
Ripe opportunity

Hugo James, PensionsFirst Capital, on getting 
through the barriers to liability driven investment 
in long dated assets

Investment in long dated assets, such 
as infrastructure and other forms of 
long term secured lending (ground 

rents, social housing and commercial real 
estate debt, for example), offers pension 
schemes the prospect of stable returns 
and long dated, and often inflation linked, 
cashflows that are an excellent match for 
their liabilities. 

Not only can this help to immunise 
funds against future payment deficits, 
it can also arm them with valuable and 
marketable assets for an endgame buyout. 
However, to take full advantage of these 
benefits there are some challenges that 
schemes must first overcome.

A rock and a hard place
With a sustained period of historically 
low yields in traditional safe haven bond 
assets, combined with volatile equity 
markets, pension schemes have been 
caught between a rock and a hard place 
when it comes to asset allocation and risk 
management. In such an environment, 
trying to secure yield through traditional 
investments has become a major 
challenge, leaving many schemes 
overexposed to growing liabilities and 
funding deficits.

A possible solution
Investing in long dated assets, such as 
infrastructure and other secured lending 
opportunities, may offer an answer, 
however. Long dated assets can provide 
institutional investors with excellent 
liability matching cashflows that are 
often inflation linked. What is more, they 
can offer better yields than traditional 
matching investments such as gilts, as 
well as providing portfolio diversification 
benefits.

Given the growing practice of schemes 
transferring liability risk to insurers by way 
of a buyout, it is also important to consider 
the benefits that these assets could bring as 
part of any endgame solution. Just as more 
schemes are considering long dated assets 
for their liability matching characteristics, 
insurance companies are, too, and for 
precisely the same reason.

Tapping into this direct synergy is 
a good strategy for schemes building 
de-risking flight plans and considering 
buyout as the ultimate solution. 
Ultimately, the potential upside for 
schemes holding long dated assets 
in their portfolios could be a more 
marketable portfolio and, as a result, 
a reduction in buyout premium. And 
yet, for schemes to take advantage of 
these opportunities there are a number 
of challenges to overcome. First of all, 
it is important that schemes invest the 
necessary time to fully understand the 
risk and reward profiles of long dated 
assets and how these might improve the 
scheme’s current investment strategy. 
Then, from a practical perspective, 

they need to find the right investment 
partners to work with, as well as 
developing appropriate and effective 
decision making frameworks that 
enable them to make investments in this 
field. By overcoming these challenges, 
schemes can then position themselves to 
take advantage of the opportunities that 
are available to them.

Duration exposure
To fully realise all of the benefits of 
investing in long dated assets, schemes 
must first re-examine the risks they are 
running. For example, many schemes 
have implemented a liability driven 
investment (LDI) strategy by extending 
duration using derivatives in the over-
the-counter (OTC) market – using 
swaps and/or swaptions to manage 
duration exposure – underpinned by 
liquid assets such as corporate credit 
and gilts.

This means locking into investment 
yields (or “spread”) for a relatively short 
period compared with the duration 
of the liabilities, which then requires 
the proceeds from these assets to be 
reinvested in the future at an uncertain 
spread. This reinvestment risk is one that 
many schemes do not always measure or 
price explicitly. Another cost of running 
derivative exposures is that of having to 
hold collateral assets (typically, cash and 
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gilts), which prevents this capital being 
deployed elsewhere to generate higher 
returns.

Long dated assets, however, can offer 
schemes a smart way to sidestep some of 
their reinvestment risk and reduce the 
overall carry cost of collateral, thereby 
freeing up capital for investment in 
assets with a higher risk adjusted yield, 
while at the same time reducing overall 
levels of risk exposure.

As schemes broaden their investment 
strategies to de-risk and secure better 
risk adjusted returns, it is vital that 
they spend time up front developing 
their understanding of the specific 
risk and return characteristics of 
individual assets within these new 
asset classes. Indeed, this has been a 
significant barrier to more widespread 
investment in long dated assets such 
as infrastructure or property, as funds 
need to put in the necessary groundwork 

to make investment in such assets a 
viable option. Without an in depth 
understanding of the inherent risk and 
rewards, investing in long dated assets 
would be little more than a stab in the 
dark and a risk that schemes would be 
wise to avoid.

Plan sponsors should also be 
thinking about how best to allocate 
their risk assets in a way that explicitly 
integrates the liabilities. In as much 
as the unhedged amount of liabilities 
represents an interest rate risk, 
allocating funds to assets that give their 
investments more duration can help 
to reduce risk to the overall portfolio 
as well as the likelihood of funding 
contributions draining corporate balance 
sheets.

Getting to grips
Another challenge for schemes is easy to 
appreciate. With little or no experience 
of investing in long dated assets, it 
is understandable that schemes may 
prefer the security of adopting a “wait 
and see” approach rather than taking 

first mover advantage. However, by 
changing mindsets from “wait and see” 
to “watch and learn”, schemes can build 
the knowledge base needed to start 
investing in a new asset class, such as 
long dated assets.

Take solar projects, for example. An 
investment in such a project can offer 
schemes bond like contractual returns 
through government subsidies and 
Power Purchase Agreements that can be 
confidently matched to liabilities while 
yielding higher returns than gilts or long 
dated bonds. These types of projects 
are relatively simple to get to grips with 
and the potential benefits are easy to 
appreciate.

However, it can be difficult to find 
managers with established track records 
of performance in some of these more 
nascent sectors. This can understandably 
impact the confidence of schemes 
looking to delegate responsibility for 

asset allocation. Advisers can play a 
key role in this area by developing more 
bespoke manager search methodologies 
compared with those used for more 
liquid assets, where track records are 
easily measured against standard 
industry benchmarks and where 
performance data has a long history.

Effective framework
To date, another barrier to investment 
has been the difficulty of implementing 
decision making frameworks that bring 
together all of a pension scheme’s 
stakeholders. Certainly, as a starting 
point it is vital that trustees, sponsors 
and their respective advisers establish 
clear sighted actionable goals that 
are integrated into the overall fund 
governance structures. These would 
include setting investment criteria 
and funding parameters that take 
full account of asset, liability and risk 
profiles.

A shared resource risk analytics 
system can help streamline the 
decision making process once effective 

governance frameworks are set in 
place, helping to reduce the timeframe 
to action, so that schemes can deploy 
capital in a more agile and responsive 
way. 

By incorporating liability driven 
investment strategies within such 
frameworks, schemes can also reduce 
their liability risks. Yet, to do this, they 
should use a full toolkit of sophisticated 
asset, liability and risk analytics to 
optimise these strategic goals.

Amount of work
Finally, because of the size of pension 
schemes and the large amounts of 
capital they need to invest to make an 
investment worthwhile, scalability 
is still a very real issue. Without 
scalable opportunities, schemes will 
be put off by the amount of work 
and administration required for an 
investment that may bear little impact 

on the portfolio’s overall performance. 
Likewise, those seeking capital do not 
always fully understand what is the 
appropriate level of risk for schemes, 
which can lead to stalemate.

To prevent this, it is important that 
advisers, investment managers and 
providers, work together to structure 
investment opportunities so that they 
appeal to both schemes and those 
seeking capital investments, such as a 
solar farm project company. This aspect 
is as much about relationship building 
and education as it is about quantitative 
reasoning.

Only if schemes invest their time and 
the industry collaborates to share expert 
knowledge will the market for long dated 
assets mature into the ripe opportunity 
that it could clearly be. The challenge is 
to take advantage of these opportunities 
before they disappear – and in that 
respect pension schemes should start 
acting now.
Hugo James is chief executive officer at 

PensionsFirstCapital;  

hugo.james@pensionsfirst.com

Long dated assets can provide institutional investors 
with excellent liability matching cashflows that are often 
inflation linked.
Hugo James
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