Generating value from
excess liquidity

Guy Freeman explains the
value of liquidity

Pension funds have a strong advantage over many other
investors in being able to tolerate long-term illiquidity in their
asset portfolios. The uncertainty around cash flow needs is
primarily due to the non-pensioners who might transfer out
or retire early as monthly pension payments to pensioners
are very predictable in the short to medium-term.

Most pension funds therefore have a surprisingly high
degree of certainty over their cash flow commitments.
Provided a portion of a pension scheme’s portfolio is
invested in assets that can provide cash flows required to pay
member benefits in the short term, liquidity in the rest of the
portfolio is largely redundant and pension funds can earn an
additional return from this excess liquidity.

Whilst many pension funds still retain a very high degree of
liquidity, those that want to derive a return from excess
liquidity have typically tended to look to asset classes such as
private equity, property, credit instruments and infrastructure
assets. These will all generally tend to bring volatility in
pension fund solvency levels.

If however the return from illiquidity could be isolated in a
stable cash-flow matched structure with minimal default
risks then the pension fund is likely to have established a
good risk/ reward trade-off by generating a slightly better
return. The fund would still have the risk that the structure
did not match its cash flow needs due to unexpected
variations in the level of benefits to be paid eg due to
demographic risks. The fund might then become a forced
seller of some element of its portfolio and potentially negate
the benefit from the illiquidity premium. This is a hard risk to
analyse, let alone quantify in a risk/reward trade-off.

Pension funds can instead gain access to the extra return
available from illiquidity by buying bulk annuities to cover
their liabilities. Effectively they are getting the annuity
provider to seek the higher return from illiquidity for them
and to structure a bespoke solution that matches the
benefit payments precisely and incorporates the additional
protections they require —against namely longevity,
spouses, interest rates, pension increases, reinvestment and
other risks.

Annuities used to partially de-risk (buy-ins) include the
required flexibility to move to full buy-out so purchasing
them does not impede the end-game of full insurance. The
pricing of annuities reflects the illiquidity spread available in
the market and annuities are generally priced to offer
implied yields (net of the cost of providing the additional
protections) close to the yields on gilts. A simple switch that
uses the return from illiquidity to remove some risk without
giving up return. ll
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have been treating
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