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What is the problem?
Funding a pension scheme is complex with many 
stakeholders and potentially conflicting objectives

Trustees
Sponsors
The Pensions Regulator
The PPF
Members
Shareholders

The investment strategy is only one part of scheme 
funding

What is the problem?

Matching bonds are the lowest risk investment but…

Bond yields are too low

Bonds are too short

LDI can be used to create a more ‘efficient’ strategy to 
overcome these problems

Which liabilities to hedge?
Effect of using swaps to improve bond portfolio
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Which liabilities to hedge?
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Which liabilities to hedge?

Further points to consider:
Long term vs. short term
Liability categories
The optimal hedge ratio
Contributions and future service?
Level of precision
Optionality in the liabilities

Market conditions
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Forward rates of return - swaps
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Implication for hedging

Long-dated real yields poor value
but could and have been lower (-ve)

“Low” nominal yields and “reasonable” inflation 

But not an excuse not to hedge
Intelligent hedging – using risk budgeting
Phasing of hedging – roadmaps / options

Swaps separate inflation and nominal yields c.f. IL gilts

LDI case studies

LDI case studies

100% bonds (→ 85%)

Long-term vs. short-term LDI

Hedging liabilities, no change to assets
asset target → Libor+

followed by leveraged pooled funds
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LDI case studies

Diversification + pooled funds (unlevered)

or swaps

Close liability matching + equity upside

75% cautious + 25% high risk/return 

LDI case studies

CPPI vs. liability floor

Inflation sourced from internal assets

Other public LDI adopters using swaps

Practical implementation
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Pooled funds

Practical convenience vs. customisation

Separation of inflation / interest-rate risk

Return expectations of underlying

Leveraged pooled funds
Allow retention of return-seeking assets
But more complex + potential for further drawdown

Contingent assets

What is a contingent asset

Asset with additional (cash?) value to fund on sponsor 
insolvency

Either
Outside fund, but ring-fenced on insolvency

Or:
In fund, with enhanced value on insolvency
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Why use them?

Reduce cash-flow impact of funding

Ability for sponsor to
Share in surpluses – & risk/rewards of investment
Retain investment control
Use corporate assets (self-investment)

But aim to retain tax and accounting advantages of 
funding

Contingent asset case studies

Use of illiquid business assets to defer 
cash strain of funding

Cash in escrow to enhance funding

Covenants

Letters of credit / CDS

Contingent asset case studies

Corporate property

Securitise corporate property & use to 
provide cash funding

Hybrid debt issuance (ratings +ve)
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Pension vs. life company approaches

Life company approaches

Same liabilities, but regulation ⇒ different investment

Regulatory bias to 100% credit for life companies, 
and very close liability matching

Orthodoxy being challenged
New entrants
New regulation

Diversification – and tactical mismatching

Insurance buyout

Very “expensive” (130%-140% of IAS19)
FSA regulation - prudent reserves + risk margins
Bond-based investment
Cost of capital + profit margin

But:
Competition reducing prices and driving innovation
Pensioners – “why buy gilts”
Partial buyout becomes another asset class
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Disclaimer
This material has been prepared by UBS AG, or an affiliate thereof ("UBS"). In certain countries UBS AG is referred to as UBS SA.

This material is for distribution only under such circumstances as may be permitted by applicable law. It has no regard to the specific investment objectives, financial situation or 
particular needs of any recipient. It is published solely for informational purposes and is not to be construed as a solicitation or an offer to buy or sell any securities or related 
financial instruments. No representation or warranty, either express or implied, is provided in relation to the accuracy, completeness or reliability of the information contained 
herein, nor is it intended to be a complete statement or summary of the securities, markets or developments referred to in the materials.  It should not be regarded by recipients 
as a substitute for the exercise of their own judgement. Any opinions expressed in this material are subject to change without notice and may differ or be contrary to opinions 
expressed by other business areas or groups of UBS as a result of using different assumptions and criteria. UBS is under no obligation to update or keep current the information 
contained herein. UBS may, from time to time, as principal or agent, have positions in, underwrite, buy or sell, make a market in, or enter into derivatives transactions in relation 
to any financial instrument or other assets referred to in this material. UBS operates rules, policies and procedures, including the deployment of permanent and ad hoc 
arrangements/information barriers within or between business groups or within or between single business areas within business groups, directed to ensuring that individual 
directors and employees are not influenced by any conflicting interest or duty and that confidential and/or price sensitive information held by UBS is not improperly disclosed or 
otherwise inappropriately made available to any other client(s). Neither UBS nor any of its affiliates, nor any of UBS' or any of its affiliates, directors, employees or agents 
accepts any liability for any loss or damage arising out of the use of all or any part of this material.

Options, derivative products and futures are not suitable for all investors, and trading in these instruments is considered risky. Past performance is not necessarily indicative of 
future results. Foreign currency rates of exchange may adversely affect the value, price or income of any security or related instrument mentioned in this presentation. Prior to 
entering into a transaction you should consult with your own legal, regulatory, tax, financial and accounting advisers to the extent you deem necessary to make your own 
investment, hedging and trading decisions. Any transaction between you and UBS will be subject to the detailed provisions of the term sheet, confirmation or electronic 
matching systems relating to that transaction. Clients wishing to effect transactions should contact their local sales representative. Additional information will be made available 
upon request.

United Kingdom and rest of Europe: Except as otherwise specified herein, this material is communicated by UBS Limited, a subsidiary of UBS AG, to persons who are market 
counterparties or intermediate customers (as detailed in the FSA Rules) and is only available to such persons.  The information contained herein does not apply to, and should 
not be relied upon by, private customers.  Switzerland: These materials are distributed in Switzerland by UBS AG to persons who are institutional investors only.  Italy:  Should 
persons receiving this material in Italy require additional information or wish to effect transactions in the relevant securities, they should contact Giubergia UBS SIM SpA, an 
associate of UBS SA, in Milan. United States: These materials are distributed by UBS Securities LLC or UBS Financial Services Inc., subsidiaries of UBS AG, or solely to US 
institutional investors by UBS AG or a subsidiary or affiliate thereof that is not registered as a US broker-dealer (a "non-US affiliate"). Transactions resulting from materials 
distributed by a non-US affiliate must be effected through UBS Securities LLC or UBS Financial Services Inc. Canada: These materials are being distributed in Canada by UBS 
Securities Canada Inc., a subsidiary of UBS AG and a member of the principal Canadian stock exchanges & CIPF. Hong Kong: The materials relating to equities and other securities 
business, and related research, are being distributed in Hong Kong by UBS Securities Asia Limited. The material relating to corporate finance, foreign exchange, fixed income 
products and other banking business, and related research, are being distributed in Hong Kong by UBS AG, Hong Kong Branch.  Singapore: These materials are distributed in 
Singapore by UBS Securities Singapore Pte. Ltd or UBS AG, Singapore Branch.  Japan: The materials relating to equities, fixed income products, corporate finance and other 
securities business, and related research, are distributed in Japan by UBS Securities Japan Ltd. The materials relating to foreign exchange and other banking business, and related 
research, are distributed in Japan by UBS AG, Tokyo Branch.  Australia: These materials are distributed in Australia by UBS AG (Holder of Australian Financial Services Licence No. 
231087) and UBS Securities Australia Ltd (Holder of Australian Financial services Licence No. 231098).  New Zealand: These materials are distributed in New Zealand by UBS New 
Zealand Ltd.

© 2007 UBS. All rights reserved. UBS specifically prohibits the redistribution of this material and accepts no liability whatsoever for the actions of third parties in this respect.


