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A note from the editor
 Matt Gibson

Welcome to the latest edition of LCP Vista, our six-monthly round-up of investment views  
and thought-pieces. Thomas A. Edison said “to have a great idea, have a lot of them”...  
and our investment team has certainly come up with some fascinating ideas recently.  
Many of these are applicable to a wide range of different investors; others are a little  
more esoteric, and hopefully show the breadth of our research. We hope you’ll find all  
of the articles interesting and thought provoking.

Recently the FCA published its final report on the asset management industry in the UK. The FCA has 
made some key recommendations, which affect institutional investors and investment consultants. 
Overall, we welcome the report and believe many of the measures will be beneficial for investors. 
Read our full response here.
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 Matt Gibson

Our recent research on investment funds has 
highlighted key issues with governance and 
transparency. Matt gives a roundup of what we 
found and what we would like to see change.
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We’ve had two quarters of improving global growth. Is this cyclical or structural?  
Much still depends upon the choices to be made by voters, central banks and politicians 
which have the ability to entrench or derail the economic recovery. My own view is  
that there’s more cycle than structure to this; at some point, growth will surely falter. 

But, with expectations for growth remaining positive over the next few years (see  
the chart below), markets can continue to prosper for a while yet. What could throw 
markets off course? Take your pick from one or more of: geopolitical risk, populism,  
rising protectionism, slowing global trade growth or falling levels of productivity. 

UK election result sees muted  
market impact
The UK’s general election resulted in a hung parliament, with 
no single party having an overall majority. Early campaign polls 
had suggested a sizeable Conservative win. While the result may 
have seemed at first to pile uncertainty upon uncertainty, some 
commentators are speculating that the UK may now move towards 
a “softer” Brexit. Certainly, market reaction was fairly muted. 

Sterling 
Sterling fell around 2% against the US Dollar on news of the 
election outcome. However, this is considerably less dramatic than 
the fall seen in the immediate aftermath of the EU referendum vote 
last June. Indeed, Sterling remains around 5% higher than the lows 
seen around the start of the year, and broadly in line with levels at 
the time the general election was called. 

Equities
In aggregate, UK equities have remained stable. The FTSE 100 
index rose around 1.3% on the news of the result, largely caused 
by Sterling’s downward move which boosted the value of 
multinational companies’ overseas earnings streams. By contrast, 
the more domestically oriented FTSE 250, a mid-cap index which 
some see as a barometer of UK economic prospects, fell around 
0.6%. Overall, UK equities remain near all-time historic highs.

Gilts
UK nominal gilt yields, which are inversely related to prices, fell 
slightly on the result, but have rebounded since. While rising 
inflation expectations driven by Sterling weakness puts upward 
pressure on yields, expectations for continued easy monetary 
policy from the Bank of England serves as a counterbalance.

We continue to recommend that clients consider their interest 
rate and inflation hedging strategies carefully and, where relevant, 
add hedging to move towards long-term strategic targets.

Here in the UK, the next few years will be overshadowed by our very own self-inflicted, 
volatility inducing uncertainty: Brexit. I do expect a transitional deal within the UK’s  
two year notice period. But, long-term trade negotiations will stretch on for many years.  
The outlook is even more uncertain following the UK election. Prime Minister May’s  
hopes of an emphatic mandate and consequent strengthened Brexit negotiating  
positon were dashed but, so far, markets haven’t been too fazed by the outcome.

As the temperature of the exit discussions wax and wane, we can expect UK asset  
prices, and Sterling in particular, to rise and fall. We are continuing to advise our clients  
to carefully consider their levels of currency hedging. 

While perhaps it is easier to focus on the risks associated with Brexit, there are also 
opportunities. In addition to the ideas set out in this edition of Vista, I would point to 
traditional UK commercial property, which offers attractive yields relative to equities  
and UK government bonds, and secure income assets such as long-lease property  
which provides inflation-linked, contractual income over the long-term.

Natalie Brain
Associate Investment Consultant

WHAT COULD THROW 
MARKETS OFF COURSE?

In addition to advising both DB and 
DC clients, I am a key member of LCP’s 
macroeconomic research team.  Our 
research helps shape the advice we provide 
to our clients.  I discuss macroeconomic 
outlook with senior economists and 
investment managers on a quarterly 
basis, and help produce our quarterly 
investment market commentaries.

+44 (0)20 7432  7756
natalie.brain@lcp.uk.com

10 year normal gilt yield

UK equities – FTSE 100 vs FTSE 250

Sterling since the EU referendum

13.4%

-0.9% -1.1%

Topical issues - markets and macro IN FOCUS

Expectations for 
global economic 
growth over 2017 
and 2018 have 
been nudged up by 
the International 
Monetary Fund, 
to 3.5% and 3.6%, 
respectively.

Markets - best and worst performers so far in 2017( to 30 June)

Emerging Asia 
Pacific (GBP)

Emerging Europe 
(GBP)

Equities

6.1%
Global high yield 
debt (USD)

Unhedged 
overseas (GBP) 

Bonds

-10.2%
Commodities 
(USD)

Alternatives
Global listed 
infrastructure (GBP)

15.4%

IMF global GDP growth - Annual percentage change

Source: Bloomberg
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Celebrating double 
investment award success

UK Pensions Awards 2017

“ A firm that has been providing 
clear, actionable advice to 
clients for more than 20 years.

LCP’s client assets have 
demonstrated significant 
outperformance over the past year.

“
On the 20th anniversary of the UK Pensions Awards on 4 May in London 
we were thrilled to take home the awards for 20 Years of Excellence in 
Consultancy and Investment Consultancy of the year (joint winner). 

Aaron Punwani, LCP’s Strategy Director, reflects on 20 years of 
innovation at LCP with a“trip down memory lane” blog, read it here 

From the judges:

20 years of...

Pension and Investment Provider Awards 2017

The 18th annual Pension and Investment 
Provider Awards was held on 24 May with 
LCP picking up its second investment 
consultancy award for 2017. 

LCP also won De-risking Consultant (buyout, 
buy-in, longevity swaps) for the sixth time.

“ LCP impressed with their 
SpotLight performance 
monitoring software, as well 
as delivering strong investment 
outperformance over 2016.

LCP offer not just de-risking in the 
traditional pension sense.

“
From the judges:
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The mighty $
A strong US dollar is usually seen as bad for 
emerging markets. Many EM economies have 
issued a large proportion of their national 
and corporate debt in US$ terms, so a more 
expensive dollar means it is relatively more 
expensive to service this debt. 

On news that Trump had been elected, the 
dollar immediately strengthened and there were 
thoughts that this may continue throughout his 
Presidency. But things haven’t been as clear cut 
since – the dollar has weakened so far this year; 
so emerging markets haven’t actually seen a 
bigger bill for their debt at all. These markets  
are also a lot less exposed to the dollar than 
they have been in recent years. The scare caused 
by the “taper tantrum” in 2012 led many EM 
countries to reduce the level of their debt and 
the proportion that was linked to the dollar. 

Volatility
Emerging markets are more volatile than their 
developed market counterparts, and often this 
is what puts investors off. But think about your 
investment horizon. If you have 10 years of 
equity investing left (or more), you might be able 
to afford to keep your patience through short 
term volatility, in order to achieve the long term 
benefit of greater growth.

There are also approaches you can take to  
avoid falling out with these investments:

• An active manager may be able to avoid 
the most volatile companies or countries at 
any given time, re-positioning the portfolio 
when things change. Just make sure you have 
conviction in your manager.

• A multi-asset approach (ie seeking to make 
returns from EM equities, bonds and currencies) 
is an effective way of gaining exposure to these 
high-growth markets whilst diversifying risks 
and hence dampening the level of volatility.

Are they really worth it?
I’m not suggesting that emerging market 
investing is plain sailing; the risks are real and 
must be understood and considered carefully. 
But I believe perception has moved away from 
reality. So if you have avoided EMs, and you have 
a reasonable investment time horizon (of say 10 
years or more), you may be running the risk of 
looking back and seeing emerging markets as  
the “one that got away”. 

You should at least ask the right questions  
and kick the tyres. My advice is that you  
should ask your investment consultant  
the following questions:

• How much exposure do we have to EM assets?

• What are the potential risks and rewards from 
EM equities, bonds and currencies? Are these 
risks worth taking?

• And if you do consider increasing your 
allocation then investigate implementation 
routes that might dampen volatility along  
the way.

Asset class views – emerging markets

It is no secret that emerging markets (“EMs”) offer the potential for greater growth than 
developed market counterparts. Firstly, their equities have outperformed over long term 
periods (eg 10 years); secondly, their bonds offer far greater yields than in developed 
countries (which is especially attractive in today’s “low yield” environment); and thirdly, 
we may expect their currencies to strengthen as they evolve from economies based on 
exports to being hungry for imports. 

So, you would expect that EMs have potential as an attractive long-term partner for 
investors, right? 

Well, investors seem to be resisting their charms. Allocations I see to emerging markets 
for typical UK pension funds are surprisingly low – perhaps it is the perception of risk 
which is putting investors off?

Have they been Trumped?
When Donald Trump uses language that could result in policies that hurt EMs, it’s worth  
a detailed look at the damage he could actually cause.

During his campaign, Trump was very clear on the fact that he would re-write trade 
agreements to the benefit of the US. This is particularly threatening for emerging markets 
as, for many, the US is their biggest trading partner.

Initially, Trump appeared to be following through with this policy. However, a few months 
in to his Presidency the talk is now of preparing orders to “review existing trade deals” 
or to “study abuse of US trade deals”. So perhaps a measured approach will be taken as 
commentators question whether trade tariffs and relocation of labour will be good for the 
US at all? Maybe those investing in EMs may have less to worry about than first thought.

Mary Spencer
Investment Consultant

EMERGING MARKETS- WHY 
THEY AREN’T BROKEN

I’m a consultant in LCP’s Investment team 
and a qualified actuary. I help my clients to 
think about key issues and objectives before 
making any investment decision – taking 
a step back helps them to focus on what’s 
important when putting in place long term 
plans. I am also a key member of our Equity 
Research team.

+44 (0)20 7432 7749 
mary.spencer@lcp.uk.com

IDEAS AND VIEWS

Are emerging markets at risk of 
being the one that got away?

1 7 10 132 85 11 143 96 12 15 164



In April 2017 real gilt yields (the return you receive from holding an index-linked gilt, 
before inflation) hit all-time lows. For most schemes this will mean all-time highs for 
actuarial valuations of pension scheme liabilities. In fact, on 12 April, the HIGHEST real 
yield was around MINUS 1.85% pa (shown on the chart below).

Real yields have recovered a bit since then (by around 0.2% pa at the time of writing), but 
many pension scheme trustees, corporate sponsors and their advisors will be questioning 
where yields go from here and whether 12 April 2017 was the (or even near the) bottom. 

Because “surely yields must rise from here…”

Rather than using a “mean reversion” (what goes down, must go up) theory, or anchoring 
to historical levels, I prefer to look at the supply and demand dynamics of the gilt market, 
and consider how these may change in the future. Opposite I’ve listed some of the main 
factors I think may influence supply and demand in the future.

What does this mean for the future? 

• in the short-term, gilt yields certainly could fall further.  
In particular I expect pension scheme de-risking to  
continue and I wouldn’t bet my house on 12 April being  
the bottom for real yields.

• in the long-term, I think gilts ARE over-priced and for those 
schemes that don’t care about shorter-term mark-to-market 
volatility, and are able to take a long-term view, then waiting  
for a more favourable point to purchase gilts (if at all) might  
be appropriate. 

I think the gradual shift to defined contribution pensions  
(and the associated pension freedoms), the eventual unwind  
of quantitative easing, and higher base rates than are currently 
being projected will result in higher gilt yields in the longer-term.

So what am I telling my clients they should do? 

It all comes down to a question of covenant and what you’re 
aiming for. If you’ve got a reasonably short time horizon (eg 
targeting insurance de-risking in the foreseeable future) or  
can’t rely on your covenant over the long-term then I’d be minded 
to increase your liability hedge ratio now. If you’ve got a very 
strong covenant and plan on running off your scheme over the 
long-term then other long-dated contractual assets (eg long lease 
property) can provide secure, inflation-linked returns and offer 
better value than index-linked gilts.

REAL YIELDS HIT  
ALL-TIME LOWS, 
WHERE TO FROM HERE?

David Wrigley
Partner

I’m a partner within LCP’s Investment  
team. My particular areas of expertise  
are in developing efficient investment 
strategies and establishing de-risking 
frameworks. I also sit on LCP’s LDI and 
Derivatives Research team, and LCP’s 
Investment Strategy team.

+44 (0)1962 873358 
david.wrigley@lcp.uk.com
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Factors 
supporting  
an increase 
in gilt prices:

Factors 
supporting  
a fall in gilt 
prices:

Supply

Demand

• Economic recovery, higher 
taxes and lower amount 
of gilts being issued

• Reduced government spending

• Economic downturn, lower taxes 
and more government spending 
to support economy

• More pension scheme liability hedging and asset de-risking

• More buy-ins and buy-outs

• More regulation / pressure to hold gilts (or gilt-like assets)

• More QE

• More demand from overseas investors

• More demand from individuals (eg for annuities)

• Worsening in the relative outlook for other investments  
(eg equities, property)

• Views that base rates will stay lower for longer

• Less pension scheme hedging and / or a move away  
from gilt discounting

• A move away from buy-ins / buy-outs

• A reversal of QE

• Reduced demand from overseas (eg following a credit 
rating downgrade)

• A shift from DB to DC and fewer annuity purchases

• Improvement in the relative outlook for other investments 
(eg equities, property)

• Views that base rates will rise higher or faster than 
currently priced in

Market views – real gilt yields IDEAS AND VIEWS

Real spot curve based on market data as at 12 April 2017
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Liability-driven investment  
(or LDI) has been an investment 
strategy that has delivered what it 
promised. But it is one of the most 
complex areas of investment 
strategy, and it’s getting more 
complex following the recent 
introduction of new regulation.

In this content roundup we have compiled 
a number of new resources to help you  
keep on top of your LDI portfolio.

Keeping on top 
of your LDI 
portfolio

Liability-driven investment 

We have also prepared a short “test yourself” guide which  
outlines the key issues that you need to be aware of to ensure  
good governance of your LDI portfolio.

Gavin Orpin - Partner

James Fermont - Partner

+44 (0)20 7432 3778
gavin.orpin@lcp.uk.com

+44 (0)20 7432 6762 
james.fermont@lcp.uk.com

The LDI pooled fund market has gone through a number of 
evolutions over time. A new suite of pooled LDI funds have  
recently come to market aimed at schemes that want to increase 
their levels of liability hedging even further. Collectively, we  
refer to these funds as “Growth LDI”.

Watch the video to undestand the latest LDI pooled fund solutions 
helping small and medium-sized pension schemes to maximise 
liability hedging without sacrificing investment returns.

There are three types of pension schemes that should seriously  
consider Growth LDI: 
• Poorly funded schemes that need to increase their levels of hedging but cannot afford to sell growth assets.

• Schemes that are limited to maintaining a minimum amount in growth assets, but would like to hedge more  
of their liabilities.

• Schemes pursuing a buy-in of their pensioners using their existing hedging assets, as these funds allow them  
to potentially increase the size of that transaction, without reducing hedging.

The introduction of new banking rules under Basel III and derivative 
rules under the European Market Infrastructure Regulator (“EMIR”) 
has changed the way that banks trade derivatives. This is impacting 
all LDI portfolios in two main areas – pricing and compliance. 

Watch the video to understand how these new regulations work.

There are new rules impacting all LDI portfolios

Growth LDI – innovation for small  
and medium sized schemes

Video: the impact of market regulation on LDI strategies

Video: Growth LDI - maximising liability hedging 
without sacrificing investment returns

Access our “test yourself” guide here

CONTENT ROUND-UP
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I think that real assets – property and infrastructure – are really attractive at the moment. 
For those pension schemes that are able to take a long-term view, real assets can  
provide a significant yield premium compared to gilts. They can also provide long-term 
cash flows that are expected to increase year-on-year with inflation. I think that they  
can be a good fit for schemes looking for assets to help meet benefit outgoings as  
their membership matures.

There is a broad spectrum of different real assets. While each offers a blend of income 
and growth, they have their own unique features, characteristics and market cycles.  
If you’re making an allocation, it’s worth taking the time to consider which real assets 
best suit your own strategic needs.

To help you do this we have created our ‘pick ‘n’ mix ’ infographic. This summarises the 
key features of different assets to help you understand which mix may be right for you. 

Andrew Jacobson
Senior Investment Consultant

OUR PICK ‘N’ MIX 
APPROACH

I lead LCP’s Real Assets team and strongly 
believe that property and infrastructure is  
an attractive long-term investment for  
many pension schemes and charities.

+44 (0)20 7432 6714 
andrew.jacobson@lcp.uk.com 

Asset class views – real assets

Growth-orientated real assets Income-orientated real assets

RESIDENTIAL

3% pa yield

Rental growth and capital growth

Inflation + 4-6%

Supply / demand imbalance for 
private renters

SALE & LEASEBACK

4% pa yield

Inflation-linked income and residual capital

Inflation + 3-4%

Strong income and potential  
capital gains

INFRASTRUCTURE

3-5% pa yield

Income growth and capital growth

Inflation + 5-7%

Stable income, often regulated, 
contracted or monopolistic

INCOME STRIPS

3% pa yield

Inflation-linked income

Inflation + 2-3%

Income more secure  
as lease matures

TIMBERLAND

2% pa yield

Timber price growth and capital growth

Inflation + 4-6%

Low correlation to other assets

SECURED INCOME

3-4% pa yield

Inflation-linked and fixed income

Inflation + 2-3%

Mix of different real and other private assets

COMMERCIAL PROPERTY

4-6% pa yield

Rental growth and capital growth

Inflation + 4-5%

Open market rents

GROUND RENTS

3% pa yield

Inflation-linked income

Inflation + 2-3%

Very long term and secure structure

% %

% %

% %

% %

£ £

£ £

£ £

£ £

Figures are based on manager projections

IDEAS AND VIEWS

For those pension schemes that are 
able to take a long-term view, real 
assets can provide a significant yield 
premium compared to gilts. They 
can also provide long-term cash 
flows that are expected to increase 
year-on-year with inflation. 
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Equities, bonds and cash…for most DC 
schemes over the years these are the types 
of asset classes that members have been 
used to investing in, but that’s about it.

Yes, Diversified Growth Funds (DGFs)  
have also become popular, but the main 
source of returns can be attributed 
 to their allocations to equities and bonds.

However, it is the illiquidity risk premium 
that many DC investors have missed out 
on and continue to miss out on today.

DB schemes on the other hand have 
long been beneficiaries of the many 
advantages associated with investing 
in illiquid assets, such as the relatively 
higher and more stable expected returns 
experienced over the long term.

So why aren’t DC schemes able to 
follow the same route as DB? 
Well, due to administrators’ and platforms’ 
requirements there’s an almost universal 
need for DC funds to be valued and 
traded daily, which simply doesn’t fit 
well with investing in illiquid assets. 

These dealing and pricing requirements 
are not driven by regulations, but by the 
operational systems that DC platform 
providers and administrators use. This 
clearly makes it extremely difficult for 
alternative asset managers to offer a 
product suitable for the DC market, as 
the majority of the true underlying illiquid 
investments may only be valued weekly, 
monthly or even every six months. 

At LCP, we have been challenging the DC 
platforms to adapt their approach to allow 
funds that deal less frequently and better 
match the dealing terms with liquidity of 
the underlying assets. However this added 
flexibility is extremely complicated and 
may be some years away.

In the meantime, the good news is 
that there are managers out there who 
recognise the benefits of how illiquid 
assets can play a part in a DC member’s 
investment strategy. Consequently, 
they are now starting to create new 
funds (or adapt current ones) that can 
offer members both the true illiquidity 
premium, whilst also meeting the daily 
dealing and daily pricing requirements. 

Some of these have been around for  
a while, such as daily dealing funds that 
invest in physical property. However,  
I think members would benefit 
from getting exposure to more 
than just one illiquid asset class. 

What I am now seeing is more 
sophisticated strategies that invest in 
a much wider range of illiquid asset 
classes, such as private equity, unlisted 
infrastructure and private credit. 
Allocating a portion of the fund’s assets 
to more liquid investments means 
daily cash flow requirements can be 
maintained, whilst simultaneously 
generating those all-important excess 
returns via the illiquidity premium. 

ILLIQUIDS HAVE A  
PART TO PLAY IN DC

Harry Green
Investment Consultant

I am an investment consultant in the DC 
Investment team. My primary role is helping 
to advise trustees and governance groups 
in the design and implementation of their 
scheme specific investment strategies. In 
addition to client work I am also involved 
in manager research and I am one of the 
lead researchers in the alternatives team, 
reviewing absolute return/multi-asset  
fund managers on a regular basis.

+44 (0)20 3824 7305
harry.green@lcp.uk.com

Asset class views – illiquids in DC IDEAS AND VIEWS

I acknowledge that the mismatch of having a daily dealing fund investing  
in illiquid assets has caused some problems in the past though. After a sustained 
period of redemption requests, funds have had insufficient liquid assets and 
have been forced to suspend dealing. However I am now seeing managers being 
more open about the possibility of suspending redemptions and what they will 
do if this situation occurs. Investors should be aware of this risk and, ideally,  
be prepared to hold-on until liquidity conditions improve, although this can  
be difficult for DC members to understand.

Costs are certainly a consideration as well, as these types of funds will cost 
more than the average charge DC members currently pay. Nevertheless, when 
combined as part of an overall default strategy (ie blended with cheaper passive 
funds) I feel strongly that illiquids have a huge part to play in DC schemes and 
I am encouraging trustees to think about how these can be incorporated into 
default strategies moving forward.

I feel strongly that 
illiquids have a huge 
part to play in DC 
schemes and I am 
encouraging trustees to 
think about how these 
can be incorporated 
into default strategies 
moving forward.

DB

DC
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Trends - Star Wars, Toy Story, Power Rangers, Pokémon, Harry Potter, flared trousers… 
what does this have to do with investing? 

Analysing (a lot of) data can identify trends in markets! It is pretty simple really -   
the strategy buys assets that are rising in price, and sells assets that are falling.  
The returns from a trend strategy have little reliance on traditional markets, so  
can be counter-cyclical and increase diversification.

To traditional investors who analyse factors such as profit-margin, price-earnings ratio 
and the value of expected future cashflows, making decisions based purely on how the 
price has moved may seem a little strange. It has, however, a long track record of success.

Over the 18 year period to the end of 2016, managers who followed a trend strategy have, 
on average, returned 5.7%pa*. That’s about the same as the return on global equities to 
a Sterling investor. The trend managers’ return, however, came with substantially lower 
volatility and in crisis periods - such as 2008, when equity markets halved - the strategy 
returned over 20%.  

Most trend managers trade (we can’t really call it investing!) in as many liquid markets  
as they can find. The strategy has a track record of working wherever a market exists – 
across equities, commodities, currencies and bonds. Because it follows the trend,  
the strategy can generate positive returns whether the market is going up or down  
(but not sidewise). Trends can last from a few days to a few weeks.

Large pension schemes have allocated to the space, however it remains underutilised  
in portfolios of smaller schemes.

Why does it work?
There are a few explanations put forward, the most compelling is that it exploits human 
behavioural biases that mean investors don’t act entirely rationally. However hard we try 
to be logical, we are heavily influenced by our emotions in making investment decisions. 
We prefer to buy an asset that has already performed well and hesitate too long in selling 
our loss-making investments, hoping they’ll recover. These biases, so the argument goes, 
mean asset prices don’t trade at their “fair value” immediately after new information is 
available, but take a little time to get there - creating trends in asset prices.

There are also some fundamental reasons why markets may exhibit trends, such  
as the way that central banks’ policies tend to be cyclical and that causes markets  
to have extended periods of rally and decline.

CHASING RETURNS

Nikki Matthews
Analyst

In addition to advising a number of DB 
clients, Nikki is a key member of LCP’s 
Alternatives research team that looks into 
new investment ideas for clients. One area 
of focus as part of this team has been Trend 
Following funds. Nikki is also a key member 
of the Fiduciary Management research team.

+44 (0)20 7432 0612
nikki.matthews@lcp.uk.com

Asset class views – trend following

The way managers implement trend strategies 
is systematic and rules-based. This makes them 
unemotional and so not subject to behavioural  
biases of other investors. 

*Returns of the SG Trend Index.

Is there a catch?
Of course, sometimes markets don’t trend. When markets are choppy, without clear 
trends, performance will be muted. These strategies will suffer when a trend reverses  
very suddenly. However, the more markets the strategy seeks trends in, the less effect  
one severe reversal will have. Managers that diversify across time periods, using  
both short and longer-term trends add further diversification.

Another catch is that trend strategies don’t rely on fundamental traits of the assets  
it buys and the rationale for why it works is difficult to prove. Investors can quickly  
lose confidence in the strategy, particularly after periods of poor performance. In the 
past, this has led to many investors selling the strategy shortly before it had its most  
successful periods of performance. An investor who allocates part of their portfolio  
to a trend strategy needs to take time to understand the approach, and that periods  
of low or negative returns may not mean that it is broken.

Finally, trend strategies will not be for all investors. Many people will lack confidence 
in a strategy that is based primarily on the historic price changes of an asset and not 
on fundamental characteristics. For those investors that can get comfortable with the 
approach, trend can offer reasonable returns that, because of the low correlation to 
equities and other assets, makes an effective contribution to a diversified portfolio.

So why allocate now? 
• Trend strategies have a low correlation to any of the major asset classes over  

the long term, and so have very attractive diversification qualities when held  
as part of a diversified portfolio of assets.

• Strong returns - traditional asset classes are generally seen as being expensive  
today and may offer lower returns than in the past. The return from trend strategies  
is not so dependent on the valuation of traditional assets and should continue to  
offer a good prospective return. 

• Liquidity - implementation is via liquid instruments such as futures and forwards  
across multiple asset classes (ie equities, fixed income, currencies, and commodities). 
Investors do not have to sacrifice liquidity to invest in trend strategies.
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Speak to your LCP adviser or get in 
touch with us for more information.

“ LCP SpotLight gives clients an analytics 
tool that provides them with powerful 
performance analysis in a simple manner.

“

From the judges of UK Pensions Awards 2017

Learn more about 
LCP SpotLight here

Discover a new 
approach to 
performance 
monitoring.

We think up-to-date information is simply more 
useful. So we built LCP SpotLight to help us give 
better advice and help you make more informed 
investment decisions.

We now use LCP SpotLight with all our clients so 
they can see, over any time period, compared to 
any benchmark or to any other manager, what’s 
going on in their pension scheme.
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How could I use convertible bonds?
There are broadly three different approaches to investing in convertible bonds.

• A typical hedge fund strategy is convertible arbitrage, which will attempt to capitalise 
on pricing inefficiencies between the convertible bond and the issuer’s equity. There are 
fewer managers using this strategy than historically; improved efficiencies in the market 
make the gains small and hard work.

• Another is trading in distressed companies, where the convertible buyers are looking to 
turnaround a company and take an equity stake.

• However, around a third of the market is traded in convertibles which are valued around 
the conversion price. This means the price of convertible quickly starts to rise like an 
equity, if the company’s equity price rises; and begins to look more like a bond, if the 
equity price rise falls. It is this approach that I think is of most potential interest to 
pension funds.

Can I use convertibles in my portfolio?
This all sounds very attractive, but there are two significant catches.

• You probably own equities and corporate bonds in your portfolio already.  
Adding convertible bonds doesn’t really give a great deal more diversification.  
Despite the asymmetric characteristics of convertibles, over the long-term the  
return from a portfolio of convertible bonds does not look that different to a  
mix of corporate bonds and equities. 

• The market in convertibles is not tiny at about $350bn, but it’s much smaller than either 
the equity or bond markets. Because of the smaller market size, it has been prone to 
some illiquidity in the past and had periods where, counter-intuitively, convertibles have 
performed worse than equities... and in some periods where equity markets have fallen, 
counter-intuitively, convertible bonds have performed even worse.

Our view is that for most investors’ portfolios an allocation to convertibles is so similar 
to a balanced portfolio of equities and corporate bonds that a strategic allocation 
is rarely justified. However, there are periods where convertibles could be a good 
opportunistic allocation. An investor that wants to retain some of the upside potential of 
equities, but have some protection if the equity market falls, could construct a bespoke 
strategy using equity options. In the current environment - where the price of insurance 
from these falls is at a historically low level and equity markets have had a multi-year run 
of good returns – a simple way to add some protection could be to switch part of your 
equity portfolio into convertible bonds.

IDEAS AND VIEWS

Our view is that 
for most investors’ 
portfolios an 
allocation to 
convertibles is  
so similar to a 
balanced portfolio 
of equities and 
corporate bonds that 
a strategic allocation 
is rarely justified.

An allocation to convertible bonds is fairly common 
for many continental European investors, but they 
are rarely used by UK pension funds. Are we missing 
something? Do they deserve a place in portfolios?

What are they?
A convertible bond is a bond issued by a company that  
the holder can exchange for equities in the company, at  
an agreed price, at some date in the future. That means  
that if the equity price rises in value, you have a cheap way 
to buy into the shares and can get a decent part of the good 
equity return. If the equity price does not rise much, you  
hold a corporate bond.

Heads I win, tails I don’t lose? 
Not quite. The sort of companies that issue convertible  
bonds tend to have weaker credit ratings than the largest, 
safest companies. The corporate bond is, therefore,  
towards the riskier end. 

Additionally, the option to convert into equities is valuable 
and the price you pay for a convertible reflects this – they 
are a bit more expensive than buying the equivalent non-
convertible bond. So you pay something up-front for the 
asymmetric return.

However, convertibles certainly do have some attractive 
defensive characteristics. When the value of the issuer’s 
equity falls, the convertible takes on more low-duration  
bond-like characteristics.

When the value of the equity rises, and it looks more likely 
that the option to convert to equity will be taken, the 
convertible takes on more equity-like characteristics.

HEADS I WIN,  
TAILS I DON’T LOSE

Shyam Gharial
Investment Consultant

I am a consultant in LCP’s investment 
department with over 10 years’ experience 
in actuarial and investment consultancy. 
I help clients to create bespoke investment 
portfolios. These range from using simple 
asset classes to more complex solutions.

+44 (0)20 3824 7743
shyam.gharial@lcp.uk.com

Asset class views – convertible bonds
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Transactions costs  
– the fog is clearing
Various regulations coming into force in the next 
year are designed to ensure investors, and pension 
fund trustees in particular, will get consistent and 
comprehensive information on the transaction 
costs they incur. The survey responses to questions 
on transactions costs were better than in previous 
years, but still many managers could not disclose 
these costs and those that did used different ways 
to calculate them. Our survey gives a review of these 
regulatory changes and how they’ll affect you.

The fee paradox 
LCP investment management 
fees survey report
April 2017

Investment funds are lacking  
independent governance
Our research found that more than 50% of UK domiciled funds  
do not have any independent directors.

Although fund governance rarely hits the headlines, it is now  
receiving more attention due to the Financial Conduct Authority  
review of the asset management market. Our latest survey suggests  
that the majority of investment funds used by UK pension schemes  
lack any independent governance arrangements. This places the UK 
industry behind the governance standards of other countries, which 
demand a minimum representation of independent directors.

Why are investment managers charging 
more… but not actually doing more?

Access the full  
fee survey here

Access the fund 
governance survey here

Our survey revealed that pension schemes are paying investment managers up to 70% more  
than they were six years ago, highlighting just how important it is for pension schemes to regularly 
monitor their investment managers and put negotiating pressure on them to reduce fees.

Stop Press
As part of the FCA’s review of the asset management  
industry, it has proposed that fund boards have at least  
25% of its members who are independent of the asset 
manager. We welcome this proposal as a move in the  
right direction for improved fund governance.

CONTENT ROUND-UP

Over the past few months we 
have published two reports that 
focus on fund management. 

Shining a light 
on Investment 
Funds

 Investment Funds

Matt Gibson -Partner

I joined LCP in 2015 as head of investment research. 
I have 20 years’ experience analysing and selecting 
investment managers across all asset classes. I am 
responsible for LCP’s manager research and delivering 
clear advice to LCP’s clients on their investment 
management arrangements. 

+44 (0)20 3824 7255
matt.gibson@lcp.uk.com 
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This applies to DC schemes as well as DB, with particular  
focus on the default strategy.

The big challenge is to obtain sufficient information on your 
managers’ approach to climate risk and, in turn, for them to 
obtain sufficient information on the companies they invest in. 
Fortunately, climate-related disclosures are improving rapidly. 
Various initiatives are seeking to increase the extent, quality and 
consistency of disclosures. Foremost among these is the Task 
Force on Climate-related Financial Disclosures (TCFD) whose  
final recommendations will be presented to the G20 on 7-8 July. 
These recommendations apply to asset owners such as pension 
scheme trustees, as well as investment managers and investee 
companies. 

Make sure you understand the implications for your scheme.  
We can help; please speak to your LCP consultant to find out more.

Few trustees will want to, or feel able to, form a view on  
these questions. But you don’t need to. We think you need to:

1. Recognise that climate change poses risks to all your 
investments, including in the short term. The nature and 
extent of the risks vary considerably between asset classes, 
sectors and individual companies. In particular, exposures to 
the energy, transport, materials and agricultural sectors are 
likely to be most vulnerable.

2. Consider your portfolio’s overall exposure to climate risk, 
particularly when reviewing asset allocation and manager 
appointments. Equities typically have a higher exposure than, 
say, fixed income, and the exposure is strongly influenced by 
the choice of index to track or use as a benchmark.

3. Select managers that have the skills and resources to 
integrate climate risk appropriately into their investment 
processes. This can include macro-level decisions (particularly 
in multi-asset products), stock selection decisions (for 
actively managed funds) and shareholder engagement (for 
equities).

4. Oversee the way managers are managing climate risks on 
your behalf, noting that their approaches differ widely. You 
should satisfy yourselves that your managers’ approaches 
are suitable for your scheme and are being implemented as 
expected, and be prepared to challenge them if not. 

IN FOCUS

?

NAVIGATING  
THE UNCERTAIN 
ROAD AHEAD

Topical issues - climate risk

In June 2016, I wrote an article for LCP Vista about the considerable risks that climate 
change policy posed for investors and concluded that Brexit was likely to increase 
uncertainty in this area. Since then, the election of Donald Trump has created yet more 
uncertainty for climate policy. What does that mean for you as trustees? And what can 
you do about it?

There are two main types of climate risk: 
• physical risks from the climate itself, such as disruption of global supply chains by floods 

and storms, and changes to rainfall patterns which affect agricultural yields; and

• transition risks from measures to prevent climate change by significantly reducing 
our use of fossil fuels through improving energy efficiency and switching to renewable 
energy sources.

In the shorter term, transition risks are likely to be more significant than physical risks 
for pension scheme investments. Most global leaders are standing firm on their climate 
pledges despite Donald Trump’s decision to withdraw the US from the 2015 Paris 
Agreement. The critical questions remain: how far and how fast will climate policies seek 
to reduce fossil fuel use? How will the detailed policies affect individual sectors and 
companies? And how will asset prices respond to these developments?

Claire Jones
Senior Consultant

I am an actuary with over 15 years’ 
experience spanning pensions, 
investment and sustainability. I help 
LCP’s clients to include environmental, 
social and governance considerations 
in their investment processes, with the 
aim of delivering sustainable long-term 
financial returns.

+44 (0)1962 873373
claire.jones@lcp.uk.com

The big challenge is to obtain 
sufficient information on your 
managers’ approach to climate 
risk and, in turn, for them to 
obtain sufficient information 
on the companies they invest in. 
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Longevity risk is relatively small 
compared to other risks
Longevity risk (the risk of members living 
longer than expected) will increasingly 
dominate as a scheme matures and takes 
steps to reduce interest rate, inflation 
and investment risks. Hedging longevity 
risk (eg through a buy-in) before it 
becomes dominant is sensible but if 
longevity risk remains small compared 
to other risks then a buy-in may not 
be the most efficient first step.

If this is you, consider other actions such 
as increasing interest rate hedging or 
reducing exposure to return-seeking 
assets. Longevity modelling tools, like 
LCP LifeAnalytics, can help by measuring 
longevity risk so you can easily get an idea 
of how dominant it is for your scheme 
compared to other risks.

The remaining assets after the buy-in 
are going to have to work too hard
Most schemes have a deficit and are 
relying on investment returns (and 
contributions) to make up this deficit. If 
the buy-in means selling return-seeking 
assets that you are relying upon to plug 
the deficit, then the remaining assets 
either have to target a higher return, or 
you have to accept a longer period to 
reach full funding.

If you are in this situation, you could 
consider insuring a smaller subset which 
can be accommodated more easily within 
your investment and funding strategy. This 
could still allow you to hedge some of your 
longevity risk and provides a platform for 
extending the buy-in over time as capacity 
to do so emerges.

The buy-in could limit your ability to 
hedge your interest rate and inflation 
risk in the future
Schemes typically use long-dated gilts 
and Liability-Driven Investments (LDI) 
to hedge interest rate and inflation risk. 
Exchanging these assets for a buy-in 
tends to offer the best value but can limit 
your overall hedging. You need to ensure 
you have enough assets after the buy-
in to maintain your hedging (potentially 
through rebalancing), both now and for 
any future increases in hedging. This 
is particularly important for cashflow 
negative schemes where, if you run out 
of liquid assets, then you may be forced 
to sell return seeking assets to maintain 
hedging or meet benefit payments.

If your hedging arrangements are 
constraining the assets available for a  
buy-in, then a longevity swap might be a 
good way to hedge longevity risk instead. 
This would allow you to retain full flexibility 
to invest your assets as you wish, which 
you can use to hedge other risks or target 
a higher return. Indeed, a combination of a 
buy-in and longevity swap may be optimal 
for some large schemes.

IN FOCUS

Trustees and sponsors should make sure they 
understand and check for these red flags before 
taking this route, because sometimes the best 
buy-in approach is to not buy-in at all.

1. 2. 3.

My advice is that a buy-in is an excellent risk-reduction strategy, as long as you are in the right position to benefit from it. Trustees  
and sponsors should make sure they understand and check for these red flags before taking this route, because sometimes the best 
buy-in approach is to not buy-in at all (at least not right now).

An increasing number of pension schemes are using buy-ins as part of their long-term 
de-risking strategy, and recent market volumes are backing this up. We’re also seeing 
some of the most attractive buy-in pricing compared to holding gilts for years (see  
chart below), so demand from pension schemes is only likely to increase.

Many trustees I talk to are asking if they should be looking at a buy-in given the current 
good pricing. But a key question they should first ask is “does a buy-in make sense for 
my scheme at the current time?”

To help you decide if a buy-in does make sense, here are three red flags that may signal 
that a buy-in may not be a good idea for your scheme, at the moment at least.

WHEN NOT TO BUY-IN

Yadu Dashora
Partner

Since joining LCP in 2009, I have advised 
clients in all areas of defined benefit pensions 
as a qualified actuary. I spend the majority 
of my time in LCP’s specialist insurance 
de-risking practice, helping both trustees 
and sponsors of pension schemes manage 
longevity risk within their scheme.

+44 (0)20 7432 3065
yadu.dashora@lcp.uk.com

Topical issues - de-risking strategies
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Practical steps for DC Trustees

• Understand what asset protection members have in the event  
of a problem and have communicated the overall conclusion of 
this to members

• Have details of all of the charges and transaction costs borne  
by members to calculate the assessment of value for members

• Have up to Statement of Investment Principles to cover  
the trustees’ objectives and policies in relation to the  
default arrangement

• Ensure all communications accurate, clear, relevant and in  
plain English, and that communications are regularly reviewed 
to take into account innovations in technology that are available

Have you seen what’s new in LCP Horizon?
Unique and game-changing, our online tool LCP Horizon gives you the control while enhancing member outcomes.  
And we keep improving it. New features for 2017 include: 

• Bringing investment strategies all under one roof, so that we can focus on member outcomes and better understand journey risks.

• Greater governance control, so that you can demonstrate your DC offering provides value and generate a plan to become market 
leading.

• A series of ‘nudges’ designed to increase member engagement by delivering clear, timely and to the point messages.

Want to see these time-saving new features in action? Ask for a demo from one of our DC experts, or book at

www.lcphorizon.com

DEFINED CONTRIBUTION

Guidance from The Pensions Regulator
The new version of TPR’s Code of Practice 13 was published  
in July 2016. The new code is split into six sections, each with  
a ‘how to’ guide to provide more detail on how trustees can  
meet these standards in practice. 

The fourth is specially about Investment Guidance – making sure 
you have the right investment governance arrangements, in line 
with your membership profile, and that the investment strategies 
you put in place provide the best chance for your pension scheme 
members to get a good outcome.

This is one of six guides to support trustee boards in meeting 
the standards set out TPR’s Code of practice 13: Governance and 
administration of occupational trust based schemes providing 
money purchase benefits (‘the DC code’).

Read the DC Guidance here

Resources to help you
• Video: Do you have transparency on the fees your members 

are paying?

• Blog: Will you be able to include transaction costs in your 
Annual Chair’s Statement?

• Case study: Constructing an effective and future-proofed  
DC offering

• LCP guide to responsible investment in DC

• Blog: Is DC getting responsible investment right?

Since TPR launched the revised Code 
we’ve seen an increase in DC trustee 
bodies who are considering responsible 
investment and ESG issues.

Laura Myers - Partner

IN FOCUS

Laura Myers - Partner
+44 (0)20 7432 6639
laura.myers@lcp.uk.com

Practical steps for DB Trustees

Option 1:  
High level health-check on 
the three key areas
1. Setting a long term 

investment strategy
2. Setting a good  

cashflow policy
3. Effective monitoring

Option 2:  
Comprehensive review 
of compliance with each 
element of the guidance

Update your SIP
One point that really comes out in the guidance is the wording 
that should be in your Statement of Investment Principles, or 
SIP, which will affect almost everyone, as virtually every scheme 
is required to have a SIP.

TPR INVESTMENT 
GUIDANCE – WHAT 
YOU NEED TO KNOW

DEFINED BENEFIT

Topical issues - TPR guidance

Guidance from The Pensions Regulator
In March 2017, The Pensions Regulator (TPR) issued it’s very first 
investment guidance for trustees and advisers running schemes 
that offer defined benefits. 

Why we’re supportive of this guidance:
It’s relevant. It tackles the most important items that are on  
many trustees’ agendas today, rather than what was on agendas  
5 or 10 years ago. It recognises that: 

• many schemes have been closed for years and their remaining 
members are getting older; 

• there’s more and more cash going out the door every year  
to pay benefits; and 

• schemes typically aren’t just holding equities and bonds – 
instead there are often illiquid investments, or more complex 
strategies, like LDI.

It’s also practical using lots of case studies to illustrate points.

Read the DB Guidance here

Resources to help you
• Webinar on demand: “What you need  

to know about TPR’s new DB investment guidance”

• LCP guide to keeping on top of your liability-driven 
investment portfolio

• LCP guide to fiduciary management 

• LCP guide to responsible investment in DB

If we had to distil the essence of 
the guidance into 3 key points, 
we would say firstly it’s about 
encouraging trustees to think long 
term; secondly it’s about having a 
clear cashflow policy; and thirdly 
it’s about effective monitoring.

John Clements - Partner

John Clements - Partner
+44 (0)20 7432 0600
john.clements@lcp.uk.com
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