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Corporate pension plan sponsors in the U.S. have embraced
liability-driven investing (LDI), but most recognize that this is just
the beginning of a multiyear journey of refining what they do and
how they do it as LDI implementation evolves. In this paper, we
offer key ideas for plan sponsors to consider as they develop a
dynamic and flexible approach to managing assets to meet a
pension plan’s objectives.
Key ideas
 Understand the characteristics of the liabilities that are being
targeted
 Stay focused on the fundamentals of building good asset
portfolios
 Invest in credit bonds effectively = be active and seek
diversification
 Consider the whole portfolio constantly to get the best end
result
Balance good liability hedging with good asset characteristics
An LDI portfolio seeks to provide a good match to a plan's liabilities,
which are projected payments due to be paid to the plan’s
beneficiaries for many years into the future. Good LDI portfolios
should also be built with appropriate liquidity and asset
characteristics. For accounting, statutory, insurance buyout, and
other practical reasons, these liabilities are discounted and valued
using U.S. investment-grade corporate discount rates. The resulting
key liability hedging risk variables are well known; in roughly
diminishing order of importance, they are 1. interest rate (that is,
Treasury yield) duration matching, 2. credit spread duration
matching, 3) interest rate key rate duration matching, 4. credit
spread key rate duration matching, and 5. industrial sector
matching.
These risk factors are important risk mitigants versus a plan’s
liabilities, but they should not be pursued without regard to how
the resulting LDI portfolio is expected to actually look. We cannot
stress enough that the objective is to both manage risk relative to
liabilities and build an efficient asset portfolio. Principal in the quest
to make the asset portfolio a good long-term investment are the
following attributes: 1. diversification—both by industrial sector
and individual corporate issuer, 2. cost —manager fees and
ongoing frictional costs such as transaction costs, 3. ease of
monitoring—a benchmark should be easily available and
transparent, and 4. sufficient liquidity. All of the above
characteristics can be engineered and delivered concurrently with
an appropriate benchmark(s) being used.
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Benchmarks are one area where best practices are evolving. As an
example of this, our research and risk modeling have led us to develop
a portfolio strategy called Small Issuer Long Credit (SILC). Due to a
novel benchmark refinement, the SILC strategy forces improved credit
diversification into an overall LDI portfolio, and we believe this also
improves the scope for manager outperformance (alpha). Because
long credit cap-weighted bond indices are dominated by large issuers,
we were looking for a way to reduce the risk associated with this high
degree of issuer concentration. Our SILC strategy removes the largest
10% of issuers (50% of the value of the Bloomberg Barclays U.S. Long
Credit Index) and invests in the remaining 50% of the index
(effectively the smallest 90% of the issuers). This may benefit a
portfolio in a number of ways. A less-concentrated index of issuers in
our SILC strategy seeks to reduce idiosyncratic risks that typically
remain in standard LDI hedging portfolios. Also, a less-concentrated
benchmark of smaller issuers could add and diversify sources of alpha
as well as guard against the risk of credit-rating downgrades. The SILC
strategy may be used as a standalone strategy or as a complement to
existing conventional LDI portfolios to deliver a more rounded and,
we believe, more efficient portfolio in a straightforward manner.
Be active not passive
Skilled asset managers have successfully exploited inefficiencies in
fixed-income markets and have demonstrated a consistent ability to
add value for investors. This is possible because there are a number
of unique attributes of debt markets that make them structurally
inefficient and difficult to mimic passively. Further, active managers
are well positioned with their in-depth research, better market
access, and historical knowledge to exploit the relative-value
relationships between sectors. Return data extracted from
eVestment Alliance, LLC, found that a majority of active managers
across several major bond categories have outperformed their
benchmarks on a risk-adjusted basis over multiple 5-year
investment horizons spanning a 20-year history.1 Because some
fixed-income mandates have more structural inefficiencies than
others, the broader, more global, more credit intensive mandates
tend to be the ones where the largest active management
opportunity set is likely to be present. This holds for credit-heavy
mandates, such as LDI mandates.
Adding value is more than just a nice to have. Because the credit
risk inherent in corporate bond benchmarks is not present in
liabilities, duration-matching liabilities with corporate bonds may
result in unintended consequences. Although liabilities get their
corporate-bond-like characteristics by being discounted at a
corporate yield, they do not in fact have any market default risk
within them (a default or downgrade in the market does not
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reduce the value of the payments the pension plan needs to make).
Put another way, achieving the return of the chosen AA-rated
corporate bond benchmark over time will not be sufficient to keep
up with the growth rate of liabilities over time because the
benchmark returns will decline amid credit-rating downgrades while
liabilities will not. We believe the best way to counter this headwind
is to attempt to outperform the benchmark by buying the right
bonds and avoiding the losers, which supports the notion that
active LDI management might be the best way to mitigate liability
risk. Further, active management can focus manager insight where it
is most effective—and our contention is that the market is least
efficient in pricing smaller issuers—and therefore where the most
value can be added.
Benefit from manager diversification
As noted above, pension plan liabilities have certain characteristics
that resemble corporate bonds, but buying corporate bonds is not a
complete hedge to liabilities. When done well, active management
can help, and as a result, multiple managers are often employed to
harness an appealing blend of skills and credit views. More mature
LDI strategies typically use two, three, or more active long credit
bond managers. In such cases, it is important to consider how the
various managers’ skill sets complement each other. Some
managers attempt to add value by seeking to control overall credit
and duration risk; some rotate among industrial sectors; some take
non-benchmark positions; and some focus on bottom-up security
selection and the less efficient, smaller end of the credit market. All
approaches can work, and all may have a role to play in an overall
LDI portfolio.

Within the manager selection decision, it is important to
consider which of the approaches are believed to work most
Managing the LDI journey

Source: Wells Fargo Asset Management

reliably over time and, if a plan is seeking to add a new
manager, how they would complement the existing managers
of the pension plan. A few things can be done to help in this
regard. First, play to each manager’s strengths by choosing
benchmarks and mandates that suit their investment process and
skills. For example, at Wells Fargo Asset Management (WFAM), we
believe we add value across our portfolios based mainly on
bottom-up security selection, especially when investing in the less
efficiently priced smaller issues. Second, keep an eye on the whole
roster of investment managers to make sure the overall portfolio
performs as intended. Within the context of considering the whole
roster of managers, including WFAM for a strategy focused on
issue selection, especially among small issuers, could be additive
and diversifying to the overall portfolio.
Seek partners to help in your LDI journey
Just as LDI implementations have changed over the past decade,
we expect they will likely continue to evolve over the coming
years. To this end, pension plan sponsors may find it helpful to
work with LDI experts who can aid and inform their investment
decisions as their needs change. Typically, a plan’s actuary and
investment consultants offer these advisory services. LDI
managers at the forefront of developing pension solutions may
also be consulted.
Below we share six stages we see evolving as pension plan
sponsors manage their liability-hedging portfolio journey. Along
the way, a pension’s funded ratio increases and the glide path is
de-risked as the LDI portfolio moves toward its end stage of being
in a hibernation state, or hedged to its liabilities, and seeks to
minimize surplus risk. The middle stages incorporate strategies
and tools that effectively address changes in the funding ratio or
changes in the investment opportunity set. For example, these
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stages address hedging liability risks, using multiple investment
managers, and expanding the investment choices to meet the
ultimate objective of a fully funded pension plan. Not all of these
steps will necessarily be used by all pension plans, but pension
plan sponsors and their advisors should discuss which of these
steps are appropriate.
In order to achieve this vision, an LDI manager should consider
working in collaboration with pension plan sponsors and their
established advisors. The LDI manager should be able to assist in
considering all of the pension plan’s assets, helping structure these
to deliver the most efficient overall portfolio. After all, it is not just
about the fixed-income portfolio. For instance, the business risk

characteristics of the plan sponsor and the portfolio of returnseeking assets should affect the liability-hedging portfolio—that is,
the return-seeking portfolio should adapt to the way in which the
liability-hedging portfolio is constructed and the plan sponsor’s
business risk.
We believe the best LDI managers possess the right analytic tools
for the problem and a proven ability to implement customized
active bond portfolios and multi-asset solutions. At WFAM, we have
an established and experienced team that does exactly this. We
believe LDI is best seen as a holistic product-plus-service model,
where we strive to deliver good risk-adjusted performance,
beneficial LDI advisory, and risk reporting services.

1See
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