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Pension P h  Trustees (called T r u s t d  below) 
now control a large s p e n t  d the UK traded 
&tia market. What is known for certainty 
about the future is that we cannot be sure what is 
going ta happen. In other words, any investment 
strategy selected &is risks d a t d  with it, 
which may be unavoidable. 

It is, I believe, gene* accepted that Trustees 
must balanoe the p u i t  of any given level of 
return, fixed or relative, against such risks. 
Unfortunately, Trustees have ?xm given very 
little, if any, practical guidance in the past on how 
to approach this very M t  balancing act. The 
aim of this article is to indicate how this &ow 
gap may E>e filled. 
As a m u L  of tbe Financial Services Act 1986, it 

is unlikely that many UK Trust- will wish to 
exercise detailed i n w e n t  control on a day-to- 
day basis. Hawem, they still remain mponsible 
for any delegation of their invmtment powers to 
professional managers. Accordiqly, they should 
put themseSves in a position such that they coul 
effectively monitor what is being done on their 
behalf. 
For all investors, there are severat t y p  of risk, 

which can be dist.ingui8bed as follows, with 
sim- examplts. The fmt is dtgbult rk&, 
which would arise where anticipated loan repay- 
ments, income or capital, could not be made, 
following a lo= by the bomow.  Sacoadly, we 
have dioidend risk where the possibility is rt+ 
cognised that a dividend may be reduced below 
expctationa or, at the extrwne, passed entirely. 

Going oat0 the third, &&.tion risk exists in 
that the total return may stiU not match a 
itelacted inflation target, p d c u h l y  serious for 
Trustees with typical %rial pay'' Iiabditia 
Fourthly, we have the commonly recopbed 
w k e t  risk, which is that a sale may be forced 
when prim have Wen. 

Another group of risks comprises currency risk 
and what I d other n s a r b  risk. The k t  
re* the fact that lasses can be made as a result 
of exchange rate fludmtions. As for the secopd, 
this takes account of factors such as less we1 
regulated markets, or king subject to different 
lqjslation (say forced nationalisation, or taxes 
which &of tx reclaimed). 
The final type of risk I wish to consider is what 

I call M a t i o n  rid, where an investor believes 
that all is well with the portfolio, when the 
published return may have been calculated ta- 
king no account of the nature (term and type) of 
the liabilities. This could ahto be referred to as 
"over-opthh risk", and is dealt with below in 
greater detail. 
Tn the US, risk has been d h b d  in terms of 

pria volatility, which is mentially related to 
market risk Because Trustees have a longer time 
frame within which to plan than most other 
investors, and because they are d y  ford  
dh, this particular type of risk is actually 
irrelevant to Trust=, in normal circumstances, 
Ham said that, Trustees are, of c o w ,  sub- 

ject to the six other r ish mentioned, U e  any 
other investors. The traditional a p p d  to cop- 
ing with risk, in general, is to diversify among 
markets, sectors and docks, in the hope that, as a 
mult, the portfolio M not be completdy 
exposed to just one adverse contingency. 
In view of the Trusted long-term fiduciruy 

mponsibihties, I think that %atisfaction risk" 
h r y c s  more attention, For a typical W paym 
plan, an i d d  investment instrument would be an 
umhgs-related m o  coupon bond, with variable 
redemption dates. As this is not avdable yet, 
other types of asset are used, with Metion 
hedging bhg  regarded as of particular impor- 
tance. 

This leads to the problem that the investment 



retwn mmmt be taken for csrtolin when it would 
be most b f ida l .  Reported inv~stment returns 
which depend upon urvealised apital appraCi- 
ation, which may not be a pmnment feature, 
can lead to o ~ p ~  However, coming 
out ofthemarketto~tbe@talgain,only 
togobackintothemarket,dowsnotofhany 
protection against future capital losses on the 
new - 

Thedore, Tnlsteea need some protection 
a-t the insidiously powesW kdhg of well- 
being fuelled by apparently favourable statistics. 
I taka it as a premise that market values are not 
an efElcient mmspre of "store of value" wer a 
long period. Accordingly, the T m t m  would do 
d t o c o ~ d e r t h e r e p o ~ i n ~ ~ t  returnas 
qlit between that part w@cb might be mprdcd 
as inherently sustainable over a long paid, the 
remainder being porntially vanishing *frothm. In 
this context, "frotht) V n b  %atidhion risku. 
In plmriousl articled in this ma@e and 

elsewhere, I have put forward a ooncqt which I 
called the -uflted Value Return", or 
W R n .  This statistic was dafined so as to give 
the hhcrmtly swtainable part, the d d u a l  from 
the nwket-bascd return being identical with the 
risk [namely the %thW). 

It should not be thought that a %&-adjusted 
returnw, definad in this way ( m c l y  the "Dl%"), 
is always lowet than the market return. In some 
cases, the opposite could apply, in which appa- 
rently poor market returns -might be of rather 
higher quality than initially thought. 

As an example, taking a widely-bad sample 
of diamtionary pension plans, over 197-4, the 
money-wighted market value return was 209% 
p Hawever, using my approach, this would be 
broken d m  into a basic sustainable risk- 
adjusted retm of 14.5% pa, plus the "satisfa* 
tion risk" of 6.4% pa 

EP other words, nearly amthird of tbe pub- 
lished return might be regarded M "at riskm wer 
a long per id  Over 197946, the p p  may have 
been of the same order. 

'Po sum up, Trustees negd information on risk- 
adjusted rdmw, taking m u n t  of their liability 
patterns, in order to be able to take, or approve, 
d W m  on investment strategy. Unlwrs the "sat- 
~onrisLnisasscsd,Tmt#scannot besue 
of the extent to which theit W performana k 
appropriate, baring in mind the nature of their 
liabilities In my opinion, tbe r)VRW provib the 
information which is required by  trustee^ 
Finally, the views e x p r d  above are my OWQ 

and should not be attributed to my partners. 
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