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Custom liability 

driven investing 

– have your cake 

and eat it too

According to the Mercer Pension Health Index, the funding status for a 

typical Canadian defi ned benefi t (DB) pension plan has fl uctuated by 

more than 30 per cent in the last 10 years, and many plans have been 

under 100 per cent funded for most of that time. Such wide swings in funded 

status have many negative implications, including reduced member benefi t 

security, volatile contribution requirements and unpredictable fi nancial statement 

impacts.

As a result, many Canadian plan sponsors are focusing on reducing pension plan risk to ensure that their funded 

status is less volatile in the future. This represents a change in philosophy for many plans – a shift from trying to 

earn excess returns to providing benefi t security – and makes good sense as risk may be better taken in a plan 

sponsor’s core business where it can fully benefi t stakeholders.

One way of reducing risk is by using liability driven investing (or LDI) to better match pension assets and liabilities. 

However, today’s low interest rate environment can make some plan sponsors reluctant to implement LDI solutions.

Pension plans can reduce risk and make their fi xed income assets work harder using a custom LDI solution – a 

technique used by large fi nancial institutions like insurers for over 50 years.
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Why do LDI? 

LDI means investing assets to move like liabilities, so all else 

being equal, a plan’s fi nancial position stays stable through good 

and bad market conditions. A well-constructed LDI portfolio can 

support a number of objectives, including:

o Reduce contribution and fi nancial statement volatility

o Promote benefi t security

o Promote plan sustainability

o Reduce management time and attention

o Facilitate a future annuity purchase

There are many types of LDI solutions, but custom LDI solutions 

are best practice in the U.K., where pension de-risking has been 

going on for some time. KPMG reported in their 2015 LDI survey 

that there are now £657 billion of U.K. DB pension plan liabilities 

hedged and more than 1,000 LDI mandates. In fact, KPMG 

comments: “LDI is arguably the largest single investment exposure 

that U.K. defi ned benefi t pension schemes have today.”1

Three key ingredients for a 

successful LDI solution

Plan sponsors should consider their overall objectives and 

constraints when evaluating an LDI solution. Key considerations 

typically include:

1. Interest rate risk management: The overall duration of the 

assets should align with the overall duration of the liabilities 

being matched to ensure that the assets and liabilities move 

together when interest rates move.

2. Credit mismatch risk management: The discount rates used 

to calculate accounting liabilities and solvency liabilities refl ect 

a large proportion of corporate and provincial bonds – as high 

as 100 per cent for accounting and sometimes close to 100 per 

cent for solvency. Plan assets should contain a similar exposure 

to corporate and provincial bonds to ensure that the assets and 

liabilities move together when credit spreads widen or narrow. 

3. Yield mismatch risk management: The yield on the assets in 

the LDI solution should be at least as great as the liability 

discount rate or else there may be slippage in the funded status 

as the asset returns are not “keeping up” with the liability 

 growth. 

Not all fi xed income solutions are created equal 

Many Canadian plan sponsors are investing their fi xed income assets in the FTSE®/TMX Long Term Bond Index, a blend of indices or 

other index oriented solutions to approximately match the duration of their liabilities. Others have parked their fi xed income assets in the 

FTSE®/TMX Universe Bond Index while they wait for interest rates to rise.

In contrast, custom LDI is where the plan invests in a bespoke portfolio of largely corporate and provincial bonds that closely matches the 

duration of the liabilities. Illiquid assets such as commercial mortgages and private fi xed income may also be used in a custom LDI portfolio 

for additional yield and diversifi cation. Custom LDI portfolios have a custom benchmark and custom reporting to help measure success. 

Different fi xed income solutions provide different levels of risk mitigation. We’ve created sample portfolios for a hypothetical fully funded 

pension plan with a liability duration of 16 that is looking to hedge accounting liabilities.

1 For the purposes of the survey, KPMG defi ned an LDI mandate as one which either has some sort of liability cash fl ow benchmark or uses derivatives to gain exposure to nominal interest rates, 

real interest rates or infl ation hedging. Mandates with a broad bond index benchmark were excluded.

 “TMX” is a trademark of TSX Inc. and is used under license. 

 “FTSE®” is a trademark of FTSE International Limited and is used under license.
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Here’s an overview of the portfolios, and how they stand up to the three key risks discussed on page 2:

Overview of portfolios1

FTSE®/TMX 

Universe Bond 

Index 

FTSE®/TMX Long 

Term Bond Index 

Blended 

Index2

Hypothetical 

custom LDI 

portfolio3

Federal bond allocation 36% 24% 22% 5%

Provincial bond allocation 35% 53% 58% 20%

Public corporate bond allocation 29% 23% 20% 65%

Private debt allocation 0% 0% 0% 10%

Average credit rating AA AA AA A

Approximate impact on funded status

1. Interest rate risk 

(0.50% parallel interest rate reduction)

-4% -1% 0% 0%

2. Credit mismatch risk 

(credit spreads fall 0.50%, provincial  

spreads fall 0.25%)

-6% -5% -4% -1%

Yield mismatch risk

Portfolio yield 1.96% 3.13% 3.15% 3.71%

3. Yield defi ciency

(to liability discount rate of 3.75%)

1.79% 0.62% 0.60% 0.04%

1All data as at June 30, 2015. 

2 88 per cent FTSE®/TMX Long Universe and 12 per cent FTSE®/TMX 20+ Strip Universe to target a duration of 16.

3  The above data is hypothetical and does not represent an actual client portfolio. Do not place undue reliance upon such forward-looking statements. Please refer to the disclaimer section for details 

on the limitations and risks with relying on hypothetical data. 

Source: Sun Life Financial internal models

How do the solutions stack up? 

1. Interest rate risk: The FTSE®/TMX Canada Universe Bond Index has a duration of approximately seven years and does not provide a 

close duration match for the hypothetical plan, which creates interest rate risk. All of the other solutions do a reasonable job of 

matching overall duration.

2. Credit mismatch risk: Index solutions typically contain less than 30 per cent corporate bonds. Custom LDI solutions generally have 

much higher allocation to investment grade corporate bonds and may provide a close match to the liability credit profi le. Mismatches 

in credit exposure can be just as risky as mismatches in interest rates and can signifi cantly impact a plan’s funded status. In the 

hypothetical scenario above, the custom LDI portfolio provides additional funded status protection compared to the index solutions. 

3. Yield mismatch risk: Indices are yield-defi cient when compared to the liability discount rate (for solvency, accounting or going concern) 

as they don’t contain enough credit exposure to “keep up” with the liability discount rate. The yield match on custom LDI is usually 

much closer. In the hypothetical scenario above, the custom LDI portfolio provides an additional expected yield of 1.75 per cent versus 

the FTSE®/TMX Canada Universe Bond Index. This yield defi ciency means that in a similar rate environment, investing in the 

FTSE®/TMX Canada Universe Bond Index could erode the hypothetical plan’s funded status by about eight per cent over fi ve years!
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A custom LDI solution may provide equal or better protection against interest rate risk and better protection against credit mismatch risk 

and yield mismatch risk than the index portfolios. In addition, a higher projected yield on the custom LDI solution may compensate for 

losses that the portfolio may experience in many rising interest rate environments. A DB pension plan relying on index strategies is leaving 

itself open to credit mismatch risk, and could experience material deterioration in its funded status due to yield mismatch risk.

Too good to be true?

We often hear plan sponsors remark that custom LDI appears too good to be true. While the benefi ts of custom LDI are indeed compelling, 

here are some potential pitfalls to avoid: 

o Concentration risk: The corporate bond universe in Canada contains about 50 per cent fi nancial institutions, a concentration 

level that prudent investors may not be comfortable with. Including illiquid asset classes like private fi xed income and 

commercial mortgages, or non-Canadian corporate bonds (hedged back to Canadian currency) can provide a more diversifi ed 

portfolio of matching assets, resulting in lower overall risk. With such high exposure to credit required to match liabilities, the 

LDI portfolio manager’s credit expertise becomes more important. 

o Scarcity of long duration assets: The supply of long duration assets in Canada is limited. Given the importance of including 

long duration assets in an LDI portfolio, many plan sponsors leverage the expertise of a portfolio manager with experience 

sourcing and managing long duration assets.

o Credit default risk: Although custom solutions involve a higher allocation to credit assets, credit default risk is mitigated by  

the additional yield that is earned and the expertise of the LDI portfolio manager.

o Timing: Many plans are reluctant to increase their allocation to fi xed income assets when interest rates are low or their plan is 

underfunded. One way around this is to maintain the same allocation to fi xed income, but use a custom LDI solution to make 

the fi xed income assets work harder. By moving fi xed income assets from index oriented solutions to a custom LDI solution, 

plans may experience a reduction in risk and the potential for higher yields. A glide path can allow the plan to move return 

seeking assets into the LDI portfolio as triggers are hit, further reducing risk over time.

Custom LDI – have your cake and eat it too

Custom LDI may protect plans from the pain of volatile market conditions and provide many potential benefi ts versus index fund 

solutions:

o Higher yields

o Lower credit mismatch risk 

o Improved credit diversifi cation

o Tighter interest rate matching

o Better risk management and oversight through custom 

benchmarking and reporting

All of these benefi ts can translate into improved member benefi t security, less volatile contribution requirements, and more 

predictable fi nancial statements. 

The potential pitfalls of custom LDI solutions can be mitigated and the benefi ts of a custom LDI solution are likely to far outweigh the 

cost, allowing plan sponsors to have their cake and eat it too. Who wouldn’t want higher yields and less risk?
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416-408-8935 | brent.simmons@sunlife.com 
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Managing Director, Client Relationships, Defi ned Benefi t Solutions
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About Sun Life Investment Management 

Liability driven investing solutions are provided by Sun Life Investment Management Inc., a Canadian registered portfolio manager, 

investment fund manager, exempt market dealer and in Ontario, commodity trading manager. Sun Life Investment Management Inc. also 

offers private asset class pooled funds (particularly in private fi xed income, and commercial mortgages) for defi ned benefi t pension plans, 

insurance companies and other institutional investors in Canada. Sun Life Investment Management Inc. is part of the Sun Life Investment 

Management group of companies.

Hypothetical performance data does not represent the performance of actual client portfolios. Trading and other costs have not been deducted from the performance data 

(e.g. commissions and custodial fees). Hypothetical results may differ signifi cantly from actual performance, as there may be variations in the percentage of each security 

held, the timing of security purchases and sales, and the availability and/or price of a particular security over time as the portfolio does not refl ect actual market conditions. 

Forward-looking statements are speculative in nature and may be subject to risks, uncertainties and assumptions and actual results which could differ signifi cantly from the 

statements. Do not place undue reliance upon such forward-looking statements.“TMX” is a trademark of TSX Inc. and is used under license. “FTSE® is a trademark of FTSE 

International Limited and is used under license. A version of this article was published in the October 2015 issue of Benefi ts and Pensions Monitor. Distribution, republishing and 

reproduction of any part of this article is prohibited without prior permission. © 2015, Sun Life Financial. All rights reserved. 03/19-nh-jc-cm

mailto:heather.wolfe@sunlife.com
mailto:brent.simmons@sunlife.com
http://SUNLIFE.CA/DBSOLUTIONS

	Custom liability driven investing – have your cake and eat it too
	Why do LDI? 
	Three key ingredients for a successful LDI solution
	Not all ﬁ xed income solutions are created equal 
	How do the solutions stack up? 
	Too good to be true?
	Custom LDI – have your cake and eat it too
	ABOUT THE AUTHORS
	About Sun Life Investment Management 



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.7
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness false
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages false
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 150
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages false
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 150
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages false
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (U.S. Web Coated \050SWOP\051 v2)
  /PDFXOutputConditionIdentifier (CGATS TR 001)
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<
    /ENU ([Based on 'High Quality Print\(1\)'] Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /BleedOffset [
        0
        0
        0
        0
      ]
      /ConvertColors /NoConversion
      /DestinationProfileName (U.S. Web Coated \(SWOP\) v2)
      /DestinationProfileSelector /UseName
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MarksOffset 6
      /MarksWeight 0.250000
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /UseName
      /PageMarksFile /RomanDefault
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
    <<
      /AllowImageBreaks true
      /AllowTableBreaks true
      /ExpandPage false
      /HonorBaseURL true
      /HonorRolloverEffect false
      /IgnoreHTMLPageBreaks false
      /IncludeHeaderFooter false
      /MarginOffset [
        0
        0
        0
        0
      ]
      /MetadataAuthor ()
      /MetadataKeywords ()
      /MetadataSubject ()
      /MetadataTitle ()
      /MetricPageSize [
        0
        0
      ]
      /MetricUnit /inch
      /MobileCompatible 0
      /Namespace [
        (Adobe)
        (GoLive)
        (8.0)
      ]
      /OpenZoomToHTMLFontSize false
      /PageOrientation /Portrait
      /RemoveBackground false
      /ShrinkContent true
      /TreatColorsAs /MainMonitorColors
      /UseEmbeddedProfiles false
      /UseHTMLTitleAsMetadata true
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [300 300]
  /PageSize [612.000 792.000]
>> setpagedevice




