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MID-SIZED DE-RISKING: INTRODUCTION

the route to a
positive outcome
The past two years have seen a rapid rise of larger pension schemes
using de-risking solutions, with the largest buy-in, buyout and longevity
insurance transactions to date completed. But what about the rest of the
market? Where large schemes go, smaller schemes usually follow, so this
year we wanted to focus on mid-sized schemes to understand just how
they are approaching de-risking.
We at Engaged Investor, in association with Legal & General, surveyed
more than 40 of the UK’s mid-sized schemes with total assets of between
£100 million and £1 billion. We asked them about their long-term de-risking
objectives and the strategies they are using to reach them.
It is still too early to judge how the introduction of Solvency II and
continued market volatility will impact scheme de-risking plans. What we
do know is that mid-sized schemes continue to implement buy-in, buyout
and other insurance solutions and have a wealth of innovative ways to
de-risk at their disposal which can help them increase affordability.
De-risking doesn’t have to be ‘all or nothing’ - we explore how mid-sized
schemes can break up the de-risking path so that they can begin their
journey sooner rather than later, despite any resource restraints.
As you read this report we hope you will find the insights and
experiences as illuminating as we have.

Jenna Gadhavi
Insight Editor, Engaged Investor

MID-SIZED DE-RISKING | 3

LEGAL & GENERAL PENSION RISK TRANSFER

A POSITIVE
FUTURE
FOR ALL.
We’ve invested £7 billion to date into UK
direct investments as part of a commitment to
invest £15 billion into areas such as housing,
infrastructure and urban regeneration.
The Legal & General Group, established in 1836, is one of the UK’s
leading financial services companies. Legal & General offers a range
of de-risking solutions, which includes buyout, buy-in, longevity
insurance and liability-driven investment (LDI), to pension schemes of
all sizes. Corporates, trustees or advisers looking for further information
should call the Pension Risk Transfer team on 020 3124 2273.
Call charges will vary. We may record and monitor calls.

www.legalandgeneral.com/pensionrisktransfer
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MID-SIZED SCHEMES:
THE BACKBONE OF
THE MARKET
The UK is the world’s most advanced pension risk transfer market. While large
scheme transactions have grabbed many of the headlines over the past few
years, it is important to recognise that smaller and mid-sized schemes really
represent the backbone of our market. These schemes have consistently
provided healthy demand, accounting for nearly £5 billion of the business
written in 2015 across the industry.
Legal & General works with pension schemes of all sizes and we have a
dedicated group, which we call our Core Business, that works specifically
with smaller and mid-sized schemes. In the next section, our Head of
Core Business, Phill Beach provides our perspective on how the market is
developing and the trends that have emerged in recent years.
We commissioned this research to better understand how mid-sized
schemes are viewing insurance solutions. We recognise that risk reduction
can be a complex area. Whether large or small, many pension schemes are
on a journey with the ultimate goal being to transfer, reduce or eliminate their
pension risk.
At Legal & General we understand this journey. Through thirty years of
experience in the bulk annuity market and our collaboration with Legal
& General Investment Management (LGIM), one of Europe’s largest asset
managers, we hope to help you make informed decisions about how best to
achieve your scheme’s objectives.
Kerrigan Procter
Managing Director, Legal & General Retirement
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EXECUTIVE
SUMMARY
Engaged Investor
and Legal & General
surveyed more
than 40 of the UK’s
leading mid-sized
pension schemes
to understand their
de-risking strategies.
Their assets under
management ranged
from £100m to £1bn

01 Market overview
n Over half (54%) of schemes plan to incorporate insurance solutions into their long-term
de-risking strategy

n More than a quarter of schemes (26%) said
that buy-ins will form part of their long-term
de-risking plan

n Financial strength was the most important
factor for 60% of schemes when selecting an
insurance provider, followed by price (which
a third of respondents ranked most highly)

n GMP reconciliation exercises were the most
common preparatory step taken towards
meeting these objectives, with 69% of
schemes having completed this. This is
expected, given the HM Revenue & Customs’
April 2016 deadline

n The main concern for sponsoring employers
was balance sheet stability, followed by
profit and loss cost and then deficit size
n More than two-thirds of schemes surveyed
incur annual operating costs (administration, actuarial, investment consulting,
investment management etc.) in excess of
0.5% of scheme assets. Around a third would
consider bundling these services if it could
lower scheme expenses and deliver value in
terms of funding level outcomes
n The most common way to evaluate the cost
of insurance was on a self-sufficiency basis
(43%), followed by an estimated buyout or
solvency basis (37%)
n
The majority (65%) of schemes received
their regular buyout premium estimates
from their scheme actuary, while 13% used
an online analytics tool; none received their
pricing from insurers

02 Long-term

objectives and
preparation
n More than a third of schemes (34%) were
aiming for a full buyout as their primary
long-term objective
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n Liability management was either important
or very important to meeting de-risking
objectives, according to almost 70% of
schemes
n The main barrier in the way of meeting their
long-term objectives was not achieving
required investment outperformance, which
was cited by 34% of respondents, followed
by low gilt yields (29%)
n
Forty-two per cent of schemes monitored
their funding level on a technical provisions
basis quarterly
n Generally, schemes tended to monitor their
funding levels on a buyout basis less frequently than on technical provisions. This is
understandable, given the longer time horizons schemes are looking at for implementing buyout
n Over 90% were either confident or very confident that the estimates provided by their
scheme actuary reflected actual market
pricing
n
Forty per cent of schemes surveyed have
stated that their long-term funding objective
drives their current decision-making
process
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04 Medical

underwriting
n 20% of schemes plan on using a medically
underwritten approach as part of their derisking strategy. For those planning on carrying out such exercises, top-slicing (where
members with the largest pensions are
underwritten) appears to be one of the
favoured routes. Post-sale approaches
(including those with pricing guarantees)
were also high up on the list

05 Longevity Risk
n Close to a quarter (23%) of schemes said
they would include longevity insurance in
their long term plans
n Fifty per cent of schemes looking to implement longevity insurance aim to do so within
the next five years
n When asked to rank the different types of
risk within their schemes, respondents said
investment risk was the most serious, followed by interest rate risk. Longevity risk
was ranked third most serious, ahead of
inflation and regulatory risk

03 Innovations for

de-risking

06 Investments

n
Buy-ins with deferred premium payments
appealed to 23% of our survey respondents

n Thirty per cent of schemes believed multi
asset funds would be the main growth area
in the next decade. This was followed closely
by government bonds and LDI
n
Over half of the schemes surveyed had
already begun implementing their LDI strategies, while another quarter said this would
happen within the next three years. A further 7% said it would be three to five years
before they began implementation

n Just under a quarter of schemes said they
would consider an all-risk buyout as part of
their de-risking strategy
n Forty per cent of schemes looking to carry
out a buy-in aim to do so within the next five
years
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CHAPTER ONE: MARKET OVERVIEW

MARKET
OVERVIEW
The de-risking market is being reshaped by factors such as regulatory
change but pension schemes continue to focus on removing risks as
much as possible. What are the most important factors for selecting an
insurance provider, and what barriers are there to reaching long-term
de-risking objectives?

1 financial strength
2 Price
3 Flexibility of Offering
4 Administration Capability
5 Brand Recognition

Rank the
most important
factors for
selecting
an insurance
provider?

Infographics: Jen van Schoor

Rank the main concerns
for your sponsoring
employer in relation to
the pension scheme

1

5

2
P&L cost

Balance Sheet Stability
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3

4

6

Security of members’ benefits
Cash Contributions – Stability

Cash Contributions – Size

Size of Deficit

Don’t know

5%

41%
0.75-1% p.a.

In total, how
much does your
scheme spend
each year on
services?*

Less than 0.5% p.a.

27%

27%
0.5-0.75% p.a.

Technical
provisions

10%

37%
Estimated
buyout or
solvency
basis

Self-sufficiency

On what
basis would you
evaluate whether
insurance pricing
represents good
value?

43%

10%
Accounting

OTHER

16%
Online
analytics tool

Corporate
Actuarial
AdvisEr

13%
6%

Where do
you get the
estimate of your
funding level on
a buyout basis
from?

65%

Scheme
Actuary

* (administration, actuarial, investment consulting, investment management, etc. as a proportion of scheme assets)
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MID-SIZED DE-RISKING: MARKET OVERVIEW
EXPERT VIEW

ONWARDS AND
UPWARDS!

Phill Beach, head of core business for Legal & General’s Pension
Risk Transfer team looks at developments in the UK de-risking
market for mid-sized pension schemes

I

t was another bumper year for the UK bulk
annuity market in 2015 with over £12 billion
of pension risk transferring from company
balance sheets to insurance companies.
When combined with insurance back book
transactions, where one insurer transfers a
book of business to another, this figure rises to
nearly £14 billion.
This is a remarkable result achieved against
the backdrop of Solvency II, the insurance regulatory framework, which came into force in
January of this year. Many in the industry have
been watching carefully to see if the new legislation will have an impact on the volumes we have
seen over the past few years. Certainly press
announcements to date appear to suggest that
market activity over Q1 and into Q2 was healthy.
Much has been written about Solvency II, but
insurers have been preparing for these new
regulations for a number of years and a great
deal of our focus has been on minimising their
impact on pricing by developing innovative solutions which we outline in the following articles.
In addition to innovation, there are now more
participants in the risk transfer market than at
any other time in history with nine different
insurance providers transacting in 2015. This
increased capacity offers a competitive landscape which is likely to be positive for pension
schemes.
The shape of the market in 2015 was very
interesting with de-risking taking place across
the whole spectrum of pension schemes. Based
on our own experience, we estimate that market
activity broke down as follows:
• Over £1.3bn of assets were transferred from
insurer back books to an another insurer
• Approximately £6bn from jumbo schemes
with total scheme assets greater than £1bn
• Approximately £4-5bn from mid-sized schemes
with scheme assets between £100mn and £1 bn
• The remainder coming from smaller schemes
with assets less than £100mn
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What is clear is that there is activity and interest across the whole market.
Some of the key themes that we have seen
and expect to continue are:
1) Partial and targeted de-risking – Over the
past couple of years, larger schemes have used
insurance as part of their endgame strategy
where they incorporate elements of insurance,
such as buy-ins and longevity insurance, into
their portfolios gradually rather than undertaking a buyout at a single point. We are now seeing
this trend establish itself with mid-sized
schemes.
2) Insurance book transfer - Insurance back
books continue to compete for capacity from
bulk annuity providers and we believe this will
be a growing trend over the next couple of years
following the introduction of pension freedoms
in the 2014 UK Budget and the implementation
of Solvency II causing some retail annuity providers to exit the UK market.
3) Global focus – We have seen an increasing
number of both jumbo and mid-sized schemes
coming to market that are part of a global derisking exercise by the sponsoring company. We
see this trend continuing as multinational companies look to de-risk on a global scale whilst
seeking out eﬃciencies by combining projects.
Although buy-ins, buyouts and longevity
insurance continue to move up the agenda for
an increasing number of trustee boards and
sponsoring companies, there remains one key
challenge to making transactions work
– Price!
The price of insurance is often perceived to
be too high. In the survey, a third of schemes
cited price as the key barrier to implementing an
insurance solution. This is consistent with many
of the conversations we have with pension
schemes. We often hear schemes say that a
buy-in or buyout is a distant aim or simply
unachievable, yet this does not necessarily
need to be the case.
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Most trustees and sponsoring companies’ cost
expectations are anchored around their scheme
actuary’s solvency estimate. It is important to
recognise that this is just that - an estimate and our experience has been that the cost of
insurance is often less than what is estimated
at the outset. For example, the scheme actuary’s estimate may not take account of insurer
appetite, competitive market tension or even
specific investment opportunities that the
insurer may have to back your business. We
therefore encourage pension schemes and their
advisers to engage with us to understand what
they can truly achieve.

Valuing the sponsor covenant can be difficult
and subjective. In some instances, particularly
where the sponsoring company has a weaker
covenant, securing your members’ benefits
with an insurance company can be
covenant-enhancing.
A market benchmark does not exist to help a
scheme make a comparison between its current
sponsor covenant and that of an insurance company or indeed among different insurance companies. However, the corporate bond markets,
where yields differ based on financial strength,
can provide helpful context. For example, the
difference in corporate bond spreads between
AA and BBB rated entities can be in excess of
1.5% per annum which implies, at least theoretically, there should be a difference in price
between insurers of different financial strength.

What is the right comparison?

The price of volatility

Is your buy-in or buyout
estimate accurate?

When considering your buy-in or buyout quote,
there may initially appear to be a gap in relation
to your technical provisions, but is this the right
comparison?
68% of responses told us that their scheme
incurs more than 0.5% of scheme assets in
annual running costs, such as administration,
legal, actuarial, custodial, investment consulting and investment management expenses.
This means that they expect to spend 5-10% of
the schemes assets or additional company
funding for a typical 15 year duration scheme
and often this is not included within the technical provisions. A buyout quote, on the other
hand, is fully inclusive of all costs and to make
a fair comparison, anticipated future expenses
should be added to the technical provisions.

There is always a risk-reward relationship within
investment decisions. A higher expected return
can often be achieved through a riskier asset
strategy that brings more volatility with it. The
appetite for this volatility will differ among pension schemes and their sponsoring companies.
The benefit of insurance even if it covers only a
proportion of your scheme’s liabilities is that it
reduces volatility.

In summary

The survey showed that 54% of schemes are
looking for some form of insurance while many
others are de-risking through their asset strategies. We look forward to working with pension
schemes in the coming years as the market
continues to grow onwards and upwards.

MID-SIZED DE-RISKING | 15

MID-SIZED DE-RISKING: MARKET OVERVIEW

INTERVIEW – WhERE
aRE WE goINg?
Industry insiders David Ellis and Clive Wellsteed share their thoughts on recent de-risking deals with Jenna Gadhavi, and
outline what pension schemes need to consider when exploring a buy-in or buyout solution

The prediction was that 2015 would be
characterised by an increase in mid-sized
transactions as easier and more costeffective de-risking products emerged. Do
you think this has happened?

David Ellis, partner, UK
leader, bulk pensions
insurance advisory
Mercer

Clive Wellsteed, partner and
head of de-risking practice,
Lane Clark & Peacock LLP

David Ellis: Yes and no! The number of transactions last year seems to be pretty low, but the
figure by monetary amount is the second largest ever, totalling more than £12bn.
The number of deals overall is probably the
lowest since about 2007.
Taking away the deals below £50m and the
two or three largest deals above £1bn, the
average deal size has been increasing. Markedly so, almost doubling in the past four years.
That’s partly because there aren’t thousands of
transactions, so it depends on which deals
were done.
At the smaller end, part of that might be
about medical underwriting, particularly for
the smaller pension plans. Lower price for
whatever reason is a powerful force, and that
is something that is very attractive.
So I don’t think the prediction has become
fully true, but the number of actual deals is
down. This is most likely symptomatic of lower
interest rates and general uncertainty in financial markets. Rightly or wrongly, a lot of people
don’t pick up the phone when interest rates are
really low, and equities having a torrid time of
it in January into February hasn’t helped.
I should add that we have seen an increase
in longevity hedging cases of all sizes in 2015
and clearly for many schemes they do need to
weigh up the benefits of buy-in versus longevity swap.
Clive Wellsteed: On the bulk annuity side,
most transactions were at the £50-500m level,
and if you look at the volumes over the year,
only two transactions were more than £1bn.
Most of the rest were a few hundred million.
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The emerging dynamic that will probably
continue in the Solvency II environment is pension schemes are often looking to de-risk via a
number of medium-sized buy-ins rather than
necessarily with a ‘big bang’ transaction. [Solvency II is the European Union directive that
concerns the amount of capital that EU insurance companies must hold to reduce the risk
of insolvency.]
Mainly, this is insurer driven – all else equal
under Solvency II, it’s probably easier to do a
transaction of several £100m without needing
to do lots of extra work.
Many mid-sized pension schemes would
tend to focus on buy-ins and buyouts as the
natural way to reduce their liabilities rather
than a longevity swap. When you’re setting the
pricing of a longevity swap, what insurers and
reinsurers like for the larger transactions is if
there is lots of history of how long previous
generations of pensioners have lived for. That
gives you a good guide for the future.
If you have a much smaller transaction you
have much less certainty as to how you should
price a longevity swap. Overall, on the bulk
annuity side there’s been a similar number of
deals in 2015 compared to 2014. In the future
there’ll probably be increasing numbers in the
mid-sized price range.
Are there any specific issues which apply
to the mid-sized scheme de-risking?
DE: The issues are the same across the board.
For an individual, you don’t care – you just
want the right benefits at the right time. So
from one angle at least, the issues will be the
same, regardless of size.
Mid-sized pension plans are generally most
attractive to the insurers. We are diverting
buyouts of more than £1m as it’s fairly hard,
understandably, to keep the insurers interested
because it’s a massive opportunity cost to bid
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CW: In the context of bulk annuities and buyins in particular, for a large scheme they’ve
huge volumes of liabilities to cover, so might
look to do transactions with a number of
insurers to gradually cover them over time.
For a mid-sized scheme working out carefully which insurer you’d like to transact with
probably has been slightly more important
because if all else is equal, a mid-sized scheme
is more likely to transact with only one
insurer.

to transact. That makes you an attractive
counterparty from the insurer’s point of view
because they have much more certainty that if
they do the work to hit that price, then there’s
a good chance that transaction would
proceed.
Secondly, doing the upfront work on getting
your lawyers to review the benefit specification
against the trustee rules is important in creating credibility. It also reduces the risk that
everything looks good on the basis of initial
pricing, but turns out to be more expensive
when you do more accurate pricing just before
transacting.
Most schemes have sufficient pensioner
data. If there is time it’s generally worthwhile
to check members’ marital status and, if so,
how old their spouse is. If insurance companies
have accurate information, they don’t include
any margins in their pricing. If they have to
make an educated guess, they need to price for
the fact that the guess might be incorrect.

How can schemes really prepare themselves for a transaction?

Where do you see the market heading
over the next 12 months?

DE: Knowledge is power. Unless you really
know what insurers think of your pension
plan in a particular timeframe, you don’t
really understand the plan’s finances. In part,
that’s top down, you need to talk to the insurers and explain what you want to do. From
bottom up you need to look at individual
member data and the assets – the granular
elements. Unless you know exactly where you
stand, it’s difficult to marry that properly with
what the insurer appetite may be for your pension plan.
I’ve often seen fleeting windows of opportunity for great pricing. Sometimes, we’re lucky
that we know that a deal has happened, we
know which insurers have not won it yet were
bidding aggressively on it. As a consequence,
some of those insurers have then given some
great pricing for a limited time shortly afterwards. They didn’t win the big deal, but they
want to win some of the business out there.
Being in the marketplace at the right time
and taking advantage of those opportunities is
really important.

DE: We’ve had a torrid time of it in terms of
yields on bonds this year, and equities aren’t
doing very well, either. That should in theory
reduce demand, but I’ve not seen that happening yet.
The market is driven by people who want
to do deals and are ready to do so for a variety
of other reasons, for example corporate activity that is already fully hedged. If interest
rates do rise more than is built into the yield
curve, because that’s already priced up, then
demand will go through the roof.
There’s only one trend that I truly believe in
– every day everybody gets a day older. Liabilities get shorter durations over time, and they
become increasingly the legacy obligations of
the sponsor employer. Those trends increase
demand and drive transactions over time.

on one case. But it can be done and we’ve done
it many times. Similarly, with small transactions it’s hard to get insurers to bid because
there are better opportunities elsewhere.
So, mid-sized schemes are good for insurers.
They’d much rather work on three mid-sized
deals than a single big one. Then they have the
chance of winning two out of the three smaller
deals rather than potentially completely losing
out on the one.

CW: The key is to work out what are the important preparatory steps, and realise that you
don’t need everything to be 100% gold-plated
before you approach the insurance market.
First of all, have a realistic price expectation
of the levels at which you’d be happy

“Insurers
would much
rather
work on three
mid-sized
schemes than
a single
big one”

CW: LCP’s view is that there’s more capacity
available to insurers. There’s probably an
extra £5bn or so, taking total capacity across
all insurers this year to about £15bn.
It’s fair to say that with the coming of Solvency II, a lot of schemes that were approaching market tried to get their transactions done
last year. So I suspect this year more of the
volume will be focused on the second half of
the year. That will also suit insurers as they
finalise their pricing under the new Solvency
II rules.
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LEARNING TO FLY
WITH A TURBULENT
CAPITAL REGIME
The intention of the Solvency II directive is to harmonise insurance regulation. A few months since it first came into effect,
Sackers’ Sebastian Reger explores how pension schemes are having to take a more innovative approach to de-risking

E
Sebastian Reger, finance
and investment partner,
Sackers

uropean Union insurance companies
are subject to a new capital regime
known as Solvency II. Since insurance
companies are important transaction
counterparties for pension schemes,
trustees will want to know how Solvency II will
affect their de-risking agenda.
Will buy-ins/buyouts and longevity transactions become more expensive and will there be
changes to the tried-and-tested transaction
structures? These are probably among the
most immediate and obvious questions.
But trustees of pension schemes are not just
focused on the short-term objective of getting
the transactions executed at the best price.
Insurance companies are long-term transaction counterparties and trustees also need to
know how Solvency II affects insurers as solid
and reliable partners on their de-risking
journey.

THE NEW CAPITAL REGIME: A FOCUS
ON MATCHING ADJUSTMENTS

Solvency II went live on 1 January 2016 and
replaces the previous Solvency I framework
that was conceived in the 1970s.
The main principle of Solvency II is to value
all assets and liabilities on a market-consistent
basis and to ensure that the capital that insurers must hold reflects all the risks on their
balance sheets. However, a market-consistent
approach implies that valuations, both of
assets and liabilities, are more susceptible to
market volatility.
For long-term transactions, such as pension
scheme de-risking transactions – which are
typically backed by long-term assets – shortterm asset price volatility (not to be confused
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with asset default) should, however, be less of
a concern.
Solvency II addresses this by allowing for
‘matching adjustments’. This is of particular
relevance to pension de-risking contracts.
If an insurer can achieve matching adjustment for a particular transaction, that should
result in better pricing for the trustees.
In simple terms, to benefit from matching
adjustment, the insurer is required to allocate
a bespoke pool of assets to a particular insurance liability (such as a buy-in policy), where
the assets match the cash flow characteristics
of the insurance liability.
The assets need to be matched throughout
the entire life of the insurance liability. If this
‘matching’ is achieved, the insurer does not
need to use the discount rate prescribed by the
European Regulator EIOPA, but instead can
adjust the relevant discount rate that it uses to
value the insurance liabilities.
Trustees should benefit if the adjusted discount rate results in lower ‘own funds’, which
the insurer needs to hold to back the trustee’s
insurance liability.

INCREASED COSTS FOR NONPENSIONER MEMBERS

It is too early to judge whether Solvency II will
cause a general increase in the cost of derisking transactions.
What is clear, however, is that the cost for
non-pensioner members is expected to
increase. Longer time horizons and uncertainty
(or optionality), which is inherent to the nonpensioner member population, makes it more
difficult, or expensive, to match and reserve for
this group.
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“Solvency II should make insurers more
reliable counterparties in the long run”
OPTIONALITY AS AN OBSTACLE

Insurers need to allow for optionality, such as
early retirement or commutations, in their
reserving models. Insurers will do this by setting the relevant underlying factors at what
they consider to be appropriate levels.
These factors will reflect the price at which
an insurer is ready to transact. For trustees of
pension schemes this means they need to consider how relevant factors are determined for
their individual scheme.
If trustees are looking to match the level of
insured pension liabilities with the actual level
of pension liabilities, factors that are hardwired into the trust deed and rules can become
an obstacle.
If a pension scheme’s factors deviate from
the factors which an insurer assumes in
its models, then this will increase the price
for a transaction (and it does not matter
whether the pension scheme’s factors are
greater or smaller).
The practical implication for trustees
is to consider at an early stage the level of
optionality built into their scheme rules and to
identify particular obstacles to a de-risking
transaction.

DEFERRED PREMIUM WILL BE
MORE EXPENSIVE

De-risking transactions with a deferred premium element have become a popular transaction structure. However, it will become more
difficult, if not impossible, to achieve matching
adjustment treatment for insurance liabilities
for which the premium is deferred.
As a result, deferred premium structures
will become more expensive.

EVALUATING THE CREDIT RISK OF
INDIVIDUAL INSURERS

The objective of Solvency II is to force insurers
to better account for all the risks on their balance sheet. This should make insurers more
reliable counterparties in the long run, as individual risks are identified and insurers are
forced to hold capital at appropriate levels.
Solvency II applies to all insurers across the EU
and requires (at least in theory) a consistent
application across European insurers.
To date, one challenge for trustees has been
to compare the credit quality of insurers. The
previous capital regime made it difficult to
compare insurers both across and within the
same jurisdiction. Solvency II should change
this over time.

INSURERS WILL LOOK TO PASS ON
LONGEVITY RISK

Solvency II makes it attractive for insurance
companies to reinsure the longevity risk which
an insurer has assumed as part of a buy-in or
buyout transaction. This development comes
at the same time as pension schemes are looking to pass their longevity risk directly to the
reinsurance market. Therefore insurers and
pension schemes may start to compete for longevity reinsurance capacity.

CONCLUSION

The potential impact of Solvency II is more
subtle and will be felt most in connection with
insuring non-pensioner members. Trustees
need to be aware of optionality present in their
benefits structure, and address early on the
impact that this could have on an ability to
transact at an affordable cost.
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“Ultimately, the key is to push for
a solution that produces the best
outcome for your scheme rather
than waiting until a fully funded
position is achieved and hoping
this coincides with favourable
insurer pricing. A proactive
approach can help you set your
own agenda and break down risks
into manageable chunks.”
Amrit Mclean, propositions director, Legal & General
Pension Risk Transfer
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CHAPTER TWO: LONG-TERM OBJECTIVES

Long-term
objectives
as defined benefit schemes reach maturity, their trustees’ thoughts are turning
towards what they want to achieve. if trustees are going to execute a de-risking
strategy to a satisfactory end point, they need to be clear about what they
are looking for at the outset. de-risking requires careful planning, so what
preparatory steps can schemes take to achieve their long-term objectives?

self-sufficiency
(with insurance)
other

infograPhics: Jen van schoor

maintain risk
with continued
reliance on
emPloyer

What
preparatory
steps have
you taken to
achieve your
long-term
objectives?

self-sufficiency
(no insurance)

20%

3%
17%

11%

26%

What is the
long-term primary
objective for your
scheme?

34%

60%
buyout

member address tracing
gmP reconciliation exercise
data and benefit audit
asset transitioning
imPlemented ldi investment strategy
Purchased insurance Policy 34%
other
11%
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3% 3-5 years

done

What is the
time horizon for
achieving your
long-term primary
objective?

10 years +

51%
46%
49%
54%

26%

69%

5-10 years

QUARTERLY

DAILY

42%

16%

VERY

How often
do you monitor
the funding level of
your scheme [on a
technical provisions
basis]?

42%
NOT ACHIEVING
REQUIRED INVESTMENT
OUTPERFORMANCE

9%
NOT

24%
VERY

How confident
are you that your
estimate of your
funding level on
a buyout basis is
reflective of actual
market pricing?

CONFIDENT

MONTHLY

PERCEIVED POOR VALUE
OF INSURANCE MARKET/
LOW GILT YIELDS
DE-RISKING ASSET
PORTFOLIO

67%
QUITE

Please rank the following from the
most to least significant barrier to
reaching your long-term objective

INSURANCE
MARKET CAPACITY
DATA ISSUES

LACK OF AVAILABLE
INTERNAL
RESOURCE
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Playing a
long game
How should trustees choose a final direction of travel for their scheme?
Sara Benwell looks at some of the elements they need to consider

B

roadly speaking, there are four end
points for a defined benefit pension
scheme: a buyout with an insurance
provider; self-sufficiency; continued
reliance on the employer; and a Pension Protection Fund bailout.
Aside from the last option, which trustees
and employers alike will be keen to avoid, all
the other variants have different pros and cons,
depending on the individual characteristics of
a pension scheme.
Francis Fernandes, actuary and senior advisor to Lincoln Pensions, says: “As soon as a DB
pension scheme is closed to future accrual, the
endgame ball well and truly starts to roll. Some
employers haven’t even realised the ball is in
their court – for those, the first thing to do is
agree the endgame objective.”
So how do trustees decide what’s right for
their individual scheme?

1) Understanding the options

Before a trustee board can choose between the
various options, it needs to understand what
the implications of each might be.
A full buyout with an insurer can be attractive to employers, as it frees them entirely from
all the risks and liabilities of a scheme. It can,
however, be costly.
As Fernandes explains: “Clearly, the ability
to remove the DB scheme from an employer’s
future financial statements is attractive, but
the short-term cost of doing so is probably the
most expensive option.”
Self-sufficiency allows a scheme to handle
all of its pension payments without recourse to
the employer. Of course, if the investment
landscape changes drastically the sponsor may
have to step in.
Of course, aiming for self sufficiency doesn’t
guarantee that a buyout will not eventually be
on the cards. Karl Lidgley, pension operations
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manager at the Kingfisher Pension Scheme,
says: “Our target isn’t necessarily to buy out.
It’s to get fully funded so that we can make a
choice. That is an evolving beast in some
respects. The market has developed rapidly
and the price of buy-ins and buyouts are quite
attractive at the moment, but who’s to say that
will be the case in 10 to 15 years’ time?”
Continued reliance on a sponsor is an option
that is likely to be considered by pension
schemes that are still open to new members, as
a full-scale buyout would be challenging while
members are still active. The greatest risk with
this approach is that the employer covenant
may weaken over time.
Fernandes says: “Pension schemes have had
a nasty habit of outgrowing their sponsors and,
if the endgame objective includes some future
recourse to the employer, trustees will want to
make sure the sponsor’s finances remain good
for the money.”

2) Getting to grips with the
sponsor

Once a trustee board has fully understood the
options available, it must have a frank discussion with the sponsoring employer.
Lidgley says: “We’ve had those open and
honest conversations with the company and
we’ve brought the company along with us.”
Most important is understanding what a
sponsor is prepared to pay for, and how much
risk it wants the scheme to run. For instance,
Ian Cormican, a partner at Sackers, asks: “Is
the sponsoring employer willing to agree a
recovery plan that targets buy-out? Does it support de-risking or does it believe that investment growth/return needs to be a key
contributor to making good any funding
deficit?”
After all, there is no point in paying for
market quotations if the sponsoring employer
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is unlikely to stump up the cash to pay for a
buyout. Tiziana Perrella, head of buyout at JLT
Employee Benefits, points out that many sponsors may be willing to pay more if risk is taken
off the table.
She says: “Sometimes you get sponsors that
are reluctant to put in more money than the
minimum. But actually, that’s just for ongoing
funding. They’re happy to put more aside for
full de-risking. From a trustee perspective, that
could be a way to try and
squeeze more money from
your sponsor.”
And it’s not just what
the employer is prepared
to do. A trustee board may
change its perspective on
the right course of action
depending on what a covenant assessment reveals.
Cormican comments:
“Schemes with a strong
sponsor may be comfortable that, in the absence of any insolvency risk,
the right objective is self-sufficiency. Those
worried that their sponsor may not last the
course will seek the relative security of an
insurance policy.”

strategy. For most schemes, this will involve
some sort of de-risking, even if the eventual
aim is to reach self-sufficiency or even if they
intend to continue to rely on a sponsor. This is
because all schemes will need to take care of
longevity, interest rate and inflation risks.
Cormican says: “There are a wide range of
measures that can be taken that don’t necessarily mean giving up on growth assets. Rather,
they may involve hedging inflation, interest
rate or even longevity risk, or structuring a
portfolio to minimise downside.
“These are areas that schemes can address
even when not fully funded. Similarly, a
scheme may decide to purchase a buy-in policy
for a portion of the scheme’s liabilities – eliminating investment, inflation and longevity risk
for liabilities covered by the policy.”
Perrella also favours a staged approach. She
says: “Successive buy-ins are better than waiting until you are fully funded to de-risk because
it means that you can take advantage of opportunities in the market but also relieve trustees
from having that responsibility of having to get
the best price.”
This was the approach taken by the Vesuvius (formally Cookson)
pension scheme. Bryan
Elliston, trustee director
and former group financial
controller for Cookson
Group plc, says: “Any
scheme wishing to undertake a de-risking strategy
should understand the factors needed to make particular initiatives feasible.
“Advanced preparation
to get the necessary, correct scheme data in the right format is essential, as is an efficient governance structure to
facilitate prompt decision-making, as these will
enable the scheme to be opportunistic when
the time is right for a particular initiative to be
undertaken.
“Having identified the de-risking goal, any
action which takes the scheme in the right
direction is worth considering. As the Chinese
proverb says: ‘Every journey of a thousand
miles starts with a single step’.”
But whatever underlying strategy a scheme
chooses, the endgame needs to be fixed first.
Lidgley says: “The first thing trustees need
to do is agree the funding objective with the
company. It then makes it a lot easier to take
the steps along the way to achieve that goal.
You tend to find that the company supports
what you’re doing because you’ve that long-

“Advanced
preparation... will
enable the scheme
to be opportunistic
when the time is
right”

3) Firm but flexible

Generally speaking, schemes should try to stick
to the long-term objective they have decided
on. However, there are circumstances where
trustees may need to rethink. Cormican says:
“The strategy may have to be recalibrated if,
for example, there are market shocks, a change
in the funding position of the scheme or a
weakening of the employer.”

Starting on the journey

Once a choice of objective has been made, the
scheme can start to develop an underlying
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CLIMBING THE MIDSIZED MOUNTAIN
When it comes to choosing a cost effective de-risking strategy, mid-sized schemes often have to
overcome challenges to achieve their objectives, as Peter Askins explains to Jenna Gadhavi

What’s your experience of mid-sized schemes
implementing de-risking strategies?
Most of these schemes are closed to future
accrual, so are somewhere on the path towards
buyout or winding the scheme up. That tends to
be the driver for de-risking, both in terms of
investment strategy – so looking to lock in any
gains from growth assets – but more commonly,
looking at reducing liabilities.

Peter Askins, director,
Independent Trustee
Services

“If you want to
reduce your
deficit, you
have to attack
liabilities in
whatever way is
appropriate”
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Just how realistic do you think buyouts are for
schemes?
It is only larger schemes that have the scope and
employer backing where they can see it’s sensible
to put additional funds in to enable them to
remove the risk that the scheme presents to the
business.
You can’t invest your way out of a deficit. You
want good returns that can contribute, and you
want sponsor commitment in terms of what they
are going to pay. But if you want to reduce your
deficit, you have to attack liabilities in whatever
way is appropriate.
Increasingly, sponsors are looking in the
direction of liability reduction. This is an attempt
to manage down the size of their schemes to a
position where they may be able to look towards
winding the scheme up.
Most will look towards trivial commutation
and, given the new pensions freedoms, that
members will want to exercise their right to a
transfer. Failing that, there is an increasing recognition that enhancing transfers is less costly
than securing benefits with an insurer and therefore one way of reducing liabilities.
There are no easy options for these schemes
and sponsors face an everyday struggle to balance the needs of the scheme and the employer.
But generally, you look at what you can do
about the liabilities, then you look at the possible
de-risking, then you can map out what your
expectations are over self-sufficiency, or actually

getting to the tipping point where it becomes a
good business decision, even for smaller schemes.
Where do you see the market heading?
Given that there are thousands of small defined
benefit schemes still out there, mostly closed to
future accrual, at some point markets will wake
up to the fact that they are there. If you look at
any reports of any issues in the press, it’s all big
schemes – that’s where the money is, so that’s
where the interest is.
All our sponsors are looking for is help. Help
to get to a point where they don’t need to put any
more money in, and then help to get the risk off
their balance sheets. As professional trustees
though, protecting the beneficiaries’ interest is
paramount.
But for the most part, we are helping companies to stay afloat, so by managing their liabilities
and commitments in a way that doesn’t impede
company growth, hopefully over time we can
lead them to a conclusion.
Ultimately, five out of six DB schemes are
closed to future accrual, so there are only really
two end results. Either the scheme winds up with
an insurer, or it winds up in the Pension Protection Fund.
From a beneficiaries’ interest point of view, I’d
much rather it went to an insurer, because that
at least means the members are guaranteed
default benefits and they’ve the full protections
that back up insurance company funding. If the
company rolls over they go into the PPF and
members suffer a loss.
“ I do all I can to help employers get to a point
where the scheme can move into an insured
arrangement, because that ensures the beneficiaries interest is protected.”

MID-SIZED DE-RISKING: LONG-TERM OBJECTIVES
EXPERT VIEW

BEGIN WITH THE
END IN MIND

John Towner, head of origination for Legal & General’s Pension
Risk Transfer business discusses how pension schemes can
meet their long term objectives sooner than they anticipate

W

e are often asked what the single most
important factor was behind a pension
scheme successfully putting in place
de-risking arrangement and the
answer is almost always preparation. For us,
preparation means that the trustees and sponsoring company are able to answer three questions.
1) How do you get the best arrangement?
For many schemes, getting the best arrangement
means securing terms that are consistent with
scheme objectives and transacting at a price that
makes sense within the context of the journey
plan.
The first step is ensuring that member data is
up-to-date including marital status and postcodes,
and experience data for larger schemes. The more
complete and accurate your data, the better the
insurer will understand your scheme and this will
come through in the pricing offered.
Increasingly trustees and sponsoring companies are looking to run insurance de-risking projects in conjunction with liability management
exercises, such as pensions increase exchanges
or transfer values. These exercises can help the
trustees and the sponsoring company achieve
their objectives, while giving members the freedom and choice to shape their pensions in a way
that best suits their needs.
Market conditions, such as the level of interest
rates and credit spreads, can impact the price of
the insurance quote so we encourage trustees and
sponsoring companies to build monitoring into
their schemes’ journey plans to enable them to
execute when market conditions are favourable.
2) How do you pay for it?
Paying for your buy-in or buyout involves understanding what cash and assets are available. For
longevity insurance, which typically does not
require an upfront payment, a trustee board will
often consider the scheme’s collateral and cash
flow availability.

The cost of your arrangement may be able to
be reduced if the scheme pays for the insurance
with assets that the insurance company will use
in its investment strategy, rather than cash, as
there will be less transition costs. Insurance companies tend to invest in credit and increasingly in
other innvestments, such as infrastructure, so a
self-sufficiency investment strategy with a focus
on these kinds of investments could mean less
volatility in the shortfall to buyout and lower transaction costs. A robust asset transition plan can
help provide a higher degree of pricing certainty.
3) How do you make it happen?
Making it happen is all about establishing the right
governance to manage the process. All stakeholders will want to understand and articulate at the
outset what each would like to achieve. For example, do the trustees want a more certain investment strategy that will deliver the cash flows to
meet pensioner payroll? Does the sponsor want to
reduce balance sheet volatility and remove uncertain future cash requirements? Is the sponsor
willing to make additional cash available to support the arrangement? Defining and agreeing
objectives will help align interests and increase
the probability of reaching a successful outcome.

WHY DOES THIS MATTER?

As the survey indicates, the endgame for most
mid-sized schemes will be either a buyout with an
insurance company or self-sufficiency, perhaps
incorporating elements of insurance, such as buyins and longevity protection.
Over 80% of the schemes surveyed said that
they do not expect to reach their primary objective
for at least five years. Our experience has been
that those schemes that begin with their end in
mind and work backwards through preparation are
often able to reach their endgame objective sooner
than they initially anticipated.
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STEP BY STEP ALONG
THE DE-RISKING PATH
Bryan Elliston, a trustee director for the Vesuvius pension plan, explains why the scheme embarked on a de-risking
journey, and the factors it took into consideration when choosing its strategy

The Vesuvius pension plan (formerly known as
the Cookson Group pension plan) began its
de-risking journey in 2004 which, over the
ensuing 10 years, took the plan from 6,800
members and a deficit of £100m to one of
5,600 members and a small surplus.
Cookson Group plc entered the 21st century
with an adequately funded defined benefit
plan. Following a change in UK accounting
rules in 2004, the sponsor needed to recognise
its DB net liabilities on its corporate balance
sheet. This led management to embark, in
close cooperation with the plan trustee, on a
course of de-risking, with the aim of removing
such net liability from the balance sheet.
From the plan trustee viewpoint, while it
had been content to rely on the sponsor’s covenant, it was also content to engage in derisking activities provided that member
benefits were safeguarded; it saw an ultimate
goal of buyout as an acceptable way of fully
securing those benefits.
For most, this type of long-term buyout goal
is likely best achieved through a number of
short-term de-risking actions.
The de-risking steps along the way
The first step was the decision in 2004 to close
the plan to new entrants. Attention was then
turned to legacy risks – investment, inflation,
interest rate, administration, longevity, regulatory. Each was considered for possible derisking opportunities.
The next major de-risking action taken was
the introduction of an LDI approach to the
plan’s investment strategy in 2006. Good
timing, as it turned out. Through a combination of interest rate and inflation rate swaps,
the plan’s exposure to these risks was all but
eliminated, and the introduction of a ‘cap and
collar’ arrangement traded some potential
upside growth in the plan’s equity investments
for protection on the downside.
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Significant time and effort over the next two
or three years was spent to make sure that the
member data was accurate, so as not to provide
an obstacle to any undertaking of large-scale
member transfers.
In 2010, the government changed the basis
of benefit revaluation from the Retail Prices
Index to the Consumer Prices Index. While this
change resulted in a sizeable improvement in
the plan’s funding position, the sponsor and
trustee saw the opportunity of sharing this
with the members by offering an enhanced
transfer value based on RPI rather than CPI.
The offer resulted in an improvement of some
£30m in the solvency position of the plan.
By 2012, the actions taken had resulted in
a significant de-risking of the liabilities related
to the plan’s deferred members. This meant
that buy-in was now a feasible solution.
A policy was negotiated by the trustee to
buy in 3,300 pensioners. This one transaction
removed risks attached to some 60% of the
plan’s total liabilities, while leaving the funding position of the plan marginally improved.
A few months later, a second policy was
arranged to buy in new pensioner members
retiring during the next three years.
There was a significant change for the plan
sponsor in 2012, with a demerger of the business into two companies. The legacy DB plan
was to stay in one of them, Vesuvius, leaving
the other, Alent, free from pension liabilities.
Months of negotiation followed to agree the
level of compensation due to the plan in order
to account for the reduction in the strength of
the sponsor’s covenant, but years of successful
de-risking meant that the compensation was
low enough to be affordable by the sponsor.
The end goal
The ultimate aim remains a full buyout. At the
present time this is too big a final step to make,
so further smaller steps will be necessary.

03
INNOVATIONs
FOR DE-RISKING
outside the box
Insurance
experts are
finding different
ways to help
schemes de-risk

case study
How a fiduciary
management
approach helped
the MNOPF to
de-risk

Expert view
Key innovations
can help
accelerate
your de-risking
journey
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INNOVATIONS
FOR DE-RISKING
There have been many changes in the market over the past year; the recently introduced
Solvency II regulations have also acted as a driving force, leading to innovation in the
marketplace. Some innovations were already in existence but are growing; others are relatively
new. Regardless, the key aim has been to insure the main risks when a scheme is not fully funded
Would you
consider any
of the following
insurance solutions
as part of your
de-risking
strategy?

40%

23%
All risk
buyout
(run-off
insurance)

None of these

23%
Buy-in
with
deferral of
premium
payment

37%
Medically
underwritten
buy-in / buyout

3-5 years

0-3 years

7%

20%
Infographics: Jen van Schoor

10 years+

40%

If you
think you will
implement a buy-in,
what is your time
horizon for doing
so?

20%
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If you
21%
think you will
implement a buyout,
what is your time
horizon for doing
so?

3-5 years

20%
5-10 years

10 years+

72%

5-10 years
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de-risking
departs from
the norm
As the pensions sector adapts to changes, from the implementation of Solvency II to increases in longevity
expectations, insurance experts are coming up with increasingly innovative de-risking solutions. Jenna
Gadhavi reports

T

he recent introduction of Solvency II
has acted as a driving force in changing
the de-risking landscape. This is
leading to innovation in the marketplace, particularly with mid-sized
schemes. Some of these innovations were
already in existence but are likely to grow,
whereas others are relatively new.
When asked the time horizon for implementing a buy-in, 40% of our survey respondents said 10 years or more. For implementing
a buyout the figure was even higher, with 72%
giving a figure of 10 years plus.
But many in the industry believe that there
is a case for beginning the de-risking journey
much earlier. De-risking doesn’t have to be an
‘all or nothing’ approach. There are many
options that schemes and trustees can consider now, to lead them down the derisking route.

RISK REDUCTION

James Mullins, head of risk
transfer solutions at Hymans
Robertson, believes that
there are a range of measures available to mid-sized
schemes that can materially
reduce risk for members. He
says: “Transferring risk is
more accessible than ever.
It’s no longer the preserve of
larger schemes.
“Longevity swaps are
becoming more accessible through packaged
solutions and buy-ins are

a great way to remove tranches of risk.”

CHOICES, CHOICES

Ken Hardman, a partner at Lane Clark & Peacock LLP, believes schemes should act sooner
rather than later. He says: “We actively encourage pension schemes to begin de-risking before
they reach 100% funding.”
He highlights some options available to
schemes that at first glance believe they can’t
afford full buy-ins or buyouts:
• a ‘top-slice’ buy-in: targeting your highest
liability members. This can remove significant
longevity risk for a cost-effective price, leaving
the scheme with residual liabilities that are
easier to insure through subsequent
de-risking
• phased de-risking: this uses a series of
buy-ins to increase the proportion of
insured liabilities over time
• longevity swaps: insurers may
actually welcome pension
schemes that have existing,
well-designed swap contracts, as the Solvency II
insurance regime encourages
insurers to reinsure the longevity risk within their
buy-in/out business

“Transferring
risk is more
accessible than
ever. It’s no
longer the
preserve of
larger schemes”

IF THE PRICE IS RIGHT

Hardman believes that a
phased approach can allow
trustees to access better pricing than a single large
transaction and increases
certainty on the timing
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of reaching full buy-out or self-sufficiency.
He explains: “A phased de-risking
approach enables schemes to take advantage
of market pricing opportunities, ensures the
scheme becomes a sophisticated and experienced buyer of insurance products and
removes longevity risk in parallel with other
risks to take advantage of diversification
benefits.”

So buy-ins and buyouts are not the only derisking options, and innovative ideas with clear
benefits are appearing every day.
Hymans Robertson’s Mullins sums up:
“Schemes of all sizes are increasingly regarding
insurance products as another asset class to
consider in their investment portfolio and one
that’s great at providing risk protection and
much-needed income.”

KEY INNOVATIONS IN 2016
Phill Beach, head of core business for Legal & General’s pension risk transfer team,
highlights five key de-risking trends he anticipates coming to the fore in 2016

New ways of slicing risk

Many pension schemes are looking to chop up their
risk in new and interesting ways and we are likely to
see a lot more of this in 2016.
Historically schemes have considered just
pensioner buy-ins, or top-slicing the risk and
insuring away the largest portion. This can
take many of the biggest risks off the table, and
is significantly less expensive than a full buy-in
or buyout.
Another increasingly popular approach is likely to
be schemes insuring away the tail of the liabilities.
This is when a scheme insures all the liabilities
after a certain time, for example five or ten years.
This means that the premium can be significantly
reduced and schemes can remove a substantial
proportion of their risk – the longevity and longerterm asset risks – but it allows trustees to keep
hold of some of the scheme’s assets for short- term
payroll purposes.
This is a particularly useful tool for those
schemes that are not well-funded and cannot
afford an all-or-nothing solution, such as a buyout.
It is also a perfect fit when there is a sponsor
commitment to make short-term payments that
could support the scheme’s payroll until the
insurance coverage takes over.

Small scheme longevity risk
transactions

Transactions to insure small scheme longevity risks
have been thin on the ground in 2015 but there are
likely to be many more during this year.
Part of the reason they have been less common
is a lack of education and understanding of these
kinds of arrangements among smaller schemes.
However, as more and more of the larger schemes
are heading down this route, it will promote
awareness and more small schemes are likely
to adopt this approach. In addition, as schemes’
understanding of their risks improves, trustees will
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better understand just how big the impact of that
longevity risk could be.

Deferred premium

There has been an increased interest in deferred
premium solutions over the past year. This is
where a scheme can complete a buy-in but pay a
percentage of the whole premium on day one, and
the rest over a number of years.
However, as this method involves credit risk
for the insurers, it will be more challenging to
implement in the wake of Solvency II. Despite this,
there is still demand for strategies that enable
schemes and their sponsoring companies to take
risk off the table without paying for everything up
front as they would in a traditional buy-in or buyout.

System development

Monitoring the market is fundamental to securing
opportunities at the right time and value. Because
of this, providers will be looking to develop their
systems to enhance functionality.
Across the industry, I expect much improved
capability to monitor pricing on a more regular
basis. The idea is to achieve daily re-pricing for
schemes that are looking to monitor their position
in the market and strike at the best time.

Behind the scenes

There is a lot of innovation going on in the
background that schemes are less likely to
be aware of, which come through in terms of
improved pricing.
For example, the insurance market is making
changes both in terms of asset sourcing and
reinsurance management.
Some trustees may have concerns about whether
Solvency II will affect pricing in 2016 but there are
certainly a lot of strategies being developed to
try to mitigate price increases, which should keep
buyouts achievable.
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CASE STUDY

MERCHANT NAV Y OFFICERS’ PENSION FUND
HOW CAREFUL FIDUCIARY MANAGEMENT
HELPED THE MNOPF TO HIT ITS AMBITIOUS
DE-RISKING GOALS
Seafarers can rest easy. The Merchant Navy Officers’
Pensions Fund’s funding level increased from 69%
in March 2012 to 79% in March 2015. Even better,
the MNOPF has a clear journey plan to reach 103%
funding by 2025.
“We attribute that to the development of a
fiduciary management model and a dedicated
chief investment officer,” says Andrew Waring, the
scheme’s chief executive.
Waring is something of a de-risking guru. Under
his leadership, the MNOPF undertook a series of
insurance transactions to remove risk for the ‘old’
section of the scheme, concluding with a £1.3bn buyout in July 2014.
His attention has now turned to de-risking the
‘new’ section of the scheme. The MNOPF has an
unusual structure, but despite that and its size, there
are some universal principles that trustees of smaller
schemes can take away from Waring’s experience.
Waring is convinced that the secret to effective
de-risking is a holistic approach to managing
liabilities and assets – and that appointing a
fiduciary manager is a great way to hone in on
that objective.
“Typically funds that have been down
the fiduciary route have much
higher rates of interest rate and
inflation hedging, maybe even
longevity hedging”, he says.
A question Waring is often
asked by trustees is when his
scheme plans to remove its

interest rate hedging, given the uncertainty over the
timing of an interest rate move.
“It’s a really big question for schemes… but if we
take all the hedges off we are just creating another
bet on interest rates going up faster than the market
thinks. We don’t think we should be gambling pension
fund money on an interest rate move,” he concludes.
Trustees grappling with such issues may
benefit from the input of a fiduciary manager, who
can educate trustee boards about the relatively
complicated instruments that can help a scheme to
hedge their liabilities, says Waring.
Appointing a fiduciary manager helps schemes to
focus on the big picture and the scheme’s objectives,
rather than being diverted by valuable but timeconsuming exercises such as appointing investment
managers. It can be easier to conceptualise
investment manager appointments, and more within
trustees’ comfort zones, but actually they should
be much more focused on whether their investment
strategy is effectively hedging liabilities.
“Smaller funds would be better off spending
their time on strategic issues,” says Waring. “It’s a
philosophical shift in mindset, but it’s about helping
people focus on the most important thing.”
There’s good news for small to mid-sized
schemes who had previously dismissed fiduciary
management as too expensive. He says:
“Fiduciary managers are starting to look at
smaller funds than they might
have before: mandates of less
than a billion, even funds with a
few hundred million.”
So getting to that de-risking
endgame might be closer than you
think.

KEY FACTS
Assets under
management: £2.9bn
Members: 26.5k
Closed to new
entrants: 1996
Closed to future
accrual: 2016
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ACCELERATE YOUR
DE-RISKING JOURNEY
Amrit Mclean, propositions director for Legal & General’s Pension Risk
Transfer business outlines some of the key innovations helping pension
schemes to accelerate their de-risking plans

I

n the past few years, we have noted a shift away
from the traditional pattern of schemes waiting
until they are nearly 100% funded before
approaching the insurance market. Instead of
waiting, they are choosing to take action now.
The survey shows that 72% of schemes thinking
of implementing a buyout anticipate it will take ten
years or more to achieve. Increasingly, schemes
are looking for alternative solutions. The market is
beginning to realise that scheme liabilities can be
broken down and tackled piece by piece or the
whole scheme can be secured now using alternative funding.
As many schemes will know, funding can be
volatile. Locking into pricing for all or some of your
scheme could be very attractive and more achievable than you may think. We set out just a few of
the innovations that are helping schemes to accelerate their de-risking plans.

FORWARD START BUY-IN

A forward start arrangement involves entering into
a standard buy-in with the start date delayed to
reflect the level of funding available. Until the start
date is reached, the company simply pays the
pensioner payroll. Following the start date, the
scheme can move to buyout. At Legal & General we
have also included the option to start paying
deferred members as and when they retire (even if
this is before the buy-in policy), as well as the ability
for the trustees to pay across additional funds to
bring forward the start date by a few years.

PARTIAL BUY-IN

Another option is a partial buy-in, which often
entails placing the pensioner population with an
insurer and waiting until funding has improved to
secure the deferred members. At Legal & General
we also offer schemes the flexibility to add additional tranches of members in the future. This
“umbrella” type agreement means that future
contracting and negotiations can be avoided,
reducing cost and speeding up the process.
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The ICI Pension Fund has utilised this approach
very successfully. Following a record breaking
£3bn buy-in with Legal & General in March 2014
the fund completed five further transactions using
an “umbrella” contract with ourselves and
Prudential.

ALTERNATIVE FUNDING

Sponsoring companies and trustees could also
consider securing a buy-in for the whole scheme,
even if it is not fully funded. We have introduced a
new solution called Accelerated Buy-In (ABI). ABI
works by providing a loan to the sponsor to purchase its own buy-in policy representing the
scheme deficit. At the same time, the trustees use
scheme assets to purchase a partial buy-in with
available scheme funds. Once the sponsor has
repaid the loan, the sponsor buy-in is automatically
assigned to the trustees. The trustees can then
choose when to move to buyout.

PRICE MONITORING AND BUYOUT
AWARE INVESTMENT PORTFOLIOS

Legal & General Investment Management offer a
series of “buyout aware” funds that aim to reduce
buyout price volatility and close the funding shortfall. When a target shortfall is reached, the buyout
price can be locked to the value of the buyout
aware funds whilst documentation is completed, at
which point the funds are transferred to Legal &
General in consideration for the buyout.

A PROACTIVE APPROACH CAN REAP
REWARDS

Ultimately, the key is to push for a solution that
produces the best outcome rather than waiting
until a fully funded position is achieved and hoping
this coincides with favourable insurer pricing. A proactive approach can help you set your own agenda
and break down risks into manageable chunks. For
schemes willing to engage early with their consultant’s buyout specialists and even directly with an
insurer, substantial savings could be made.

04
MEDICAL
UNDERWRITING
Growing
Market
How pensioners’
medical histories
can make all the
difference

A LANDMARK
TRANSACTION
Kingfisher
discuss their
£230m buy-in
arrangement

Expert view
The pros
and cons of
a medically
underwritten
approach
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taking the road to
healthy Profiling
Using pension scheme members' medical history to underwrite liabilities is a growing segment of the market. Jenna Gadhavi
looks at how and why this method of de-risking is becoming increasingly popular

M
Jargon buster
Top slicing: the
process whereby
pension schemes
target individuals
who have high
liabilities with
a medically
underwritten bulk
annuity in order to
remove longevity risk
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edically underwritten transactions
stole the show in 2015, with a
record-breaking £1bn of this type
of buy-in in the fourth quarter of
the year alone.
James Mullins, head of risk transfer solutions at Hymans Robertson explains: “The
market has really taken off… These deals represent over 12.5% of all bulk annuities purchased by pension schemes during 2015, i.e.
for every £8 spent on bulk annuities in 2015,
more than £1 was on medically underwritten
buy-ins. This is significant growth from around
5% in 2014.”
Despite this success, 44% of the schemes
surveyed said they do not plan to use medical
underwriting as part of their de-risking strategies. Of those, 27% plan not to do so because
they believe member take-up would be low,
and 10% have concerns about the price
increasing.
Of the schemes that were still undecided
(36%), some said that it was still too early for
them to consider medical underwriting as a
strategy, one respondent felt that their membership was too large to administer and, interestingly, one respondent questioned whether it
was the right approach to take ethically.

MONEY SAVING

Mullins believes that there are savings to be
had for schemes that adopt this approach. He
says: “These bulk annuity contracts are priced
incorporating specific health and lifestyle
information, which can lead to material savings when compared to a traditional buy-in
approach.”
Ken Hardman, partner at consultancy Lane
Clark & Peacock also believes that medical
underwriting is a powerful de-risking tool for
the right pension scheme.
He says: “In particular, schemes which have
unusual longevity characteristics, such as lots
of high earning pensioners or higher than average mortality experience, can access value for
medical and lifestyle conditions not reflected
in the pricing of a conventional buy-in. This can
have a significant difference in making the
economics of the transaction attractive to the
trustee.”

TOP SLICING

Seven per cent of our survey respondents agree
that a particularly effective use of medical
underwriting is to buy-in the benefits of pensioners with the highest individual liabilities
– ‘top slicing’.

CHAPTER FOUR: MEDICAL UNDERWRITING

MEDICAL
UNDERWRITING
The importance of DATA

Data collection is intrinsic to effective medical
underwriting. For a transaction to be a success,
a scheme needs clear, detailed data. Gething
says: “Quality reliable data enables insurers to
better evaluate the risks. This has gone on for
years in car and home insurance, and is overdue in pensions.”
But what about concerns that the initial
data collection will add a large cost to the process, therefore making it a futile money-saving
exercise overall?
Gething thinks this is a common misconception and say that the cost of collecting the data
is so small it makes sense to aim for slightly too
much data rather than too little.

Do you plan on using medical underwriting as part
of your de-risking strategy?

3% Yes…
…but only as part of
post sale where price
could go up or down

…but only as part of post
sale, with guarantees that
price won’t increase

Yes: for
members with
large
pensions 7%
(top slicing)

for all
7% Yes:
members

27%

THE FUTURE

The benefits of medical underwriting seem
obvious on face value. Nevertheless, only 20%
of the schemes we surveyed have decided to
adopt medical underwriting as part of their
de-risking strategy, so there is clearly still some
work to be done.
Both Hardman and Mullins agree that the
future of medical underwriting looks bright.
Hardman says: “We anticipate competition for
medically underwritten deals will remain
strong in 2016. Medically underwritten pensioner buy-ins should continue to account for
up to 10% of total buy-in and buyout
volumes.”
It’s plain to see that medical underwriting is
likely to become increasingly widespread in the
bulk annuity market for de-risking pension
schemes, taking its place alongside traditional
pricing approaches.
Gething sums up where mid-sized schemes
fit in to this: “While most agree medical underwriting is suitable for small schemes, the
debate where small and large meet is still open.
“In reality, each case should be looked at
on its own, with the proportion medically
underwritten assessed on a cost benefit for
each scheme.”

3% Yes…

No: member
take-up
would be
low

10%

No:
concerned
about price
increasing

No: concerns
over ability
7% to insure
remaining
benefits

36%
Undecided
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Andrew Gething, managing director at
medical underwriting specialists MorganAsh,
says: “Top slicing is a great way to reduce concentrations of longevity risk. It not only
removes this risk, but also reduces the longevity risk of the remaining scheme.”

MID-SIZED DE-RISKING: MEDICAL UNDERWRITING

“Our survey shows that with 20% of mid-sized
schemes planning on using a medically
underwritten approach and a further third still
undecided, it is likely to remain a signifiant
feature of the market in the coming years.”
Gavin Smith, business development director, Legal & General Pension Risk Transfer
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A scheme milestone
reached
The Kingfisher Pension Scheme’s record-breaking medically-underwritten buy-in with Legal & General in 2015 had
several innovative features. Sara Benwell spoke to members of the management team about this landmark transaction

I

n December 2015 the Kingfisher Pension
Scheme took part in the UK’s largest medically underwritten bulk annuity deal. The
£230m buy-in with Legal & General covered 149 members from Kingfisher’s £3bn
pension scheme.
One of the driving factors behind the deal
was that the scheme wanted to manage its
longevity risk. Karl Lidgley, pension operations manager, explains: “One of the biggest
issues we face as trustees is that we can control most of the risk factors, but longevity is a
moving feast. What this has allowed us to do
is chip away at the risk.”
New strategies such as
top slicing and gilt lock
solutions meant that the
trustees could find a more
creative way to take risk
off the table.
‘Top slicing’ refers to a
bulk annuity transaction
being carried out for a
small number of members
who represent a larger
proportion of the value of
the liabilities within a particular pension
scheme. For instance, if a scheme had a small
senior management team with large pensions
liabilities.
This approach, relatively new to the insurance market, meant the scheme could deal
with some of its bigger liabilities in a costeffective manner.
Matt Fuller, pensions investment manager,
says: “It allows you to access the market at
different pricing points as well. If you’re
aiming to transact all on one day, when you
get to the end of the journey you’re taking a
big position on what the price is going to be at
that stage.

“We have quite a concentrated number of
pensioners with a high value of liabilities,
which we were able to address through the
medically-underwritten approach.”
The scheme also managed to keep costs
down through an innovative ‘gilt lock’
approach. Under a gilt lock solution, insurance
pricing moves in line with a specified portfolio
of gilts over the contracting period. This gives
trustees more transparency and certainty
during the implementation process.
Now that the scheme has top-sliced some
of its larger individual liabilities, the next step
will be to deal with risk at
the other end of the scale.
Fuller explains: “We
have a long tail in terms of
quite a large number of
pensioners with smaller
value liabilities, and it’s
unlikely
a
medically
underwritten
annuity
exercise would be appropriate for that section of
members.”
For these pensioners,
the scheme is planning an equally innovative
approach.
Lidgley explains: “The next stage from a
de-risking perspective would be looking at
doing a trivial commutation exercise for small
pensions. We see that as a good way of managing the small liabilities in the scheme and
removing a chunk of membership liability.
“We’re very lucky in terms of the resources
we have within the scheme and the links
we have in the industry. That’s been very
helpful because we’ve been able to keep
aware of developments in the market place
and be thought leaders rather than
followers.”

“New strategies
meant that the
trustees could find
a more creative way
to take risk off the
table”
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HOLY GRAIL OR
POISONED CHALICE?
Gavin Smith, business development director for Legal & General’s
Pension Risk Transfer business weighs up the pros and cons of
medically underwritten bulk annuities

I

t proved to be a record-breaking year for medically
underwritten buy-ins and buyouts in
2015 with nearly £1.5bn of transactions completed. This included Legal & General’s £230m
buy-in with Kingfisher, the UK’s largest ever medically
underwritten bulk annuity arrangement. Our survey
shows that with 20% of mid-sized schemes planning
on using a medically underwritten approach and a
further third still undecided; it is likely to remain a
significant feature of the market in the coming years.
The basic premise of a medically underwritten
approach is that with greater information about
the health of the scheme members, insurers should
be able to price more effectively and remove some
prudence from their assumptions.
While this is true at an overall, multi-scheme level,
pricing is determined on a case by case basis and
therein lies the obvious trade-off. In some cases, a
scheme’s membership will be less healthy than the
average which will result in a lower price versus a
non-medically underwritten buy-in or buyout;
whereas in other cases, a scheme’s membership
may be healthier than the average and conversely
result in a higher price.
How then, do trustees decide if medical underwriting is the correct route to take and that the additional
time and expense associated with collecting medical
information from scheme members is justified?
Some of the questions that the trustees may wish to
consider are:
What type of members are they looking to insure?
Some schemes have exclusively looked to use underwriting for members with the largest pension pots.
This is based on a view that insurers are more prudent when pricing for these, potentially leading to a
greater chance of savings.
Is a transaction affordable on a standard basis?
This might shape the trustees’ views on whether they
are comfortable with the downside risks compared
to the upside potential of medically underwriting.
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Are members likely to engage?
A successful exercise depends on obtaining a good
response rate from members; trustees are likely to
have a good sense for how likely their members are
to give up their time to provide information to the
underwriters.
Pre-sale or post sale?
To date the vast majority of medically underwritten
transactions have been carried out on a pre-sale
basis. This means that the underwriting information
is collected prior to the transaction taking place and
shared with a number of insurers to allow them to
provide their quotations.
Some providers, including Legal & General, also
offer schemes the opportunity to secure their transaction on a conventional basis and then carry out
medical underwriting post sale. Under this approach
it is important that the scheme and insurer agree in
advance how the medical underwriting results will
feed through to the ultimate price paid so that there
is complete transparency.
A post sale approach can afford a scheme more
flexibility and so is more suited for schemes that are
looking to move quickly to take advantage of market
opportunities. It can also allow for a more competitive
pre-sale process as the scheme does not have to rule
out providers who do not offer underwriting at an
early stage.

THE COMPETITIVE LANDSCAPE

With the merger of Just Retirement and Partnership,
the two companies that bought medical underwriting
to the bulk annuity space, it will be fascinating to see
how the market develops.
Our view is that medical underwriting will continue to be an important tool that can help trustees with their de-risking, but the level of growth
in this area will ultimately depend on trustees
believing that embarking on such a project will
result in savings that justify the additional time
and expense.
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LONGEVITY RISK
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Developing
strategies
around meeting
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EXPERT VIEW
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insurance
market is
embracing midsized schemes
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sailing gently into
calmer waters
As people are increasingly living longer, pension schemes have to adopt strategies that take this liability into account.
Jack Jones explores how the market is developing for mid-sized schemes to meet this risk

L

ongevity risk is creeping up the agenda
for many schemes, and with good
reason. Average lifespans are extending by 2.5 years a decade, and despite
higher than average mortality rates in
recent years, there is no sign yet that this rate
is slowing.
This risk comes in three varieties: trend
risk, process risk, and level risk.
The first is the danger that actuaries underestimate future increases in longevity in general. This is something that has happened
frequently in the past as predictions that longevity improvements would plateau were not
borne out.
Process risk is the danger that a
scheme’s experience will differ
from its best estimate because of
the random nature of mortality
experience.
This risk increases as schemes
get smaller and liabilities
become more concentrated.
Level risk is simply the chance
that the mortality assumptions
used by a scheme are unsuitable
for their membership. Again, this

“Longevity risk sits
in the middle,
below investment
and interest rate
risk, but above
inflation and
regulatory risk”
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is a greater danger for smaller schemes that
lack the experience data to check their
assumptions.
Given these risks, and the fact that longevity has been a one-way bet for decades – it is
perhaps surprising that it does not feature at
the top of the concerns for schemes in our
survey. Longevity risk sits in the middle,
below investment and interest rate risk, but
above inflation and regulatory risk.
This is understandable, however, when the
immediate nature of the top two risks is considered: a surprise cut in interest rates or a
market crash will hit scheme funding levels
immediately, whereas the impact of rising
longevity tends to chip away gradually.

Changes in emphasis

Priorities are also likely to change. Our
research found that two-thirds of schemes
intended to implement liability-driven investment (LDI) strategies and LDI and gilts were
the investment areas respondents expected to
see most growth.
This shift will mean schemes are increasingly well-hedged against investment and
interest rate risk. As they mature and de-risk
their investments in this way, many schemes
will find that longevity actually works its way
up to the top of their risk register.
So it is not surprising that almost a quarter
of survey respondents (23%) intend to hedge
longevity risk at some point.
But the pace of this will vary from scheme
to scheme. A quarter wanted to tackle the
issue in the next three years, a quarter in three
to five years, a quarter in five to ten years, and
a quarter said it would be a decade or more
before they transacted.
Many of the schemes that have hedged
longevity risk have been at the larger end of
the scale, but there is a growing range of
options for small and mid-sized schemes.

chapter FIVE: LONGEVITY

LONGEVITY
RISK
Schemes’ options
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The first step is often to accurately assess the
longevity risk in your scheme.
Johnston Press went down this route, commissioning MorganAsh to gather data on its
membership in the belief that the longevity
expectations for its hard-bitten journalists
were excessive. The accounting deficit of this
550-member scheme halved from £100m to
£50m as a result.
For schemes that want to take the next step
and actually insure their longevity risk there
are several options.
Named-life longevity swaps provide a complete hedge – if members live longer than
expected the insurer pays out the difference.
The bespoke nature of the deals means
they are often too pricey and complicated to
administer for mid-sized schemes, although
the £400m Bentley scheme has completed a
longevity swap along these lines.
Many smaller and medium-sized schemes
will be watching the development of the
index-based longevity swap market with
interest.
Although it is yet to take off, this model
could offer some schemes the chance to hedge
using complex derivatives against movements
in longevity assumptions for broad sections of
society.
A model developed by the Institute and
Faculty of Actuaries and Life and Longevity
Markets Association allows schemes of all
sizes to assess their membership and construct a hedge against future changes.
Hymans Robertson partner Andrew Gaches
believes this model will “democratise” the
swap market. “Index-based solutions provide
a simple and effective answer to this problem,” he says.
“Our hope is that this work will enable
many more schemes and insurers to better
understand their risks and more effectively
hedge against them, enabling the uptake of
index-based longevity swaps and turning
them mainstream.”
So as longevity rises up the risk register of
many schemes, the range of tools in the
market attempting to measure and manage it
is also increasing.
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OPENING THE DOOR TO
MID-SIZED SCHEMES
Julian Hobday, business development director for Legal & General’s
Pension Risk Transfer business explains that the longevity insurance
market, once the exclusive preserve of large schemes, is opening up

T

here have been unprecedented improvements in life expectancies in recent decades.
Whilst this is fantastic news at an individual
level, it creates difficult challenges for those
managing the finances of our DB pension schemes.
Even a one-year increase in life expectancy can
increase the cost of providing pensions by up to 5%
under current market conditions, so it is not surprising that many schemes have either taken steps
to buy protection against future increases in life
expectancy or are actively considering it.

to consider offering cover for mid-sized schemes,
making longevity insurance on a named-life basis
more readily available. This increases the effectiveness of the cover compared to some of the previous small scheme solutions which were
index-based with payment being linked to the
general population experience.
By simplifying the arrangements, the implementation process is reduced to a few months and
the ongoing running costs are also significantly
reduced.

MARKET EXPERIENCE

WHAT SCHEMES SHOULD CONSIDER

Since the first transaction completed by the Babcock pension schemes in 2009, more than twenty
pension schemes have completed longevity insurance transactions. The vast majority of these
arrangements covered over £500 million of liabilities with the largest being that executed by the BT
Pension Scheme covering £16 billion of liability.
One of the curiosities of the longevity insurance
market is that it has been dominated by larger
schemes. One of the main reasons for this is that
implementation can be a complex and protracted
process, making it challenging for all but the larger
schemes to justify the time and expense. It is,
however, the smaller and mid-sized schemes that
face the greatest risk from increasing longevity. For
example, a scheme with 10,000 pensioners would
need a large number of them to live longer than
expected to make a difference, whilst just a handful living longer in a scheme of 500 pensioners
would have a much more significant impact.

A NEW BEGINNING?

As insurers and advisers have become more experienced and processes more streamlined, longevity
insurance is becoming more accessible for midsized schemes. Much of the complexity associated
with the larger scheme deals can actually be
removed if it is possible to remove the requirement
for collateral and there is a move towards standardised contractual terms.
Furthermore, reinsurers are increasingly willing
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In many cases, the endgame will be a buy-in or
buyout although this may be some years away. It
is essential that the longevity insurance can be
passed to the buy-in or buyout provider without the
pension scheme facing costly unwind penalties.
This should be factored into the contractual stage
of implementing the longevity insurance.
To date, the longevity insurance market has
been viewed as something of a closed shop, however several factors are helping to open the door for
mid-sized schemes. The significant experience
built up by insurers and advisers, increased appetite from reinsurers, and the drive towards a more
standardised approach all now mean that there is
a real opportunity to access longevity insurance
more efficiently and cost effectively.
WHY ARE WE LIVING LONGER?

Life expectancy at age 65 in
England and Wales has risen
sharply by about six years since
1970, in contrast to around just one
year between 1841 and 1970. Some
70% of the post-1970 rise is linked to
an unprecedented drop in mortality
rates related to circulatory diseases.
This has been driven by healthier
lifestyles, improved living conditions
and medical advancement.
Changes in health policies,
lifestyles, socio-economic
conditions and medical

breakthroughs can affect trends.
In the shorter term, the UK has
to grapple with the funding of
health and social care. On the
other hand, we have advances in
cancer treatment, and promises
of anti-ageing drugs and futuristic
concepts of IT-enabled elderly care.
Pension schemes will need to
have a good understanding of
longevity drivers and their potential
impact.
Joseph Lu, Legal & General’s
director of longevity science
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INVESTMENTS
Ultimately, for all schemes, there will be a point where it is cheaper to buy out the scheme than
to continue to manage it on a self-sufficiency basis. We asked schemes about their long-term
de-risking plan, their asset strategy, what they expect to be the growth area of pension scheme
investment strategy, and the steps they are taking to reach the endgame
Which solutions
will form part of
your long-term
de-risking plan?

What do you
expect to be the
growth area of
pension scheme
investment
strategies in the
next 10 years?

34%
66%

26%

Buyout

Buy-in

14%

LDI

23%

5

Equities

4

Not looking
to de-risk
Longevity
Insurance

ILliquid investment
opportunities

If you
think you will
implement an LDI
strategy, what is
your time horizon
for doing so?
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A staged approach
begins to take off
Although many pensions schemes would like to de-risk their liabilities via a buyout, the most practical way to ultimately
achieve this is often by removing elements of risk in bite-sized chunks, as Jack Jones explains

F

or many mid-sized schemes, buyout and
wind-up is now the ultimate goal. In our
research, around a third of schemes
(34%) said this was their endgame. But
with aggregate funding levels on a
buyout basis at just 62% last year according to
the Pension Protection Fund, this is not on the
cards for most trustees.
Indeed, around a quarter of schemes said buyins or longevity insurance would form part of
their de-risking plan (26% and 23% respectively)
and two-thirds intend to incorporate liabilitydriven investment (LDI). This suggests many
schemes plan to take a staged approach to
de-risking.
“The majority of schemes would like to derisk, but are not fully funded,” explains Gemma
Millington, a senior consultant at Willis Towers
Watson. “There is a growing trend of schemes
looking to remove risk in bite-size chunks as and
when they can afford it, and market opportunities arise.”
The TI Group Pension Scheme has gone down
this route, securing approximately £800m of
benefits in four deals, while the Merchant Navy
Officers’ Pension Fund has successfully wound up
its old section after securing buy-ins with three
separate insurers.

“It is becoming a normal feature of the
market,” says Aon Hewitt principal consultant
Dominic Grimley. “There is an increasing number
of schemes out there that are on their second or
third transaction.”
For schemes targeting an eventual buyout, it
helps to take this into account at the start. This
could influence what benefits are insured, how
the earlier transactions are structured and which
insurers the scheme transacts with.

pricing is key

For many schemes, pricing will be the main
driver of which benefits are insured. Pensioners
offer much better value, and many schemes have
been able to insure benefits at technical provisions. This option is also straightforward from an
investment perspective: schemes are typically
swapping one set of low-risk assets – gilts – for
another: annuities.
Grimley says this trend will be exacerbated by
Solvency II regulations that came in at the start
of the year and require insurers to hold extra
capital when insuring members who have not yet
retired. “There are still quite a lot of insurers that
won’t write non-pensioners, so it’s cheaper and a
more competitive market to secure pensioners,”
he says.

“There is an increasing
number of schemes out
there that are on their
second or third
transaction”
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But over the past two years schemes have
explored the option of top slicing. This focuses
on removing concentrations of risk by insuring
the highest value benefits.
Millington explains: “When schemes can’t
afford to insure all their pensioners in one go,
they typically look at where they can get optimal
results with any given risk budget. Covering
high-liability members will often be the first step
on a journey to buyout.”

keeping the options open

The next issue is to make sure that the first
transaction is flexible enough to allow a future
wind-up. Many schemes choose to secure Retail
Price Index-lined benefits when their benefits
are linked to the Consumer Price Index, for
example.
This is because it is simpler for the insurer,
and buy-ins do not necessarily have to provide
a completely accurate hedge. But Millington
says it is crucial for schemes to make sure their
contract includes a provision to switch to CPIlinkage in future.
There is also the question of what kind of
buyout a scheme is targeting. If you are aiming
for a full-risk transfer, then you need to bear in
mind that not all bulk annuity providers offer
this. “When you are securing a buy-in contract

you need to think ‘all buy-in contracts are convertible to buyout but is this going to cover all
the risks I want it to?’” says Grimley.
Trustees should also think from the start
whether they are comfortable working with
multiple insurers. This is not uncommon
although it can make an ultimate wind-up a
little trickier, and indeed many trustees are
more comfortable diversifying their exposure.
So again, the key is not to limit your options
at the start. Negotiating a transaction that gives
the option of adding further groups of members
to the policy on the same terms, can save time
and money on subsequent transactions.
“You would look to incorporate that flexibility as an option but not an obligation, so there
is nothing to prevent the trustee or sponsor from
operating a competitive tender in future,” says
Millington.
“At any given point in time there is a balance
between the efficiency of going through a process with an insurer you have undertaken a
prior buy-in with, or going to market.”
So there are plenty of options out there for
schemes that want to take a staged approach to
de-risking, and the smaller end of the market is
getting increasingly competitive.
The key for trustees is to have a clear plan
from the beginning.

Will my LDI strategy help or hinder a buyout?
Our research found that liability-driven
investment strategies are increasingly common.
Two-thirds of schemes are set to include an
element of LDI in their de-risking plan with 47%
intent on implementing over the next three years.
So it’s no surprise that gilts and LDI are the
investment strategies respondents expect to to
be the big growth areas over the next decade.
LDI can be extremely helpful in managing
a scheme’s journey towards full de-risking: it
protects funding levels and helps schemes match
insurance pricing. But schemes must be careful
that they do not limit their insurance options.
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“In particular, schemes should consider
entrance and exit costs in the context of their
journey plan and the time frame within which
they are targeting buyout, as well as where
best to target the LDI,” says Willis Towers
Watson’s Gemma Millington. “For example, if an
opportunistic pensioner buy-in is possible, more
focus should be put on hedging the deferred risk.
“Finally, consideration should be given as to
how the LDI strategy is implemented, the level of
any collateral needed to back the LDI portfolio,
and how that could interact with the affordability of
potential future buy-ins along the way to buyout.”
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CASE STUDY

LEND LEASE
INTERNATIONAL CONSTRUCTION FIRM
LEND LEASE’S PENSIONS STORY IS ONE
THAT WILL RESONATE IN MANY CORPORATE
BOARDROOMS ACROSS THE UK
The company’s relatively young defined benefit
scheme was created in the early 1990s. The DB
scheme closed to new members in the early 2000s
and to existing members in 2011.
Its relative youth did not make it immune to
the decline in funding that so many schemes
experienced during the prolonged market downturn.
Two years ago, the trustees looked at the scheme’s
investments and decided the Value at Risk was too
high. At the time, the scheme had a fairly typical mix
of growth and matching assets.
“There was a decision taken that we needed
to review the risks involved in the scheme. From a
trustee point of view, we want to be as prudent as
we can in terms of the benefits that are being paid,”
explains Alan Gander, a member-nominated trustee
for Lend Lease.
The trustees kick-started their de-risking journey
by deciding to introduce liability-driven investment. It
took 18 months to educate the trustee board on LDI, a
relatively complex investment strategy, and appoint a
fund manager.
However, the time commitment was well worth
it. “It has probably been the best thing we’ve done to
date,” says Gander.
The scheme reduced its VaR percentage
from above 40% by 15%, simply by introducing LDI,
says Gander, explaining: “We went into the market at
a good time.”
Today, the scheme is 60% hedged against interest
rates and 40% against inflation. “We would like to

increase our inflation hedge but prices in the market
aren’t right. We have discussed it quite recently and
as part of LDI we introduced triggers, but we haven’t
hit any triggers yet,” says Gander.
Alongside LDI, the scheme decided to make an
investment in infrastructure. The trustees currently
have 2-3% of their portfolio invested in the asset
class, and have found it to be a great success. They
would like to increase their exposure, says Gander,
explaining that it is one of the few asset classes that
is uncorrelated with equities.
“The other key part of de-risking is looking at the
diversification factor. It’s not just looking at reducing
risk, it’s about making sure you are well diversified
with liquidity. There are a number of factors to look at
to make sure it is well balanced,” Gander concludes.
Next on the scheme’s agenda is further
diversifying their investments in the all-important
search for yield. They are considering opportunities
in multi-asset credit, multi-asset debt, and the private
rental sector, among others.
The endgame in the form of a de-risking
transaction or self-sufficiency may be some
way off for this scheme. However, protecting
members’ benefits via de-risking their investments
is the top priority.

KEY FACTS
DB assets under
management: £500m
Number of members:
2,000 (deferred &
pensioner)
Scheme closed to
new members: 2000
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CREDIT IN ENDGAME
PORTFOLIOS
Aaron Meder, head of investment at Legal & General Investment
Management, discusses the role of credit in endgame portfolios
targeting self-sufficiency or buyout

D

efined benefit pension schemes continue
to mature, with the number open to new
accrual decreasing each year. As a result,
there is a focus on the endgame, with 34%
of schemes aiming to transfer the assets and liabilities to a third party, usually an insurance company
(buyout), and a further 46% intending to run off the
assets and liabilities (self-sufficiency). Self-sufficiency may or may not involve elements of insurance, such as buy-ins or longevity insurance, but
regardless of approach, corporate bonds will play a
prominent role in self-sufficient portfolios.

A NEW MEASURE FOR SELFSUFFICIENCY – “CUE”

Success for a self-sufficient pension scheme can
be defined as having the assets outlast the liability
cash flows, whilst minimising the possibility of
‘trapped surpluses’.
This is a different concept to that used in the
traditional present value approach. Rather than
discounting liabilities to “time zero” and calculating
the funding level, it involves projecting many simulations of both liabilities and asset cash flows to the
time that the final pension is paid.
This gives a new measure of success: the
“chance of ultimate excess” or “CUE”, defined as
the likelihood that a scheme’s assets will outlast its
liabilities. This measure can be used to compare
various self-sufficient investment portfolios.

THE LONG-TERM INVESTOR
PREMIUM FOR CORPORATE BONDS

CUE is driven by the cash flows generated by the
assets held and the extent to which they can meet
the liabilities, rather than the change in market
value of those assets over time. In our simulations,
we find that corporate bonds in particular form a
significant proportion of CUE-efficient endgame
portfolios, having the benefit of producing cash
flows that match liability payments, whilst also
generating a return to reduce the initial investment
needed to be self-sufficient.
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All high quality bonds promise stable cash
flows, but corporate bonds command a higher
interest rate premium (the “credit spread”) compared to government bonds, as a result of three
main factors:
• Expected credit loss: an amount that might be
expected to be lost because some bonds will
default or need to be sold at a loss following a
downgrade.
• Credit volatility risk premium: compensation to
reflect uncertainty about the expected credit loss.
• Long-term investor premium: compensation to
reflect additional factors such as reduced liquidity
(corporate bonds are more difficult and costly to
trade than government bonds) and price volatility
of changes in the spread that affect the price of
corporate bonds but not the cash flows they
produce.
A short-term investor is at risk of loss if credit
spreads widen and the investor is forced to sell
their investment. Long-term investors that intend
to hold corporate bonds until their maturity should
be less concerned with liquidity or spread volatility
prior to maturity. As a result, they can ‘pocket’ the
long-term investor premium available.
Although corporate bonds are an attractive cornerstone of any self-sufficient strategy, they are
not the only asset class that should be used. Corporate bonds may not be available with a long
enough duration to match liability cash flows. In
this case, government bonds or LDI will be needed.
Where risks such as certain inflation-linkages in
the liabilities cannot be removed efficiently, it may
make sense to diversify them with other assets.

MONITORING IS IMPORTANT

It is important to recognise that credit spreads
change and returns are uncertain: the investment
strategy needs to be monitored and adjusted over
time. CUE shows that corporate bonds can be an
ideal asset for a self-sufficient investor focused on
generating cash flows to pay pensions as well as
capturing the long-term investor premium.

ON THIS DAY: 12.01.16

OIL PRICES DIP UNDER $30
Oil prices remain weak,
with concerns over Chinese
demand and excess global
production pushing the price
under $30 for the first time
since December 2003.
But oil prices affect more than
home energy or petrol costs.
Given the importance of oil to
the global economy, sharp price
changes can affect inflation and
interest rate expectations too.
Integrating in-house macro
research into our investment
process helps our clients, whether
adding inflation protection or
increasing exposure to currencies
that benefit from lower oil prices.
We believe solutions should
evolve over time, helping pension
schemes use their assets
as efficiently as possible. So
we partner with them to help
achieve their objective-driven
investment goals, adjusting
their positioning to benefit from
opportunities while guarding
against downside impacts.

When the world changes,
do you change with it?
By understanding what matters most to
you, we aim to deliver adaptable investment
solutions that meet your changing needs.
LGIM SOLUTIONS
Legal & General Investment Management
is one of Europe’s largest institutional
asset managers and a major global investor,
managing total assets of £757 billion* for
approximately 3,000 clients (as at 31.12.2015).
We provide products and services spanning
all asset classes, with expertise ranging
from index-tracking and active strategies
to liability-based risk management.
*LGIM internal data as at 31 December 2015. These figures include
assets managed by LGIMA, an SEC Registered Investment Advisor.
Data includes derivative positions and advisory assets.

For more information
please contact:
Mike Walsh
Head of Institutional
Distribution
+44 (0)20 3124 3114
mike.walsh@lgim.com
www.lgim.com
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