
By Howard Moore 

Liability-driven investing, or LDI, 
is an investment framework used 
to manage current assets in order 
to pay o� future liabilities. Many 
de�ned-bene�t plan sponsors 
have adopted LDI strategies 
to improve their funded status 
ratios, or the percentage of 

future liabilities they are able to cover. “�e use of LDI is 
growing  with corporate pension plans separating their 
assets into return seeking vs liability hedging assets while 
also increasingly taking a more holistic view of their 
plans, thinking more in terms of overall hedge ratios,” 
says Nicholas Savoulides, vice president and portfolio 
manager at Loomis, Sayles & Company. Since the US 
Pension Protection Act in 2006 and the �nancial crisis 
two years later, pension funds have been challenged by 
stringent regulatory and accounting requirements, 
low interest rates, and volatility in equity markets. 
Implementing LDI has far-reaching a�ects—not only 
does it provide the ability to pay retirees in the years 

to come, it can reduce overall costs, smooth volatility, 
provide tax advantages, and strengthen corporate 
balance sheets.

Over the past year, funded ratios of many corporate 
pension plans dropped, taking major hits from lower 
interest rates and updated mortality tables. “Interest 
rates fell about 100 basis points, and the resulting 
increase in liabilities—perhaps 15–20 percent for a 
typical plan—more than o�set gains in equities and 
alternatives,” says Amy Morse, director of U.S. pension 
strategies at Wellington Management. In 2014, the 
MSCI World Index returned 5.5 percent, including 
dividends. In addition, the Society of Actuaries issued 
updated mortality tables, which will increase pension 
liabilities for most plans by raising the assumed 
lifespan of plan participants and lengthening time 
horizons. “�e new tables likely led to a drop of 
5-10 percent in funded ratios,” she says. Collectively, 
the drop in funded status means higher de�cits on 
balance sheets and higher pension expenses on income 
statements. In 2013, by contrast, pension plans overall 
saw a boost in their funded ratios as interest rates rose 
slightly and the equity market gained 27 percent.

Managing Pension Fund 
Liabilities with LDI
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Liability-driven investing, or LDI, helps align a pension plan’s assets to its liabilities by managing  
return-seeking assets and liability hedging assets in tandem and holistically. Recent funded-status 
gains among many pension plans have eroded in the past year, but demand for LDI continues to grow.  
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“�is seesawing of funded ratios has raised 
challenges for the growing number of corporate plans 
implementing glide paths that de-risk their portfolios 
as funded ratios improve,” says Amy Trainor, asset 
allocation strategist and portfolio manager at 
Wellington Management. As the funded status of a 
plan improves, assets are reallocated from the return-
seeking portfolio, generally equities and other growth 
investments, and into the liability-hedging portfolio, 
composed of high-quality bonds with durations 
similar to the plan’s liabilities, typically 12-16 years. 
“Many plans are still in the early or middle stages of 
their glide paths, with a heavier emphasis on return 
generation,” says Trainor. “With the setback in funded 
ratios, de-risking might be on pause until funded 
ratios recover.” Some sponsors are considering re-
risking—shortening duration or adding to return-
seeking assets. “While the automatic response based 
on the glide path might be to re-risk, factors such as 
the current interest rate environment might require a 
more dynamic approach,” she says. 

Liabilities are largely tied to interest rates, and 
funding ratios improve when interest rates rise or 
return-seeking assets perform well. On average, the 
funded status of the 100 largest U.S. corporate pension 
plans stands at 83 percent at the end of February 
2015, according to the Milliman 100 Pension Funding 
Index. “With continued low interest rates, as well 
as the upcoming mortality table revisions, we may 
see a slowdown in de-risking,” says Savoulides. �e 
process of de-risking is governed by a fund’s particular 
glide path toward improving its funded status. “Glide 
paths are pre-dominantly dictated by funding ratios,” 
he says. “Until funded status levels increase, many 
pension funds may be reluctant to invest further in 
long-duration �xed income.”

Interest Rates
While the future potential path of rates may be 

somewhat asymmetric, it is still not obvious that rates 
will go higher. “Quantitative easing in Europe, with the 
10-year German bond at 0.25 percent, certainly makes 
10-year U.S. Treasuries at 2.0 percent attractive,” says 
Savoulides. Even when the Fed starts to raise rates, 
it does not imply that the longer end of the Treasury 
curve will also move higher. “Managers who think 
they’ll rise could choose to shorten duration exposure 
and exploit some of the by-products of a potential 
rate increase,” he says. For example, corporate spreads 
and spread curves tend to be inversely related to the 
Treasury curve.

Despite the pause in de-risking, plan sponsors aren’t 
abandoning LDI. “�ey are actually more convinced,” 
says Joe Nankof, a partner at Rocaton Investment 
Advisors. While the short-term reallocations to long 

credit, predicated on funding status improvements, 
might change plans’ glide paths, adherents to LDI 
believe it’s best to stay the course. “�ere’s a total 
return mindset among pension directors, and it’s true, 
long-duration assets would perform badly in a rising 
rate environment, but LDI allocations are not made to 
generate return,” he says. LDI works best with a risk 
management mindset and a view of the bigger picture. 
“We recommend shi�ing into long duration regardless 
of the rate environment,” he says. 

�e most successful LDI programs are those that 
have a plan-level liability de-risking strategy in place, 
are systematic and have an agnostic view of the 
direction of the �nancial markets or interest rates. 
“Timing interest moves is a fool’s game,” says Suny 
Park, institutional client strategist at Janus Capital 
Group. By matching plan assets to plan liabilities, LDI 
strategies seek to decrease the funded status volatility 
so that moves in the equity and �xed income markets 
aren’t ampli�ed in the funded status of a pension plan. 
�e average volatility of the S&P 500 has been about 
15 percent per year over the past 25 years, compared 
with the Barclays Agg, which has varied by 3-4 percent 
on an annual basis. Focusing on growth assets, pension 
plans can be more tactical in the way they compose 
equity portfolios. “If you can decrease the volatility 
of an equity portfolio from 15 percent to 10 percent, 
it can have a meaningful impact on the funded status 
volatility,” he says.  

�ose who are concerned about equity volatility 
can tactically tilt portfolios tilt away from the S&P 500 
to low- or managed-volatility equities. Another way 
is to use liquid alternatives or hedge fund strategies 
that target 8-12 percent portfolio volatility. “Six to 
eight percent is an acceptable level of return if they are 
uncorrelated to stocks and bonds,” he says. �e mix 
between growth and liability hedging assets and the 
asset mix within the growth portfolio will determine 
how fast or slow the plan assets will grow, as expected 
return on plan assets decreases when assets are shi�ed 
from growth to liability hedging.  “Looking at it 
holistically requires the plan sponsor and investment 
committee to have a completely di�erent mindset,” he 
says. Too o�en, plan sponsors segregate the le� side of 
the plan’s balance sheet from the right side.  But if the 
ultimate objective is to decease the plan liabilities, plan 
sponsors cannot ignore the interaction between plan 
assets and plan liabilities.

�e e�ects of market conditions may prevail—plans 
want to de-risk, but not at the current low interest 
rate levels. “However, there is a strategic imperative 
to continue to de-risk underfunded plans,” says Jim 
Moore, managing director at PIMCO. While it may be 
counterintuitive to buy long bonds at historically low 
interest rates, there was overwhelming demand among 
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we’ve been working with 
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“If you can decrease the 
volatility of an equity port-
folio from 15 percent to 
10 percent, it can have a 
meaningful impact on the 
funded status volatility.”



M
any US corporate defined-
benefit (DB) plans saw their 
funded ratios decline last year 
as a result of the sharp drop 

in discount rates and changes in mortality 
assumptions. In response, some may be 
contemplating whether to “rerisk” — i.e., 
shorten duration and/or add to return-
seeking assets — in hopes of restoring 
funded status. 

Often, the rerisking decision is made 
in the context of a glidepath strategy that 
sets a plan’s asset allocation based on the 
funded ratio. Some glidepath policies allow 
for automatic rerisking when the funded ratio 
declines, but in our research we’ve found 
that such an approach may be ineffective. 
Often, it relies on mean reversion, or the 
expectation that market valuations, having 
approached extremes, will return to their 
historical norms. It may take valuations a 
few years to normalize, however, which 
can make rerisking painful in the interim. In 
addition, rerisking assumes the sponsor’s risk 
tolerance is higher as a result of the decline 
in funded status. But this is not a given, and 
sponsors should examine the upside and 
downside potential of rerisking to understand 
the trade-offs involved. 

Rethinking rerisking

Sponsors should consider “smarter 
rerisking”: adding risk only when the plan 
sponsor believes there is compelling return 
potential. This can be evaluated using 

fundamental analysis or a systematic or 
quantitative approach, as long as the end 
result is that risk is added when the plan 
sponsor sees a reasonably high probability 
that it will be rewarded and not solely for the 
sake of risk taking.

Currently, we see several reasons 
that sponsors might be cautious about 
aggressively reducing 
duration or adding to 
equity risk. These include 
the possibility that rates 
could remain rangebound 
at low levels (due to low 
non-US developed market 
rates, the drag on growth from an aging 
US population, and future demand for long 
bonds from corporate plans) and that equity 
valuations are already fair to expensive. Yet 
there may be other options for sponsors 
seeking additional return to make up for 
recent funded-ratio declines: 

Absolute-return strategies may offer 
an appealing means of achieving return-
seeking exposure, given their potential for 
diversification and lower volatility, as well 
as their reliance on active management 
decisions, rather than a specific market 
regime, to pursue returns. Because absolute-
return strategies differ in terms of risk profiles, 
market exposures, return objectives, and 
investment processes, sponsors should 
examine potential approaches carefully to 
ensure they fit with their objectives and the 
intended role in the portfolio. 

Bridge strategies, as we refer to 
them, have the potential to participate in 
rising equity markets, thereby helping to 
improve funded ratios, but also seek to 
provide downside mitigation in declining 
equity markets. They may be appealing 
to sponsors who want to make up for 
lost ground in their funded ratios but are 
also concerned about taking on too much 
additional risk. One way to implement 
this concept is via approaches where the 
portfolio manager has a wide opportunity 
set to invest in his or her highest-
conviction ideas, such as diversified low-
volatility strategies and unconstrained fixed 
income strategies. 

Dynamic glidepath management 

strategies may help identify attractive 
points at which to add (or reduce) return-
seeking assets. Examples include a two-
tiered glidepath, which allows for actively 
managing exposures along the glidepath, 
and funded-ratio volatility management, 
which identifies a target funded-ratio volatility, 

rather than a target asset 
allocation, along each 
point on the glidepath and 
then manages asset-class 
exposures dynamically to 
meet that target. 

In the end, the rerisking 
decision and the choice of strategies to 
implement it should be informed by a 
sponsor’s market and economic outlook, risk 
tolerance, and time horizon.

To learn more about this topic, visit: 

www.wellington.com/rerisking
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Sponsors should 
consider 

“smarter rerisking”



pension funds to buy long credit in 2013. “�ere was 
a massive in�ow during the taper tantrum,” he says. 
Although tactical considerations are colored by low 
interest rates and low levels of funding, LDI is, by 
de�nition, a strategic initiative. “LDI is not an either-
or program,” says Rene Martel, EVP and pensions and 
insurance solutions specialist at PIMCO. “�e glide 
path is the bridge to fully funded status.”

An Ongoing Process
Most U.S. DB plans implement some form of LDI, 

and some estimates are as high as 75 percent. “It’s 
an ongoing risk management process,” says Martel. 
A typical portfolio with an allocation of 60 percent 
equities, 40 percent �xed income usually has broad 
market exposure and sensitivity to interest rate moves. 
“�e �rst step is to align the �xed income assets with 
liabilities, which means investing in long-duration 
bonds that have a similar risk pro�le,” he says. �e 
next step is to decide if a 40 percent �xed income 
allocation is enough. Finally, the strategy can be 
optimized with interest rate derivatives and other 
strategies to maximize the coverage of the liability 
hedging assets. Derivatives can also be used in a 
smaller plan or in the early stages of a plan that has 
an emphasis on asset growth. “It’s important to be 
strategic and get the process and governance in place,” 
says Moore.

Structuring a growth asset portfolio within an LDI 
strategy is a holistic process. “�e liability hedging side 
needs to be aligned with the growth side,” says Nankof. 
�e default is long-only equities, which are liquid and 
they carry a risk premium. “Anything other than that 
requires a good risk management rationale,” he says. 

High-yield bonds, convertibles, emerging market debt 
and bank loans can o�er more diversi�cation and 
downside protection. Multi-asset strategies, including 
risk parity and macro asset allocation, as well as 
liquid alternatives, such as hedge funds, long-short 
and relative value, can mitigate risk as well. Finally, 
illiquid total return investments in private equity and 
real estate can complement the overall portfolio. “�e 
perception of these change when you think of LDI,” 
he says. “We look for shorter duration investments 
of �ve to seven years to get your money back to help 
annuitize the plan.”

“We think the current market environment requires 
a smarter, more nimble approach to re-risking,” says 
Trainor. “For example, given the potential for rates to 
remain low, sponsors might want to be cautious about 
reducing duration aggressively.” However, those who 
have a strong view that rates will rise and have the 
risk tolerance to absorb a lower funded ratio if that 
view is wrong may want to consider reducing interest 
rate duration while leaving corporate bond exposure 
untouched. �is may help to manage transaction costs, 
and it also takes into account future demand from 
corporate DB plans for long-duration corporate bonds. 
“Coupled with low liquidity in the corporate bond 
market, that future demand could make it di�cult 
and costly to reestablish those positions later,” she 
says. Plan sponsors could also consider innovative 
glide path approaches, such as basing the re-risking or 
de-risking decisions on funded-ratio volatility targets. 
“Another new approach we’ve been working with is 
a two-tiered glide path that gives the plan sponsor 
leeway to actively manage exposures along the glide 
path,” says Morse. n
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Month/
Year

Market Value 
of Assets

Projected Benefit 
Obligation

Funded 
Status

Change in  
Funded Status

Funded 
Ratio

Feb-14 1,421,399 1,660,091 -238,692 0 85.6%

Mar-14 1,420,855 1,664,589 -243,734 (5042) 85.4%

Apr-14 1,427,415 1,685,496 -258,081 (14347) 84.7%

May-14 1,448,133 1,714,506 -266,373 (8292) 84.5%

Jun-14 1,458,966 1,711,208 -252,242 14131 85.3%

Jul-14 1,449,731 1,708,381 -258,650 (6408) 84.9%

Aug-14 1,474,880 1,754,214 -279,334 (20684) 84.1%

Sep-14 1,454,047 1,708,725 -254,678 24656 85.1%

Oct-14 1,467,506 1,730,602 -263,096 (8418) 84.8%

Nov-14 1,487,063 1,756,216 -269,153 (6057) 84.7%

Dec-14 1,482,828 1,775,156 -292,328 (23175) 83.5%

Jan-15 1,492,926 1,875,713 -382,787 (90459) 79.6%

Feb-15 1,512,999 1,815,624 -302,625 80162 83.3%
Source: Milliman

Milliman 100 Pension Funding Index, Feb 2015 (All dollar amounts in millions) 
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“There’s a total return 
mindset among pension 
directors, and it’s true, 
long-duration assets 
would perform badly in a 
rising rate environment, 
but LDI allocations are not 
made to generate return.”



SEEKING PENSION SOLUTIONS? 
LET LOOMIS SAYLES HELP NAVIGATE. 

Plans with more than 20%  
in return-seeking assets 

Plans with limited  
return-seeking assets 

KEEP IT SIMPLE... …UNTIL YOU NEED REFINEMENT

CREATE HOLISTIC SOLUTIONS DISSECT YOUR LIABILITY EXPOSURES

Hypothetical liability using AA discount curve*

RELY ON SIMPLE BLENDED BENCHMARKS

(interest rate derivative overlay as needed)

PERFORM DETAILED ATTRIBUTION AGAINST  
YOUR LIABILITIES

ALLOCATION TO RETURN-
SEEKING ASSETS
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Source: Russell Standard Cash Flows Generator (duration 12 years @ 5%)

�is material is for informational purposes only and it should not be construed 
as investment advice. Investment decisions should consider the individual 
circumstances of the particular investor. Data and analysis does not represent the 
actual or expected future performance of any investment products. Hypothetical 
examples are for illustrative purposes only and do not represent an actual account, 
product or strategy. �ey have inherent limitations and do not re�ect all material 
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representation that the examples represent portfolios that could be constructed 
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To learn more about our customized LDI solutions, please contact 
Dacia Lamson, Vice President, Product Marketing at 617.482.2450.

One Financial Center  |  Boston, MA  |  02111  |  617.482.2450

LS Loomis | Sayles is a trademark of Loomis, Sayles & Company, L.P., 
registered with the US Patent and Trademark Office.

THINK BROADLY. ACT DECISIVELY.

Sample attribution shown for illustrative purposes




