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Stage 2. Establishing investment objectives cont’d:

•	 This stage includes consideration of the trustees’  
	 ‘Governance Budget’ – the amount of resources, in time,  
	 expertise and financial budget that they have available  
	 to carry out and implement the review and monitor the  
	 strategy once it is in place. The governance budget is  
	 crucial in setting the parameters for the strategic  
	 investment review.

Stage 3. Investment risk and asset allocation analysis:

•	 This stage concentrates on the strategic asset allocation –  
	 the split between ‘Growth’ seeking assets (such as equities)  
	 and ‘Protection’ assets (such as bonds) and the high level  
	 split between these two sub-portfolios.

•	 We analyse the investment risk under the pension  
	 scheme’s current strategy, focussing on the areas identified  
	 as important from stage 2. The analysis looks at the  
	 variation in expected future funding levels, providing the  
	 trustees with an indication of how likely they are to meet  
	 their objective under the current and alternative strategies.  
	 In addition to monitoring ongoing funding level  
	 progression we also illustrate the impact of strategy  
	 changes on future expected contribution rates.

•	 We also examine in detail “Value at Risk” (or “VaR”)  
	 numbers over a short period, breaking them into  
	 component parts to identify where a scheme is most  
	 exposed to funding risk. This allows trustees to identify  
	 any concentration of risk and to illustrate the impact of  
	 altering the asset allocation on this concentration.

•	 Our analysis is carried out using our proprietary risk  
	 modelling software bwarm. This software has been  
	 developed in conjunction with an independent firm of  
	 economic consultants who have enhanced the economic  
	 basis of our models. A distinguishing feature of this model  
	 is that the assumptions vary with time. For example, the  
	 expected return on UK equities over one year from today  
	 may be different to the expected return the model uses  
	 in year two, year three (or year twenty). The effect of this  
	 is that the model is more sensitive to possible future  
	 “extreme” events, such as a sharp recession, than  
	 many other models which tend to use “business as usual”  
	 assumptions in all future years.

•	 We believe it is important to stress that the model is  
	 always used to illustrate possible outcomes rather than  
	 as an attempt to predict the future. The investment advice  
	 we give uses our models as pragmatic aids, rather than the  
	 output of the model blindly determining the advice. 

•	 The overall aim of the analysis is to identify a strategy  
	 that best meets the balance of likelihood of achieving  
	 the trustees’ funding objectives with acceptable levels  
	 of risk and contribution.

•	 Mature schemes should consider a progressive de-risking  
	 of their investment strategy over time, to move towards  
	 an asset and funding strategy where investment risk can  
	 be minimised. For example, this may be planned to  
	 coincide with when the last group of non-pensioner  
	 members retire. 

•	 With such asset allocation and funding targets, funding  
	 triggers can be put in place to ‘bank’ any material  
	 improvement in the scheme’s funding position ahead  
	 of the plan.
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Stage 4. Portfolio structure:

•	 Having established the allocation between the growth  
	 and protection assets portfolios, we then consider how  
	 the strategy can most appropriately be implemented.  
	 This will cover such issues as the exact structure of the  
	 protection and growth assets, which investment vehicles  
	 to use and which management styles to follow.

•	 A review of the protection portfolio would cover: 

	 o	 the split between inflation and fixed interest bonds,  
		  considering the liability exposure to each of these key  
		  financial elements;

	 o	 the most efficient structure (i.e. the balance between  
		  long, medium and short term bonds) for the bond  
		  holdings, considering the duration and other  
		  characteristics of the liabilities;

	 o	 the merits of interest and inflation swaps, considering  
		  the balance between reduction in funding volatility  
		  offset against the added complexity and cost;
	 o	 the inclusion of credit risk, through corporate bonds,  
		  within the protection strategy.

•	 A review of the growth portfolio would cover:

	 o	 consideration of active versus passive asset  
		  management. This can include a review of the most  
		  recent and relevant academic research in this area  
		  to aid understanding of this emotive area. 

	 o	 the allocation between UK and overseas equities,  
		  which can include consideration of currency hedging

	 o	 the inclusion of alternative growth assets beyond solely  
		  equities, which can include whether these are managed  
		  by a single manager also making tactical asset allocation  
		  decisions, or by using specific managers for each  
		  alternative asset mandate, such as a property manager.

Stage 5. Implementation:

•	 We would then identify the investment managers and  
	 products best able to fulfil the agreed portfolio mandates  
	 and implement the strategy.

•	 We use a combination of internal and external research  
	 to support strategy proposals. Internal research is carried  
	 out within our Investment Consulting practice and covers  
	 both generic strategy research as well as key elements of  
	 investment manager research. 

•	 Our internal research is complemented by external  
	 investment manager research through the use of a  
	 comprehensive manager database maintained by  
	 Brockhouse Cooper, a specialist global manager research  
	 firm based in North America. Brockhouse Cooper carry  
	 out over 750 manager interviews annually and maintain  
	 a proprietary database of over 4,000 funds from over  
	 1,000 managers.


