyond it. An increase in 
productivity is essential to justify growth of real wages, which in turn 
generates demand. The IMF has called for governments to take action 
to stimulate productivity growth – perhaps by undertaking structural 
reforms, promoting investment in capital and enhancing innovation 
which will, in turn, counteract the drag from ageing populations. 

Until we see levels of productivity 
start to increase, we may need to shift 
our expectations of what “normal” 
yields are down a notch, and look 
beyond traditional asset classes to 
access areas of higher returns.

The macro-economic outlook 

Natalie Brain
Investment Analyst

+44 (0)20 7432 7756

natalie.brain@lcp.uk.com

In addition to advising both 
DB and DC clients, Natalie 
is a key member of LCP’s 
macroeconomics research 
team, helping to shape our 
investment advice. Natalie 
discusses the economic 
outlook with senior 
economists and investment 
managers on a quarterly 
basis, and helps write our 
quarterly investment market 
commentaries.

Accomodative monetary policy

Central bank balance sheets (% GDP), UK base rate
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Is your Investment Team all pulling together?

TRADITIONAL CONSULTING vs FIDUCIARY
Getting the best of both

The attractions of Fiduciary Management to DB trustees are clear 
enough: quicker decision making; delegation to experts; and low 
governance. But so are the drawbacks, such as being beholden 
to one provider for all investment services and the lack of truly 

independent oversight. 
But there is a third way that retains the best of both. This is no pipe 

dream. We, and the fund managers, are doing it right now. Here’s how – 
using a real client as a case study.

The client, an £800m DB scheme, had the following wish-list:
 � A simple, low-governance solution
 � A flexible structure, to allow nimble de-risking to capture temporary 

opportunities
 � A bespoke LDI portfolio with a high hedge ratio and high leverage
 � Best-of-breed active managers from across the market
 � Management of the day-to-day cash needs, to ensure the LDI portfolio 

could be supported without leading to a performance drag from 
holding too much cash

 � Monitoring of their funding triggers to de-risk in a timely manner 
 � Oversight by an independent consultant to advise on the  

on-going suitability of each component.

Many of these sound like ideal requirements for a fiduciary 
arrangement. However, all of this has been achieved by getting the most 
out of a suite of conventional fund managers, and without the conflicts 
of interest that arise from fiduciary management.

Here’s how
Use your LDI manager as the core of the strategy: instruct them 

to set up a bespoke pooled fund housing their LDI portfolio and the 
other managers’ growth portfolios. This can be done using a widely 
recognised pooling structure. The manager will then be able to buy 
and sell the growth funds in order to rebalance them, and crucially to 
support the LDI collateral with the minimum cash drag. They can also 
act quickly upon triggers to de-risk because they have access to the 
scheme’s growth assets. The choice of growth managers remains the 
preserve of the trustees – but is implemented within the structure.

Monitoring the funding is a piece of cake because of LCP Visualise, 
and because the bespoke pooled fund can be listed on data terminals 
(eg Bloomberg and Thomson Reuters), so it’s easy to see its value (and 
hence the whole scheme’s value). 

The trustees are happy. They have control over each component of 
the investment strategy, each manager and the consultant – avoiding 
the all eggs in one basket worry which attends fiduciary solutions. 
Furthermore, the structure ensures changes can be made quickly and 
easily, so nimble de-risking is easy and straightforward. 

Kevin Frisby
Partner

+44 (0)1962 873354

kevin.frisby@lcp.uk.com

Kevin advises a number 
of DB schemes with a 
focus on risk control 
through techniques such 
as liability driven investing, 
diversification and trigger 
monitoring.

His clients have been 
pleased with the way his 
teams have packaged  
the overall solutions for  
them in an innovative and 
bespoke manner. 

Chair of Trustees for the scheme in question

“We are very pleased with this strategy: it 
is flexible, dynamic, low governance and 
does not tie us down to any one provider”.

mailto:charles.iversen%40%0Alcp.uk.com?subject=
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Second-hand annuities

MATCH
BONDS?than

A better

There are some major challenges 
to overcome, but I can see 
these “second-hand annuities” 
becoming an attractive investment 
for pension schemes.

The Government has issued a consultation on allowing 
individuals to “sell” their annuity policies. This would extend the 
new flexibilities now enjoyed by DC members following George 
Osborne’s “freedom and choice” reforms to those who have 

already retired with an annuity.

annuitants are looking with envy at the new freedoms now available 
for DC members. Lots of people would rather have cash in hand than 
a regular income, to spend on a cruise or a new conservatory. And low 
bond yields may mean that annuitants could be offered a sizeable sum 
to cash-in their policy.

For this to really work, it needs scale. If a million or so people want to 
sell (around 20% of current annuitants) then buyers can be a bit more 
relaxed about the sellers’ health. If it’s only a few thousand, then buyers 
may assume that this is just the people in very poor health (who would 
stand to gain most from selling). 

Should pension schemes buy them?
A portfolio of second-hand annuities could be held to match pensions 

in payment. Not only would they match changes in long-term interest 
rates, but also general changes in longevity – if people in general live 
longer than expected, then the cost of having to pay pensioners for 
longer should be partially offset by the annuities bought continuing to 
pay out for longer. 

Of course, this is not a perfect match like a pensioner buy-in policy. 
A buy-in pays out based on how long your members live, whereas the 
second-hand annuities would reflect how long other people live. 

So second-hand annuities will need to be cheaper than buy-ins to 
compensate buyers for this risk, and also to cover costs such as medical 
underwriting. The big unknown is whether enough sellers will feel that 
they are also getting a good deal at such prices. Watch this space!

Will a market in second-hand annuities develop?
There are clear challenges involved. How can annuitants be protected 

from making the wrong decision to sell (especially the very old)? How 
will buyers be protected from terminally-ill annuitants, say, not being 
completely honest about their condition? 

But where there is a will there is a way. Around five million people 
own an annuity, and my bet is that a good proportion of these would 
be interested in selling. Annuities are not popular products, and many 

Compulsory 

Purchase 

Annuity 

Contract

Adam Michaels
Partner

+44 (0)20 7432 0635

adam.michaels@lcp.uk.com

Adam helps his clients to 
set the right investment 
strategy. He believes that 
investors need to be open 
to new ideas if they are 
to make the most of the 
opportunities available

As well as leading LCP’s 
research into real assets 
(such as property and 
infrastructure), Adam is  
part of the team that 
investigates new asset 
classes.
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The biggest pensions shake up in years should have been the 
catalyst for investment innovation within DC pensions in the UK. 
However, since the announcement, providers have been under 
huge pressure to even ensure that individuals have access to the 

new flexibilities, let alone think about what the best new products look 
like. Providers have had to deal with huge volumes of calls from members 
since the flexibilities were announced – in some cases the month-on-month 
increase in calls was as much as 25%. As a result, it’s understandable that 
innovation has been put on the back burner.

But this doesn’t mean innovation is not required - according to 
Hargreaves Lansdown’s survey in October 2014, only 11% of members 
are now planning to buy an annuity. Therefore a significant number of 
individuals will now choose to draw-down their income over time or take 
their whole pensions savings as cash at retirement. 

Whilst the industry expects that in the future DC pension provisions 
are likely to be provided via draw-down products, we are concerned 
about members’ ability to navigate this new market, particularly as the 
products that have emerged vary hugely from one provider to another. 
For example, some providers are allowing members to make unlimited 
drawdowns in a year at no cost; others are charging for every withdrawal 
made. Using a pension pot like a bank account is still looking a long  
way off. 

What do we need to see?
We want to see real innovation. This needs to come from various 

sources. The features of drawdown products vary and members will 
need help deciding the right option, therefore it is likely that we will  
need something similar to the Open Market Option for annuities for 
drawdown providers.

Once a member has chosen a provider, where to invest their pension 
pot is another difficult decision. Some investment managers have 
introduced new income-focused funds, but in the absence of a long-
term track record it’s difficult to know if these funds will meet the new 
wave of retirees’ objectives. We’d like to see more low-cost solutions, 
as many providers are providing drawdown funds at retail prices. We 
would also therefore like to see an equivalent cap on member-borne 
charges for drawdown funds introduced, given one already exists in the 
‘accumulation’ phase.

We do expect new products to launch as the industry catches up, so 
we encourage schemes to keep their investment strategies under review, 
as changes may need to be made to account for these new products. 

So have providers done enough? It seems the changes have  
only just begun… 

Product developments in light of the new DC flexibilities

Are PROVIDERS
DC WORLD?
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in the new

Anika Soanes
Associate Consultant 

+44 (0)20 7432 6616

anika.soanes@lcp.uk.com

Anika has been helping DC 
clients review their investment 
strategies following the 
2014 budget flexibilities, 
ensuring that new solutions 
implemented are both 
cost efficient and easy for 
members to understand. 

Anika researches 
investment-only and 
bundled platforms, as well 
as new DC products that are 
brought to the market.

mailto:charles.iversen%40%0Alcp.uk.com?subject=
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Over recent years global equity markets have rallied significantly, 
while bond portfolios have also performed particularly well. As 
a result, the majority of developed market equity valuations 
are now above historical averages, and many are at, or close to, 

all-time highs. At the same time, the real yield on long-dated gilts reached 
an all time low of about -1% at the end of April 2015 (see chart), with a 
similar story for many other global bonds. Despite the relative plain sailing 
in recent years, where almost every asset class has yielded good positive 
returns, I struggle to see this trend continuing for much longer. 

There are several potential headwinds on the horizon. In particular, 
markets will be tested as interest rates begin to rise – a decision by the 
US Federal Reserve to increase rates (expected in late 2015) could have 
a significant impact for global investors. A similar decision by the Bank 
of England (expected in mid 2016) could also have a profound impact 
for UK investors. Whatever the catalyst, it’s hard to see a scenario where 
the equity market continues its upward trend forever. At some point 
there will be another sell-off.

In an ideal world, you would be able to sell your scheme’s assets just 
before such a sell-off, and then repurchase the assets at a lower price. 
However, given the difficulty in timing the market, we think that investors 
may benefit from making an allocation to a “protection strategy” to 
safeguard recent investment returns.

Protection strategies are designed to increase in value when other 
assets perform poorly, reducing the potential downside from significant 
market sell-offs. They typically use derivatives in a number of underlying 
markets (eg equities, credit, interest rates and commodities) to benefit 
from abnormal market movements. For example, during 2008 global 
equity markets reduced in value by about 40% in US dollar terms, 
whereas a typical protection strategy returned about 70% in US dollar 

terms. This means an investor with an allocation of 90% equities and 10% 
protection strategies might have outperformed the broad equity market 
by perhaps 10%. Such strategies could provide greater stability to your 
scheme’s long-term investment returns, by acting as a natural foil for 
your equity investments. 

More stable returns should mean  
a more stable funding position. 

So why now? 
Firstly, there are potential headwinds to global markets which  

could cause significant instability in the near future. Secondly, equity 
markets are relatively high, so it feels like it could be a good time to 
protect against a fall. Finally, these strategies are relatively cheap by 
historical standards. Without a crystal ball to predict when global 
markets will turn, now feels like a good time to safeguard recent strong 
investment returns.

Protection strategies 
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SAFEGUARDING your
investmentRETURNS

Grant Hood
Associate Investment 
Consultant

+44 (0)20 7432 0660

grant.hood@lcp.uk.com

As well as working with 
a number of DB clients, 
helping to develop bespoke 
investment strategies to 
meet their specific needs, 
Grant is instrumental in 
LCP’s research into real 
assets and new asset  
classes. Given his current 
views on the market, one 
area of particular focus 
has been research into 
protection strategies.
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When George Osborne gave his 2014 Budget, the pensions 
industry clamoured to tell us it was the largest change 
in 100 years. So we’re all aware that from April 2015 the 
UK pension landscape has drastically changed with the 

scrapping of forced annuitisation of DC pots. But how has this affected 
insurance markets? Faced with large falls in business volumes in the 
individual annuity market it would be natural to presume insurers would 
refocus on the bulk annuity market, providing welcome additional capacity 
for a market where demand is rising fast. 

Increased competition?
The bulk annuity market has in the past few years been largely 

dominated by 5 key players (Legal & General, Prudential, 
Rothesay Life, Pension Insurance Corporation and 
Aviva). In 2014, these 5 insurers wrote around 95% 
of the total £13.2bn of business written. However, 
with large falls in sales of individual annuities 
(L&G has predicted 2015 individual sales to be 
half of 2014’s figures) we expect other insurers 
to enter the bulk annuity market to replace 
falling sales in the individual annuity market.

To date, only Scottish Widows has 
committed to entering the bulk annuity 
market. However, Just Retirement and 
Partnership, who originally entered the 
market focused on smaller transactions, 
have both increased their appetite for bulk 
annuities, as demand for individual annuities 

has fallen. I think other insurers will also divert more resources towards 
bulk annuities to enable them to write larger and more deals. 

Supply and demand
Rising demand has led to fears of upward pricing pressures in the 

bulk annuity market as pension schemes continue to mature and 
focus on managing longevity risk. On the supply side, insurer pricing 
is currently benefitting from competitive reinsurer pricing whilst 
reinsurers have excess capacity for longevity risk. The increased supply 
through additional new entrants will also help offset the upward pricing 
pressures – indeed, pricing on the live deals I am working on is currently 
competitive and at levels where clients are choosing to move forward  
to execute. 

Other dynamics influencing pricing include the introduction of new 
insurance regulations (called Solvency II) from January 2016. This 

is causing insurers to be more selective in their allocation of 
capital towards particular deals, placing further importance 

on the work we do to help schemes prepare and 
approach the market to get the best possible deal. 

The fact that increased 
competition in the market 
will help keep pricing 
competitive is undoubtedly 
good news.

Bulk annuities 

David Fink
Consultant

+44 (0)20 7432 6791

david.fink@lcp.uk.com

David helps clients looking 
to reduce longevity risk 
through a buy-in or buy-
out. He has experience of 
advising both corporates 
and trustees throughout the 
process to execution. David 
works as an actuary in the 
specialist buy-in and buy-
out team. 

LOWER pricing
HORIZON?on the 

mailto:charles.iversen%40%0Alcp.uk.com?subject=


#LCPVista10 LCP Vista Investment

KEEPING YOU INFORMED
Share our insights and  
opinions on our blog LCP View 
www.lcp.uk.com/blog

Watch and listen to our 
comments on topical issues
www.lcp.uk.com/video

Get the breaking news and 
follow our conversation on 
@LCP_Actuaries using #LCPVista

Follow our LinkedIn  
page and receive updates 
when we publish reports, 
blogs, videos and more

Join us at our flagship  
event this September
LCP Annual Pensions Conference,  

16th September 2015

www.lcp.uk.com/events
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