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With cash 
flow driven 

investment, 
the details are 

important.
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This document contains marketing material about our fiduciary management service. This document does not represent 
impartial advice on this service. In certain cases, you are required to conduct a competitive tender process prior to 
appointing a fiduciary manager. Guidance on running a tender process is available from the Pensions Regulator.
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With many defined benefit pension schemes 

tending towards negative cash flow situations, a 

growing number are contemplating alternative 

strategies to meet their pension liabilities and 

achieve their long-term objectives. 

These include cash flow driven investment (CDI), which has become an increasingly popular 
consideration. CDI involves building cash flow matching portfolios using higher yielding instruments, 
such as domestic and overseas credit, illiquid debt, loans as well as the usual gilts with derivative 
leverage. It can thus be considered as a simple extension of traditional liability driven investing (LDI) 
rather than a radical departure. In Chart 1, you will see an example scheme where a CDI  strategy has 
been implemented. The shaded area represents the assets used to cover expected cashflows which 
are indicated by the black line.

With CDI, credit is typically held on a buy-and-maintain basis and can include overseas credit 
exposures appropriately hedged back to sterling. Illiquid debt is a rather broad definition and can 
include insurance-linked securities, direct lending, ground rents, real estate debt, infrastructure 
bonds and housing association bonds.

In addition to delivering higher returns, via allocation to credit, CDI embeds cash flows into the LDI 
portfolio so that cash is delivered when it is expected to fall due. Furthermore, the scheme actuary 
can reference the instruments held when valuing the scheme. This can reduce funding volatility, for 
example, due to increased risk aversion in credit.



CDI is not without its challenges

This all sounds well and good, but the reality is that today, more than ever, it is difficult for pension 
schemes to accurately predict their future cash flows. Traditional LDI approaches assume that 
members will stay in the scheme and take a pension upon reaching retirement age but the landscape 
has now changed radically. 

With both deferred and active pension scheme members, there is increased uncertainty about the 
timing and incidence of future payments because of the pensions freedoms, which came into effect 
on 6 April 2015. 

Chart 2 illustrates the uncertainty in the cash flows of an example scheme. The black line reflects 
what may happen to a scheme’s cash flows if the non-pensioners decide to take their benefits to a 
DC plan to access drawdown in retirement.

In Chart 3, we have illustrated how, in practice, there may be significant cash flow gaps that may 
necessitate liquidations of the CDI portfolio to fund. 
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Whilst transfer options have always been available, pension freedoms have motivated members 
of pension schemes to consider consuming their benefits in a different way. With interest rates 
currently so low, transfer values for members might seem even more enticing. Of course, sponsoring 
employers also have a strong incentive to undertake enhanced transfer value exercises to reduce 
their liabilities and the size of the scheme. If the size of the scheme is sufficiently reduced, it is easier 
for the sponsor to buy the scheme out.

As discussed, CDI involves investing in more illiquid instruments that are likely to generate a higher 
yield. However, in building a portfolio out of illiquid instruments to meet cash flows that in practice 
do not occur, the scheme may be forced to sell some of these assets at distressed prices to meet the 
unanticipated cash flows. 

Chart 4 shows the importance in the timing of liability payouts.

Careful construction is essential

That is not to say that CDI strategies are inherently flawed, but rather that they require expert 
construction. For example, careful consideration should be given to the degree of illiquidity permitted 
within the portfolio for the reasons discussed. Equally important is the selection of asset classes 
themselves. Illiquid bonds will invariably come with a higher yield, but it is important to ensure that the 
bonds remain money-good, i.e., that all interest and principal payments are made on time. 
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Consider a total portfolio approach 

CDI strategies entail the use of credit and illiquid instruments as well as gilts with leverage. But it 
would be remiss not to also consider the important role that equities play in generating cash flows to 
pay future benefits. 

Scheme actuaries traditionally use gilts and bonds to discount liabilities, and this holds a certain 
logic. A scheme investing in gilts, swaps and credit is investing in instruments that not only match 
the cash flows but also the valuation of those cash flows over time. This is not the case when 
considering equities. There is no easy way to create a liability-matching portfolio using equities. 
Therefore, from a valuation perspective, equities are risky relative to a liability. 

However, equities that focus on yield and stability over time can be used to meet pension benefits 
as well as providing growth. SEI has clients with a range of investment philosophies, including some 
that favour investing heavily in equities and high-yielding growth assets to meet their future pension 
benefits. 

Pay regard to uncertainties

CDI is a natural extension of LDI rather than a radical departure. It targets a higher yield on required 
future cash flows using credit and illiquid debt instruments, as well as gilts with leverage.

However, future cash flow requirements, in reality, are highly uncertain. If cash flows are higher or 
occur sooner than expected, assets will need to be realised to pay the extra money due.

On balance, CDI strategies need to pay sufficient regard to potential unexpected fluctuations in 
schemes’ cash flow requirements.
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For more information, 
email institutionsuk@seic.com  
or telephone +44 (0)20 3810 7604

About SEI’s Institutional Group

SEI’s Institutional Group is one of the first and largest global providers of outsourced investment management services. 
The company delivers integrated retirement, healthcare and nonprofit solutions to over 480 clients globally, as at  
31 March, 2022. Our solutions are designed to help clients meet financial objectives, reduce business risk and fulfill 
their due diligence requirements through implemented strategies for the management of defined benefit plans, defined 
contribution plans, endowments, foundations and board-designated funds. For more information visit: seic.com/
institutional-investors.

Important information

This brochure is issued and approved by SEI Investments (Europe) Ltd (“SIEL”) 1st Floor, Alphabeta, 14-18 Finsbury Square, London 
EC2A 1BR. This brochure and its contents are directed only at persons who have been categorised by SIEL as a Professional Client, 
for the purposes of the FCA Conduct of Business Sourcebook. SIEL is authorised and regulated by the Financial Conduct Authority. 

SEI Investments (Europe) Ltd (“SIEL”) is the distributor of the SEI Irish UCITS Funds (“Funds”) and also serves an investment 
manager and/or fiduciary manager for clients who invest all or a portion of their assets in such Funds. SIEL provides the 
distribution and placing agency services to the Funds by appointment from its associate, the manager of the Funds, namely 
SEI Investments Global, Limited, a company incorporated in Ireland (“Manager”). The Manager has in turn appointed another 
associate, as investment adviser to the Funds, namely SEI Investments Management Corporation (“SIMC”), a US corporation 
organised under the laws of Delaware and overseen by the US federal securities regulator. SIMC provides investment management 
and advisory services to the Funds. Any reference in this brochure to any SEI Funds should not be construed as a recommendation 
to buy or sell these securities or to engage in any related investment management services. Recipients of this information who 
intend to apply for shares in any SEI Fund are reminded that any such application must be made solely on the basis of the 
information contained in the Prospectus (which includes a schedule of fees and charges and maximum commission available).
Commissions and incentives may be paid and if so, would be included in the overall costs. Please refer to our latest Prospectus 
(which includes information in relation to the use of derivatives and the risks associated with the use of derivative instruments), Key 
Investor Information Document, Summary of UCITS Shareholder rights (which includes a summary of the rights that shareholders 
of our funds have) and the latest Annual or Semi-Annual Reports for more information on our funds, which can be located at Fund 
Documents (https://seic.com/en-gb/fund-documents). And you should read the terms and conditions contained in the Prospectus 
(including the risk factors) before making any investment decision.

While considerable care has been taken to ensure the information contained within this brochure is accurate and up-to-date 
and complies with relevant legislation and regulations, no warranty is given and no representation is made as to the accuracy 
or completeness of any information and no liability is accepted for any errors or omissions in such information or any action 
taken on the basis of this information. You should read all the investment information and details on the funds before making 
investment choices. If you are in any doubt about whether or how to invest, you should seek independent advice before making any 
decisions. Past performance is not a reliable indicator of future results. Investments in SEI funds are generally medium to long-term 
investments. The value of an investment and any income from it can go down as well as up. Investors may not get back the original 
amount invested.
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