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Long-term view delivers
the most efficient returns

David O’Shea, director,
QEIREEE VVealth Management,
explains why longer-dated bonds
can deliver the best pension results

NE of the most cost-

ly mistakes in-

vestors make over
their lifetime is misman-
agement of their pension
contributions and invest-
ment strategy.

For the majority of peo-
ple the provision of a pen-
sion is the single biggest
investment decision that
they will make after a pur-
chase of their home. Yet
the attention given to pen-
sions is scant at best.

We can readily divide a
discussion of pensions in-
to those controliable vari-
ables and those that can
be unpredictable. In fact,
former US Secretary of
Defence Donald Rums-
feld’s quote of there being
“known knowns... (and)
unknown knowns” makes
an unlikely but relevant
framework for a discus-
sion of efficient pension
management.

WHAT WE KNOW

In life when we know an
event will take place at
some time in the future
which has an associated
cost then we make provi-
sion for this event now.

Pension investment is
no different. We know that
at 66 (current retirement
age) we will likely stop
working and income will
need to be generated from
savings and pensions.
What we also implicitly
know, or can at least esti-
mate, is how much income
will be needed.

The replacement ratio is
the ratio of post-retire-
ment income that is need-
ed to provide for a suit-
able income stream to ful-
ly or partially match
pre-retirement income.

So, for example, an indi-
vidual currently on a net
salary of €2,500 per month
may need to replace say
75% of this income, or
€1,875, in retirement. If
we can estimate that the
state pension will be €920
per month, this leaves us
with a shortfall of €955 to
make up.

In order to do this over,
say, a 25-year period in re-
tirement we would need to
start with a fund on re-

tirement of approximately
€200,000. By growing this
fund conservatively at
3.5%, and taking into
account annual inflation
of 1%, we can plan for a

regular pension withdraw-

al and match the cash
need of post-retirement.

In order to generate a
fund of €200,000 that in-
vestor would need to save
approximately €250 per
month for 30 years and
grow it by 5% per annumn.
It all sounds simple, but
all we are doing is dealing
with those variables we
know and creating a plan
around it.

WHAT WE
DON'T KNOW

But what about those
“unknown knowns”?
Finance and financial
modelling is littered with
assumptions and we’ve
made a very large
assumption above in deal-
ing with our “known
knowns” — that we will
grow our funds by 5%
pre-retirement and by
3.5% post-retirement.

This is a rather large
assumption on the ability
of the individual or their
advisor to achieve such
investment profits. The
actual returns, however,
are unknown and open to
many risks. Investors are
painfully aware that
assumptions made about
the growth of their pen-
sion assets have been sig-
nificantly off the mark
and they have suffered a
funding shortfall as a con-
sequence.

So let’s go back to Mr
Rumsfeld’s quote and let’s
consider what we do
know. What we do know
is that there are a number
of asset classes. In the
Irish market they are pre-
dominantly equities and
property. But what do we
know about their likely
profitability and return?

We do know that actuar-
ies in insurance compa-
nies will make certain
assumptions about the
likely return which form

the basis of suggested con-

tributions. Yet the as-
sumptions are based pri-
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marily on historical data.

Unfortunately, at the
moment we find ourselves
in one of the most chal-
lenging financial cycles
seen in 40 years and we
should question whether
many of the assumptions
that underpin those fore-
casts are relevant.

The most recent market
turmoil should alert pen-
sion investors to the sce-
nario of potentially lower
returns on offer in the
foreseeable future from a
number of asset classes.

Equities have been the
worst performing asset
class in the current mar-
ket turmoil.

Companies are under
significant pressure and
dividend payments have
been reduced or stopped.

Despite some assump-
tions of 7%-9% annual
growth figures for equities
it is difficult to see those
levels of returns being
broad based in the coming
years.

The unfortunate issue
with equity investing is
that many ‘buy and hold’
strategies which were be-
ing used in pensions had
sitnply become ‘buy and
ignore’ strategies instead.

Bonds are one of the
most appropriate methods
to provide for pension
funding. Investing in
longer-dated bonds can
help match pension in-
vestment portfolios to the
retirement need in the fu-
ture, Currently in bond
markets we are experienc-
ing ‘flat yield curves’,
meaning that even if you
invest in longer-dated
bonds the returns on offer
are extremely low. Flat
yield curves are a signifi-
cant problem for all
providers of pensions,
whether it is insurance
companies or the state in
the provision of state ben-
efits. Corporate and con-
vertible bonds as well as
emerging market bonds
are more interesting and
relevant bond investments
given this environment.

Commodities are per-
haps the most interesting
asset class to be consid-
ered for pension investors.
Given their value they are
a natural hedge against
downturn in financial cy-
cles. But investors should
avoid broad-based com-
modity indices and funds
and concentrate on indi-
vidual commodities.

CONCLUSION

Pension investors
should identify and deal
in what they know.

While forecasting mar-
kets can be difficult,
pension liability funding
is not — identify your
desired replacement ra-
tio and create a suitable
savings plan to achieve
your goal.

When it comes to an
investment strategy con-
sider alternative invest-
ments. A pension invest-
ment is a perfect oppor-
tunity to purchase cheap
or undervalued assets as
you have considerable
time to see them return
to profitability.

You don’t need to be
an active manager to
hold an efficient pension
portfolio, but you do
need to be attentive.

Understand what you
can control and pay par-
ticularly attention to
that which you can’t.

And always ensure
that your pension is rel-
evant — a pension port-
folio created a number
of years ago by you or
your financial adviser is
unlikely to be a relevant
portfolio today.



