
n today’s globally 
interconnected 
financial markets, 
localised surprises 

have a nasty habit of turning 
into tidal waves that rapidly 
engulf different asset classes 
across geographies. 

This has created a “risk 
on”/”risk off” world, where 
swings in investor risk appetite 
can be pervasive—and return 
patterns extreme. Over the 
last year or so alone, global 
markets have been troubled 
by many unexpected upsets—
most recently, of course, the 
extreme shock posed by the 
UK’s Brexit vote. 

And further volatility is 
looming. Concerns about the 
health of Europe’s banking 
system are intensifying as 
Deutsche Bank’s problems 
spook markets. And there are 
clearly major uncertainties 
ahead associated with the 
US presidential polls and the 
future direction of US political 
and economic policy. 

It looks as if blanket shifts 
from “risk on” to “risk off” 
mode (and back again) are 
going to remain the new 
normal. 

Periodic spikes in risk 
aversion aren’t the only 
problem. The prospect of 
long-term lower growth rates 
right across the world poses 
significant challenges to future 
investment returns even during 
periods when investor risk 
appetite is relatively robust. 

At the same time, central 
bank policies aimed at fostering 
growth via ultra-low interest 
rates and asset purchase 
programs are making it harder 
and harder to earn returns from 
the “safest” government bonds. 
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Illiquid investments in DC

Karen Watkin looks at how overcoming the obstacles that kept illiquid  
assets off-limits to DC schemes can help in challenging financial markets

advisers have long advocated 
the use of illiquid investments 
in DB pension schemes as a way 
to enhance investment returns 
without overloading risk 
budgets. But while DB schemes 
have been able to access 
illiquids (and reap consequent 
benefits), these assets have 
been largely excluded from DC 
schemes. 

Will DC Schemes Embrace 
Illiquids?
What are the obstacles that 
have kept illiquids off-limits for 
DC scheme members? And how 
are schemes finding new ways 
to invest in illiquids?

Obstacle 1: Illiquids don’t 
meet DC schemes’ daily dealing 
requirement.

Although most DC schemes 
have offered daily dealing to 
members, this isn’t a regulatory 
requirement. For most members 
in the accumulation phase, less 
frequent dealing is unlikely to 
prove any real hindrance to their 
investment experience.

DC schemes that provide a 
default strategy that’s delivered 
via a customised multi-asset 
fund (for example, a target 
date fund) may offer scope 
for the portfolio manager 
to take a more intelligent 
trading approach. This means 
that not all the underlying 
components within the fund 
require daily dealing or trading 
themselves. This should open 
up opportunities to use some 
illiquid assets within the 
strategy.

The very nature of illiquid 
assets means that they’re traded 
less frequently in the market. 
This requires a very different 
approach to managing the 

The Illiquid Investment 
Opportunity Set
These challenges are prompting 
growing interest in building 
allocations to alternative 
investments. Alternatives often 
derive a lower proportion of 
their returns from basic market 
movements—beta—than either 
bonds or stocks. Since they 
tend not to mimic mainstream 
market’ moves, they can 
lose less money when fixed-
income and equity markets are 
falling. As a result, allocating 
to alternatives can potentially 
enhance long-term investment 
returns, while reducing 
vulnerability to volatility spikes 
and contagion risks.

Liquid alternatives offer a 
potentially attractive source 
of returns, alongside limited 

correlation with bond and 
equity markets. 

But there’s a growing 
recognition that some 
particularly attractive 
investment opportunities may 
lie in assets deemed illiquid 
because they’re not traded on 
public markets. Some offer 
compelling  long-term risk 
premiums to compensate 
investors for giving up ready 
access to liquidity. Illiquids 
span a wide risk/return 
spectrum and include private 
equity, direct property and 
privately-originated credit 
investments, like commercial 
and residential real estate debt, 
middle-market lending and 
infrastructure debt. 

Illiquid investments can 
be marginally more costly 
to access than their listed 
counterparts. But, if used 
appropriately, they may offer 
strong long-term investment 
returns—and, therefore, 
potentially superior outcomes 
for pension scheme members.

Investment managers and 
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✤ Illiquid assets can offer a 
range of potent benefits for 
long-term investors, including: 
1. Access to the illiquidity 
premium: the extra return 
received for the additional  
risk of tying up capital in less 
liquid assets. This premium 
may prove particularly 
rewarding for scheme 
members at the early stages 
of the accumulation phase 
since it offers scope to take full 
advantage of their very long 
investment horizons. 

2. Diversification: these 
alternative sources of 
returns can offer compelling 
diversification benefits given 
their lack of correlation with 
listed bonds and equities. 
3. Less volatility: illiquid 
investments may offer a 
smoother investment journey. 
That said, it is important to 
recognise that while illiquids 
may appear less volatile than 
their listed counterparts, this 
does not guarantee that they’re 
inherently less risky. 

The case for investing in illiquids 

“Illiquids may 
offer particularly 
compelling risk-
adjusted potential”
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challenges, as we have seen 
recently with gated property 
funds. They also typically have 
higher correlation with more 
traditional asset classes.

Obstacle 3: Illiquids may prove 
too costly to meet charge cap 
constraints.

A focus on fees where 
trustees have a limited 
investment budget (typically 
20-30bps for investment 
out of the 75bps charge cap, 
with the remainder going on 
administration) can limit the 
investment strategies available 
to DC schemes. This is likely to 
be at the cost of final member 
outcomes. A focus on value 
would allow trustees and their 
advisers to assess the potential 
return to members net of fees 
and allow them to ask: could 
we achieve better returns if we 
spent more?

DC schemes face critical 
investment needs and few 
obvious ways to satisfy them. 
In our view, getting ahead of 
the curve and thinking about 
making effective allocations to 
illiquid alternatives today could 
prove a critical step in helping 
schemes deliver genuine value 
for money.

illiquid assets can sometimes 
be hard to measure. And 
this may make these assets 
appear less volatile than is 
actually the case. This makes it 
particularly important to have 
a deep understanding of the 
underlying risks contributed by 
each illiquid allocation. 

Obstacle 2: Many DC pensions 
are delivered via insurance-
linked funds which require 
underlying investments to meet 
Permitted Links rules—and not 
all illiquids meet the criteria.

The Permitted Links rules 
stipulated in the FCA handbook 
require benefits provided 
under long-term insurance 
contracts to be determined only 
by reference to value in certain 
types of assets. For example, 
while the rules permit “unlisted 
securities”, they state that these 
must always be realisable in 
the short term. And this may 

not be feasible for some illiquid 
assets, like direct property 
investments. The rules also 
stipulate, for example, that loan 
investments are permissible 
only if these loans are made 
to approved credit/financial 
institutions—which may well 
rule out many private debt 
opportunities.

We think the future for large 
DC schemes will be to move 
“off-platform”—managing 
assets for the scheme within the 
trust on a segregated account 
basis. This would look much 
more like the infrastructure 
employed by more mature DC 
models in Australia and the US.

An alternative option 
would involve accessing these 
investment ideas within a 
closed-end vehicle or other 
fund wrapper, such as an 
ETF—in other words, trying to 
make the illiquid liquid. Such 
efforts can bring their own 

overall investment strategy. 
Within a multi-asset strategy 
fund, the portfolio manager 
can use other more liquid 
components to manage 
member contributions and 
redemptions, while taking 
a more tactical approach to 
managing allocations to illiquid 
assets. This requires the skills 
of an experienced trading desk 
able to manage best execution 
and find natural liquidity in the 
market, rather than using an 
administrative auto-execution 
process.

While the daily dealing 
requirement can be managed, 
there is still the issue of daily 
valuation. The fair value of 
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“DC schemes are 
finding new ways to 
invest in illiquids”
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