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WHAT IS CDI?
In Redington’s Destination Endgame paper (link) 
we introduced the concept of Cashflow Driven Investing 
or CDI. CDI is a highly intuitive approach to investing 
that is based on the premise of using high quality bonds 
(corporate and government) to match the cashflows of a 
pension scheme to avoid having to sell assets to meet 
cashflows, becoming less concerned with the mark-to-
market change in the price of your portfolio and 
reducing re-investment risk. 

Destination Endgame went on to explain that whilst it  
is intuitively sensible, CDI may not always be the most 

attractive option. In fact, the importance of affordability 
– are you well funded enough to achieve your target 
returns just with high quality debt? – and efficiency 
compared to alternatives – how attractive are returns 
from high quality bonds? – are key to deciding whether 
CDI is appropriate for your scheme in current market 
conditions.

In this article we explore further some of the benefits 
and limitations of CDI as well as some of the detail 
around implementation.
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SHOULD WE ALL BE DOING CDI?
Whilst CDI is a sensible approach to endgame investing, 
it is not a silver bullet and should be considered against 
alternatives and requires thoughtful implementation to 
be effective. Below we have outlined one common myth 
about CDI investing, some key advantages and several 
things to consider before implementing.

A key premise of CDI is that if you match your cashflows 
then you will never be a “forced seller” of assets. This is 
simple, intuitive and a key reason lots of people like CDI. 
Unfortunately, this is a fallacy. In fact the opposite is true 
of a CDI portfolio.

The key reason for this is that the cashflows of a pension 
scheme are very uncertain. Firstly the cashflows are 
estimated based on a number of assumptions (retirement 
dates, how long each member lives, cash taken at 
retirement, which members have dependents etc) but the 
key reason that the cashflows are uncertain is that they 
exclude probably the two largest cashflows for schemes:

• Collateral calls: calls from LDI hedging derivatives  
and from any FX hedging (highly likely to be required 
to achieve sufficient diversification in a CDI portfolio  
as £ corporate bond issuance is limited especially  
for long duration)

• Transfers out: these can be large cashflows and are 
very uncertain. Some schemes have seen as much  
as 5-10% of liabilities flow out in a single year

So it is clear that no matter how closely you “match”  
your cashflows with your assets, there will be a lot of 
large cashflows that need cash to be raised from the 
assets. In order to maximise income generative credit 
allocations, a CDI portfolio will generally hold little excess 
collateral meaning assets must be sold. The assets that 
need to be sold will be relatively long dated credit which 
is expensive to trade, has highly variable trading costs 
depending on market sentiment and has a reasonably 
volatile mark-to-market.

A related issue that may also make you more likely to be 
a “forced seller” under a CDI approach is that there is less 
flexibility should the schemes circumstances change.  
As all Trustees will know, there are often exogenous 
factors that mean you need to re-think your long-term 
objectives, such as changes to longevity assumptions or 
covenant strength. In these situations, you may need to 
change your investment strategy, having a portfolio 
centred almost exclusively around credit means that if 
this happens when credit has fallen in value, you may  
be forced to sell it and crystallise losses.

This is not to say that CDI is an ill-advised strategy, 
simply to point out an often-mentioned key benefit is  
not true. There are other benefits to pursuing a CDI 
based strategy.

 LDI Collateral Calls/Distributions              FX Hedging              Transfers Out             Benefit Payments
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WHAT ARE THE BENEFITS OF CDI?
Pull to par

When corporate bonds fall in value from spread moves 
alone (as opposed to defaults) there is a corresponding 
increase in the expected return of the bond as the 
discounted price will pull back toward par as it matures. 
This effectively means you have much greater 
confidence in achieving expected returns over the 
long-term than some assets where the key determinants 
of returns are the price you buy them at and the price 
you sell them at. So provided you are able to manage 
some of the risks noted above, high quality credit can 
increase your confidence in achieving your  
long-term objectives.

Natural cashflows

Attempting to accurately match your cashflows  
is an impossible task due to their uncertainty (especially 
when including collateral calls and transfers out). 
However, you know you will need cashflows more and 
more as your scheme matures. So investing heavily in 
assets with natural cashflows can help, if not solve,  
this issue.

Alignment with buy-out pricing

Insurance companies will buy high quality bonds to 
match the cashflows of pension schemes they insure 
through a buy-out or buy-in. This means that the pricing 
they offer will vary with the returns available from high 
quality bonds – by investing in these assets you can 
partially hedge the variations in pricing which can help 
you move from well-funded to buy-out full funding with 
increased certainty. 

This is a long way from a perfect hedge as other factors 
also effect buy-out pricing:

• Changes to how long people are living

• Overall supply and demand for capital

• Availability of assets that have a regulatory benefit  
for insurers by qualifying for “matching adjustment”
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IMPLEMENTATION
So you’ve decided to go ahead with a CDI approach 
based on the benefits listed and being aware of some  
of the drawbacks. What are some of the implementation 
considerations?

CDI with LDI (Liability Driven Investment)  
not instead of LDI

Most pension schemes have long dated cashflows and 
will need to use Gilts to match these cashflows as 
Corporate Bond issuance is very limited for maturities 
longer than 20 years. There is also a lack of inflation-
linked Corporate Bonds so an inflation hedging overlay 
will be needed alongside CDI to avoid the risk that 
inflation rises, funding deteriorates and your cashflows 
are no-longer matched.

What about longevity?

If at your next Actuarial Valuation longevity has moved 
against you (pensioners are living longer) how will this 
impact the strategy? Do you need to allow a buffer for 
this? Have dry powder set aside to invest in credit to 
make up the shortfall? Or consider some longevity 
hedging through buy-ins or longevity swaps? (Look out 
for an upcoming paper from Redington on assessing 
longevity swaps) It is important to have a plan for if/
when you get blown off-track.

What if Credit Spreads widen?

If Credit Spreads widen, your portfolio will fall in value 
significantly (as you are holding a lot of corporate 
bonds). In theory, you won’t be too concerned with this 
as the expected returns have increased and you are still 
on track to pay benefits. But what if you have an 
Actuarial Valuation when spreads are wide? We are not 
sure the sponsor will be too pleased with being told 
everything is fine but please pay more money in.

This can be avoided by using Credit Spreads as part of 
your discount rate. This way, when spreads widen your 
assets fall in value but so do your liabilities. If you are 
going to do this, it is important to be aligned with your 
long-term funding objective (e.g. buy-out) as it is all well 
and good stabilising your TP funding but the aim is to 
reach your end objective.

Required spread to meet cashflows

When constructing a CDI portfolio you can think of it 
in a simple way as matching all the liabilities you can 
with Gilts, then filling the gap with credit which earns 
more return than gilts – known as the spread. If the gap 
was £10m, then investing £100m in 10-year bonds with a 
spread of 1% might fill that gap and cashflow match your 
liabilities. However, another way to fill the gap is invest 
in 5-year bonds that have a spread of 2%. This still 
closes the gap as it achieves the Required Spread to 
Meet Cashflows. This would lead to higher cashflows in 
the short-term allowing you to reinvest in gilts to cover 
future cashflows as the bonds mature. Each of these are 
effective methods to match cashflows and schemes 
implementing CDI need a framework to assess the most 
diversified and lowest risk way to achieve the required 
spread given market conditions.

There are more considerations and a check-list in our 
Destination Endgame paper so please check  
that out if you haven’t already.

In summary, CDI is a sensible investment strategy with 
some clear benefits but it is not a panacea and some of 
the intuitive benefits don’t actually hold true. We would 
recommend having CDI type strategies as one option as 
your scheme approaches its endgame but whether you 
end up using it should depend on affordability – how 
well funded are you? – and efficiency – are the returns 
from high quality bonds attractive?
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DISCLAIMER
For professional investors only. Not suitable for private customers.

The information herein was obtained from various sources. We do not 
guarantee every aspect of its accuracy. The information is for your private 
information and is for discussion purposes only. A variety of market factors 
and assumptions may affect this analysis, and this analysis does not reflect 
all possible loss scenarios. There is no certainty that the parameters and 
assumptions used in this analysis can be duplicated with actual trades. This 
document is based on information available to Redington Ltd at the date of 
publication and takes no account of subsequent developments after that 
data. Further, any historical exchange rates, interest rates or other reference 
rates or prices which appear above are not necessarily indicative of future 
exchange rates, interest rates, or other reference rates or prices. Neither the 
information, recommendations or opinions expressed herein constitutes an 
offer to buy or sell any securities, futures, options, or investment products 
on your behalf. Unless otherwise stated, any pricing information in this 
document is indicative only, is subject to change and is not an offer to 
transact. Where relevant, the price quoted is exclusive of tax and delivery 
costs. Any reference to the terms of executed transactions should be 
treated as preliminary and subject to further due diligence. 

Please note, the accurate calculation of the liability profile used as the basis 
for implementing any capital markets transactions is the sole responsibility 
of the Trustees’ actuarial advisors. Redington Ltd may estimate the liabilities 
if required but will not be held responsible for any direct, indirect or 
consequential loss or damage howsoever sustained as a result of 
inaccuracies in that estimation. Additionally, the client recognises that 
Redington Ltd does not owe any party a duty of care in this respect.

Redington Ltd are regulated by the Financial Conduct Authority. Redington 
Ltd do not advise on all implications of the transactions described herein. 
This information is for discussion purposes and prior to undertaking any 
trade, you should also discuss with your professional tax, accounting and / 
or other relevant advisers how such particular trade(s) affect you. All 
analysis (whether in respect of tax, accounting, law or of any other nature), 
should be treated as illustrative only and not relied upon as accurate. 

©Redington Limited 2019. All rights reserved. No reproduction, copy, 
transmission or translation in whole or in part of this presentation may be 
made without permission. Application for permission should be made to 
Redington Limited at the following address – Floor 6, One Angel Court, 
London, EC2R 7HJ. 

Redington Limited (6660006) is registered in England and Wales. 
Registered office: 55 Baker Street, London, W1U 7EU

For more information on Cashflow Driven Investing, please speak to your  
Redington representative or email communications@redington.co.uk


