
Cashflow Driven Investment (CDI) is a concept that has risen in popularity 

over recent years with pension scheme investors. As we explore this paper, we 

find that a CDI solution means different things to different people and believe 

it is vital for any investor to first understand what someone means by such 

a strategy. For us, its premise is to provide greater certainty of outcomes by 

investing into a core portfolio of high quality assets with an observable level of 

yield and income to broadly match your expected benefit payments. 

Whilst CDI is being offered by some as a revolutionary new solution, we view CDI more as a 

natural step for maturing pension schemes to take as part of a journey to endgame. Rather than 

providing a single CDI solution, we work with schemes to guide them along that journey at the 

right pace and timing for each scheme’s circumstances. As a result, we expect many schemes to 

evolve towards such an approach over time rather than taking a single revolutionary step from a 

“non” CDI strategy to a CDI strategy.

This note examines how we see a CDI strategy operating and sets 

out some danger signs for investors to be wary of when entering into 

considerations around such an approach.

What do we mean by CDI?
Defined benefit pension schemes in the 

UK are maturing. As benefit outflows 

start to exceed income, the question of 

how to manage cashflows rises further 

up the agenda. In a previous Investment 

Insights paper (found here) we explored 

the cashflow conundrum, discussing 

how schemes should have a plan to 

meet their cashflow needs.

Cashflow Driven Investment
If CDI is the solution, what is the question?

RISK   |   PENSIONS   |   INVESTMENT   |   INSURANCE

Investment Insights

Investment Insights  |  January 2021      1

CDI is an 

investment strategy 

that generates 

cashflows to help 

meet the expected 

payments out of a 

pension scheme.

https://bwd10barnettwaddingham-live-4d8d2562916-81f9e7d.divio-media.net/filer_public/0f/32/0f321afe-78a6-40bc-813b-087558c0e197/investment_insight_q3_2016.pdf


Against this backdrop, CDI has continued to gain prevalence in 

the market and a number of new CDI ‘solutions’ are being offered 

by investment managers, with each ‘solution’ designed to mean 

something different. For the majority of schemes, we do not see CDI 

as an approach to be used on a standalone basis. Instead, we view 

CDI as one important part of the overall investment strategy, whose 

primary function is to generate cashflows to help meet the expected 

payments of a pension scheme. The aim of doing this is to provide 

the increased certainty of being able to meet benefit payments as and 

when they fall due – something which is a fundamental objective for 

all pension schemes.

This seems pretty simple, conceptually at least. It’s important 

to remember, though, that every scheme has its own set of 

circumstances. As such there are a number of things to think through 

when considering: what would a CDI portfolio look like for my 

scheme?; Is CDI appropriate for my scheme today? And how would I 

implement a CDI portfolio within my scheme? The answers to these 

questions will be wholly scheme-specific. At the outset, we believe 

it’s vital not to see such an approach as “all or nothing” and with this in 

mind, we take a step back and remind ourselves of the objectives of all 

pension schemes.

What are we trying to achieve?
In setting an investment strategy, trustees are aiming to strike a balance 

between the often conflicting aims of generating returns, reducing risk 

relative to liabilities and meeting benefit cashflow needs. 
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This can be thought of as having three different 

sliders to balance:

• Return – The level of return or income 

generated by the assets

• Risk reduction – Promoting higher levels of 

funding level stability through the assets held

•	 Cashflows – The amount of cashflow 

generated by the assets to meet scheme 

outgoings 

These aims are often conflicting, as while there are some assets that can help meet a 

combination of these, the assets that tend to deliver strongly in one area, doesn’t deliver as well 

in others. For instance:

• Equities are expected to provide higher 

returns over the long-term, but they 

don’t offer protection against the impact 

of interest rate and inflation changes on 

funding levels. Cashflow from dividends 

can also be uncertain, as we have seen 

during 2020. Whilst they are likely to be 

suitable for many schemes to hold as 

part of the scheme’s investment strategy 

as a way to generate a higher level of 

returns, they would not be considered 

income generating CDI assets. Therefore 

a separate allocation to these type of 

assets may be required. 
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• Investment grade corporate bonds provide predictable cashflows, 

which is why we typically expect them to be the core of a scheme’s 

strategy for generating cashflows as part of a CDI approach. 

They also provide some protection against the impact of interest 

rate movements on a scheme’s funding position. However, they 

generate more modest levels of expected return than equities and 

don’t provide protection against the impact of changing inflation on 

scheme’s funding position.

• Liability Driven Investment (LDI) assets provide risk reduction 

against movements in interest rates and inflation and therefore, we 

would expect them to play a role in any long-term target strategy, 

including one using a CDI approach. However, they do not provide 

additional returns or meaningful cashflow though exceptions exist 

and therefore other asset classes will be needed.

With a finite pool of assets to work with, focussing on pushing one 

slider higher within a portfolio can have the impact of pulling the other 

sliders down. Determining whether CDI is appropriate for a scheme 

and what assets should comprise the CDI portfolio is therefore a matter 

of answering “how high do I need to push the cashflow slider relative 

to the other two?”

For mature, well-funded schemes, CDI provides an excellent 

framework for building an investment portfolio where “how to meet 

cashflow requirements” will be the greatest risk. For other schemes, 

there will be a balance to be met, with a partial CDI strategy, covering a 

portion of the cashflows, being an option to achieve this.

We believe one of the key dangers is trying to implement a CDI strategy when the return 

requirement bar is set too high – for example, due to a poor funding position. This can lead to 

a concentration in certain high risk areas of credit markets, therefore actually providing weak 

cashflow protection and an unduly concentrated return portfolio. We explore this further later.

How to build a CDI portfolio
We’ve spoken about investment grade credit being a core part of a CDI portfolio to generate 

those cashflows that are fundamental to running a pension scheme. Spreading this allocation 

across the large number of available bond issuers (including spread across different sectors and 

locations) will help to ensure a robust core portfolio.

Taking this a step further, there are a number of other asset classes that could be held in the CDI 

portfolio for schemes wanting greater diversification and/or needing a higher level of return. 

The best combination of asset classes can be flexed depending on the overall objectives of the 

scheme. For example:

• If a scheme needs higher levels of returns, adding some sub-investment grade assets (such 

as multi-asset credit and loans) can provide an income whilst targeting these higher levels of 

return, albeit being less predictable and higher risk than investment grade credit.

• Illiquid income generating assets of high quality can add diversification to the portfolio by 

accessing a different return driver and deliver high levels of expected return when needed (i.e. 

being rewarded for committing assets over a longer period). For most schemes that are still 

some way off being able to buyout with an insurer (greater than around seven years), this type of 

allocation could add a welcome boost to returns and broaden the return drivers of the strategy.



ii) Using riskier assets (i.e. sub-investment grade and/or illiquid assets 

mentioned above) which offer a higher yield than investment 

grade credit whilst also providing a level of expected income. 

Generally though, a full CDI portfolio is only really feasible in the 

short-term for schemes that are well funded on a strong basis (i.e. 

using a low discount rate). For schemes requiring higher returns, a 

partial CDI approach is likely to be more achievable as a first step.

3) Maturity of scheme: For mature schemes that have a large portion 

of pensioner members and therefore relatively short-dated 

cashflows, a CDI strategy is likely to be more accessible due to the 

greater availability of corporate bonds at shorter durations.

4)	 Cashflow	position: Introducing some form of CDI portfolio is likely 

to have some benefits for schemes that are paying out more cash 

than is being received.
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• LDI is likely to remain a really useful tool to ensure that any outstanding interest rate and 

inflation risks are covered. For example, it’s unlikely that the assets above will provide any 

inflation protection, so an LDI overlay can add this. Similarly, since the other assets are likely 

to be shorter dated than the liabilities for all but the most mature schemes, LDI can easily be 

added to cover the longer-term interest rate risks.

Balancing the different characteristics of these assets, can provide a flexible CDI strategy that 

takes into account the return, risk and cashflow requirements of each scheme.

Is CDI appropriate for my scheme?
Getting this balance right is one of the key areas where we, as investment consultants, work to 

support you as trustees or employers. Fundamental to doing this is considering the following 

strategic factors for your scheme:

1) Long-term funding target: Adopting a low risk investment strategy with predictable cashflows 

may be a natural objective for some schemes as part of a low reliance self-sufficiency long-

term target. We would expect this type of strategy to support a discount rate of somewhere 

around gilts +0.25% to +1%. It may also be useful as part of a journey to buyout. Understanding 

what this target might be and the assets that are best placed to support it, whether labelled as 

CDI or otherwise, should be considered today as the first step on the journey.

2) Asset return available: Schemes that require higher returns to support and/or improve the 

funding position will have less scope to allocate to the relatively lower returning investment 

grade corporate bonds that in our view should form the core of a CDI portfolio. The available 

return on a CDI portfolio is a key consideration and can be influenced either by:

i) Moving into the CDI assets at attractive yields above gilts. When the additional yield above 

gilts (the “credit spread”) is elevated, there are likely to be opportunities to lock into a CDI 

portfolio with higher expected returns, so schemes may be able to de-risk to this type of 

strategy quicker than expected; or 

KEY TAKEAWAY 

For most schemes, there is a balance to be struck between 

producing cashflows, generating return and managing funding 

level risk. For mature, well-funded schemes, CDI provides 

an excellent framework for building a portfolio as meeting 

cashflow will be the biggest risk. For other schemes needing a 

higher level of return, a wider range of assets will be needed; 

however where cashflow considerations are important, CDI 

can still form part of the strategy.



2. Target high investment returns: Extending a CDI portfolio from investment grade credit, into 

sub-investment grade credit or less liquid income generating asset classes, would allow a 

CDI portfolio to target higher levels of return. However, given the increased uncertainty of the 

payments these assets will produce and the increased risk, there are limits to how far it may 

be appropriate to take this. For schemes needing high levels of returns, considering a more 

diverse toolkit, beyond assets that can reasonably be considered part of a CDI ‘solution,’ is 

likely to be appropriate.

3. Be an all or nothing solution: We believe that the principles of CDI should be part of every 

scheme’s toolkit; what varies is the extent those tools are used. This will depend on scheme 

specific strategic factors discussed earlier.

What questions does CDI not 
answer?
As alluded to above, CDI is unlikely to satisfy all the needs of a scheme. 

We would not expect CDI to: 

1.	 Provide	a	perfect	cashflow	match: We described CDI as an 

investment portfolio that produces cashflows, which match 

the amount and timing of expected cash outflows of a scheme 

(allowing for any contributions). The following stylised chart 

provides an illustration of what we mean by this. However, 

in practice, it is impossible to exactly predict cashflows and 

therefore the investment strategy needs to be able to deal with the 

unexpected. Two key areas of challenge very quickly emerge:

a. Unexpected transfer values won’t appear in a solution but will 

emerge in reality.

b. The amount of long dated corporate bonds in issuance is 

limited, even if overseas bonds are considered. This makes 

matching long dated cashflows difficult without relying on 

cashflows being reinvested.

Because of issues such as these, we recommend avoiding CDI 

solutions that are over-engineered and favour pragmatic structures.

Investment Insights  |  January 2021      5

Li
ab

ili
ti

es

0                           10                           20                         30                           40                         50

  Asset Cashflows         Contributions         Liability Cashflows



Investment Insights  |  May 2020      65777375 

Please contact your Barnett Waddingham consultant if you would 

like to discuss any of the above topics in more detail. Alternatively 

get in touch via the following:

   info@barnett-waddingham.co.uk      0333 11 11 222      

www.barnett-waddingham.co.uk

Barnett Waddingham LLP is a body corporate with members to whom we refer as “partners”. A list of 
members can be inspected at the registered office. Barnett Waddingham LLP (OC307678), BW SIPP LLP 
(OC322417), and Barnett Waddingham Actuaries and Consultants Limited (06498431) are registered 
in England and Wales with their registered office at 2 London Wall Place, London, EC2Y 5AU. Barnett 
Waddingham LLP is authorised and regulated by the Financial Conduct Authority. BW SIPP LLP is 
authorised and regulated by the Financial Conduct Authority. 
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So what is the question and who should be 
asking it?
There are many different interpretations of what CDI means and therefore, like every investment, 

it is vital to look under the bonnet of what you are investing in and ensure that the risks and 

returns are understood as well as how it helps solve your problems.

For many schemes, CDI can form part of an investment strategy which answers the question, 

“how can I increase the certainty of meeting my scheme benefits as they fall due?” For mature, 

well-funded schemes, where meeting cashflows is already a large risk, CDI provides a robust 

framework for building a portfolio. For other schemes (i.e. the majority), a partial CDI approach is 

likely to be more appropriate in the short-term.

We work with schemes to invest in CDI strategies that provide a pragmatic approach to matching 

cashflows and avoid being over-engineered. We expect almost all schemes to end up with a 

“CDI-like” portfolio in one way or another, as they move towards their long-term strategy. Our job 

is to move you along that journey at the right pace and timing for each scheme’s circumstances.




