LGIM SOLUTIONS

LEGAL & GENERAL INVESTMENT MANAGEMENT

Buy-Out Aware.
For the Trustees of Defined Benefit Pension Schemes and their Investment
Consultants Only.

Preparing for the endgame: a fund range specifically designed for DB
pension schemes targeting buy-out, from the UK’s leading pension
solutions provider.

ABOUT LGIM
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Legal & General Investment Management
LGIM is the largest investment manager of UK defined benefit pension scheme assets (Pension Fund
Management survey 2014, FT research). We see asset management for pension schemes as a holistic process,
rather than a collection of unconnected investments. We focus on the broader picture and how we can help
pension schemes to meet their ultimate goal – ensuring that scheme members are paid their pensions.
Trustees’ investment strategies must provide the growth needed to improve the funding level, the matching
assets needed to lock-in gains and reduce risks and, in some cases, the ability to transfer the risk entirely by
entering into a buy-in or buy-out arrangement*. As part of the Legal & General Group PLC, LGIM is one of
the only investment managers in the UK to offer investment solutions at every stage of the journey, bringing
investment expertise and our experience in working with one of the UK’s largest insurance companies to help
achieve scheme goals.

Typical Defined Benefit (DB) pension scheme journey

Funding level

DB Pension Lifecycle
End
game

How we aim to help along the journey
•

Make better use of scheme assets:
Diversifying the growth allocation

•

Enjoy a smoother journey:
Better match assets and liabilities

•

Prepare for the endgame:
Reduce risk and save costs as
endgame approaches

Matching
Growth
Increasing focus on certainty of assets
matching liability cashflows

Time

Liability driven investment at LGIM
We were one of the first managers to offer Liability Driven Investment (LDI) strategies and in 2014 were
independently accredited as being the largest LDI manager in the UK, across both pooled and segregated
mandates, for the second year running (Source: KPMG LDI survey).
We work with some of the largest and most complex pension schemes in the market and use the experience
gained to design pooled LDI solutions that are both simple to access and flexible enough to help meet the
range of trustees’ investment objectives. We have created a number of building blocks that can be combined
to create a solution to help meet scheme objectives.
At LGIM we offer two distinct pooled options, LGIM Matching Core and LGIM Matching Plus, as part of our
wider matching solutions. LGIM Matching Core is designed for pension schemes seeking simple access to an
LDI solution in order to reduce funding level volatility caused by changes in interest rates and inflation. LGIM
Matching Plus offers a fully tailored LDI solution to clients in a pooled structure, providing a range of matching
options through both swap and gilt-based funds.
The LGIM Buy-Out Aware fund range builds on our LDI experience, together with our experience of managing
Legal & General’s annuity fund assets, to offer a simple-to-access pooled fund solution for defined benefit
pension schemes targeting buy-out. The range helps schemes prepare for buy-out and has the added benefit
that the buy-out aware funds can be transferred to Legal & General Retirement, Legal & General’s annuity
business in consideration for a buy-out with a default transaction cost of zero.
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*Unless specified otherwise, references in this brochure to buy-out apply to buy-in as well

THE ENDGAME

Defining your objective: Preparing for the endgame
Every defined benefit pension scheme eventually needs to think about its endgame, when it considers
how best to use its assets to provide member benefits.
The endgame is likely to take one of two forms:
•

Buy-out / buy-in: Pay an insurance company to take on scheme liabilities and pay benefits

•

Self-sufficiency: Continue to manage your assets to produce the required cashflows to pay benefits

Buy-out is ultimately less risky as the scheme transfers the liabilities in full to an insurer. It may
be more attractive to companies and trustees that would like to reduce the resources dedicated to
managing the pension scheme and that do not want to retain the scheme risk.

Preparing for buy-out: using a buy-out aware investment strategy
A buy-out aware investment strategy may be appropriate for any scheme ultimately considering a buyin of some of its liabilities (e.g. a subset of pensioners) or a full buy-out of the whole scheme.
Such an investment strategy aims to help transition from an investment strategy focused on growth,
matching assets and reducing the deficit, to one that reflects changes in buy-out pricing and aims to
reduce the cost of buy-out.
For example, a buy-out aware investment strategy may be relevant where a scheme wishes to:
•

Target a buy-out in the future, and gradually de-risk into an investment strategy that reflects buy-out
pricing as the buy-out funding level improves

•

Target a buy-out in the near term and invest in assets that aim to reduce the risk of the buy-out shortfall
increasing during the period whilst the scheme completes a buy-out auction and execution process
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DEFINING BUY-OUT AWARE

The features of a buy-out aware investment strategy
To achieve a scheme’s endgame objectives, we believe that an effective buy-out aware investment
strategy should balance the following three objectives:

1

Improve buy-out
funding level

Invest in assets that are expected to increase in value by more than
the expected evolution of the investment drivers of buy-out pricing

2

Minimise buy-out
funding level volatility

Invest in assets that reflect the investment drivers of buy-out
pricing, including minimising interest rate and inflation risk

3

Minimise buy-out
transition costs

Invest in assets that may be transferred efficiently at low cost
to an insurance provider

To achieve these objectives, schemes should consider, in conjunction with their investment consultant,
holding assets similar to those that are used by an insurance company to set its buy-out prices. As part of
this, schemes should minimise interest rate and inflation risk.
However, while simple in theory, this approach can be problematic: not all insurers have the same
investment strategy and it is unlikely that a scheme would know exactly who they were likely to use for
buy-out years in advance. Furthermore, there is no ‘buy-out index’ that schemes can use as a proxy for
the insurance industry in aggregate.
It is important to remember that not all changes in buy-out pricing are driven by changes in asset prices,
with longevity, regulation and insurer pricing appetite also capable of affecting buy-out pricing:
1.

Changes in longevity expectations: if people live longer, insurers will have to pay benefits for longer
and the cost of buy-out would increase.

2.

Changes in insurance regulations: for example, if insurers have to hold more assets against their
commitments or are penalised for investing in assets with higher expected returns, the cost of buyout would increase.

3.

Changes in insurer pricing appetite: an individual insurer’s pricing changes over time to reflect a
changing transaction appetite, the competitive environment and its ability to source longer dated
illiquid assets to improve pricing terms.

How LGIM implements a buy-out aware investment strategy
Building a buy-out aware portfolio implies investing in assets that are similar to the assets that a typical
insurance company would use to price a buy-out. In this way, as buy-out pricing changes, a scheme’s
assets should move in a similar way.
We create our own picture of what different insurers are investing in, to produce a composite picture
across the industry. Our insight into annuity asset management is a key element of this, having managed
the Legal & General annuity fund for many years. We have also previously designed similar strategies for
use in Defined Contribution (DC) investment strategies, through the LGIM Pre-Retirement Funds, which
invest in assets that reflect the investments underlying a typical annuity product.

Annuity pricing
from a range of insurers
Insurance industry regulatory
and investment constraints
Corporate bond and gilts
market data

Combining these three inputs helps develop a
picture of the average insurance company asset allocation
used to price buy-out policies
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THE LGIM SOLUTION

The LGIM solution – the Buy-out Aware Fund range
LGIM’s Buy-out Aware fund range offers a simple-to-access solution to allow schemes to create
their own tailored buy-out aware investment strategy. We offer four funds* which can be combined
according to a scheme’s needs to achieve a tailored solution: a scheme can alter the mix of funds
according to the proportion of its liabilities that are real (i.e. inflation-linked) or fixed (i.e. with no
inflation linkage) as well as the age profile and life expectancy of its membership profile, measured by
the average expected period (or ‘duration’) over which the scheme will pay benefits.
The LGIM Buy-out Aware funds

Real
short
fund

Real
long
fund

Fixed
short
fund

Fixed
long
fund

Older membership profile

Inflation-linkage

No inflation-linkage

Younger membership profile

The funds will each have reference to a specific liability profile, which will not roll down over time.
Pension scheme trustees, in conjunction with their investment consultant, can determine the allocation
to the four funds to reflect some basic liability data provided for the scheme. No liability cashflows need
to be provided in order for schemes to access this simple, pre buy-out solution.
The four funds each have the same basic components, implemented using established building blocks
from LGIM’s established range of pooled funds. We will alter the mix of the pooled funds within each
buy-out aware fund on an ongoing basis to reflect changes in buy-out pricing, our market views of buyout price drivers and the changing characteristics of the underlying assets.
Illustrative asset allocation

Liability
matching
assets
25%

Buy and
Maintain
Credit
30%

•

Buy and maintain credit: Our buy and maintain
investment strategy aims to deliver the benefits of an
annuity-style investment approach, providing a degree
of matching to buy-out pricing.

•

Buy-out aware credit: Buy and maintain does not
provide a perfect match for buy-out pricing for the
insurance industry in aggregate. We scale overall
corporate bond (also referred to as credit) exposure
according to our analysis of what credit allocation
insurers are using in their pricing assumptions, as well
as wider considerations such as our views on credit
market valuations. We access this additional allocation
using LGIM’s range of corporate bond index funds.
These funds allow us to adjust corporate bond exposure
according to our views, for instance decreasing the
allocation to financials or increasing the allocation to
lower-rated bonds as appropriate.

•

Liability matching assets: The overall strategy is
designed to match investment drivers of buy-out pricing.
As part of this, we also need to minimise interest rate and
inflation risks relative to the liabilities. We do this using a
combination of liability matching pooled funds, including
cash, government bonds and LDI funds.

Buy-out
Aware
Credit
45%

*Buy-Out Aware Fixed Short Fund, Buy-Out Aware Fixed Long Fund, Buy-Out Aware Real Short Fund, Buy-Out Aware Real Long Fund

EXAMINING THE COMPONENT PARTS

Proven underlying investment capabilities
Buy and maintain credit
Legal & General is one of the largest providers of bulk annuities in the UK market and, as a result, has an
annuity fund assets (managed by LGIM) with assets of £37bn. The expertise embedded in managing this
type of strategy is an integral part of the LGIM buy-out aware fund range, looking to maximise yield over
the long-term. Our Active Fixed Income investment team has significant experience and manages £127bn
of assets including £42 billion in buy and maintain strategies (as at end of June 2014).
Buy and maintain credit aims to harness the income and diversification benefits of global corporate bond
markets, while preserving value by avoiding defaults and securities that may experience a significant
deterioration in credit quality. The strategy uses active credit selection in order to efficiently capture
returns from credit markets generally, including any illiquidity risk premia. Our buy and maintain exposure
emphasises securities which are a good match for long-term liabilities. As a result, sectors and issuers are
favoured where there is long-term visibility on fundamentals and a higher degree of asset backing.

Buy-out aware credit
Buy-out aware credit is an integral part of the LGIM Buy-out aware investment strategy. We access this
exposure through LGIM’s index fund management team. Our expertise in this area has helped us become
one of the world’s largest index managers, with more than 2,800 institutional index clients and £283
billion of indexed assets under management (as at end of June 2014).
Index funds offer access to a vast array of investment opportunities in a simple, cost-effective and very
efficient manner. Importantly, not all index fund management providers are the same. LGIM is a leading
global service provider in this field because of our proven capabilities and value-enhancing philosophy.
We have a distinctive approach to managing index portfolios. As a responsible indexer, we strongly
believe that we have two equally important objectives: close tracking and maximising returns.
•

Robust tracking: Our tracking methodology has enabled us to consistently achieve our tracking targets,
and our size enables us to deal at competitive prices, which helps us continue to provide this close
tracking.

•

Minimising costs for our clients: LGIM’s large pool of assets under management and the diversity of
our client base provide economies of scale and create significant scope for the minimisation of costs
for our clients. Minimisation of both the explicit and implicit costs of transactions is at the core of our
investment strategy, and we have developed extensive expertise and a strong track record in this area.

Our operating model is aligned with clients’ interests. We are free from many of the conflicts of interest
encountered by other firms that have affiliates involved in broking, banking, custody or related activities.

Liability matching assets
LGIM is the largest pooled LDI manager in the UK (KPMG 2014). We believe that this is a reflection of our
expertise and our ability to provide clients with the most comprehensive and flexible pooled LDI options
available.
•

Experience: LGIM was the first to implement a true LDI mandate for a UK pension scheme using bonds
and swaps in 2001 – a mandate we continue to manage today. Our experience spans the structuring and
trading of every type of matching instrument used by UK pension funds.

•

Team: We believe that we have the market-leading LDI team in the UK. Our team combines experience
of designing and transacting LDI strategies within investment banks, consultants and asset managers.
This blend of experience results in a level of market knowledge that, when combined with our
proprietary systems, we believe we are well placed to deliver excellent results for our clients.

•

Scale: As with index funds, our large pool of liability matching assets under management provides
economies of scale and scope for minimising costs for clients. This is particularly significant in the LDI
world.
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AN END-TO-END PROVIDER

Working with Legal & General
Pension schemes can also benefit from our close links with Legal & General’s annuity business. This
could simply be using a Legal & General buy-out price to clarify the buy-out price shortfall or to provide
a performance measure of our buy-out aware funds against an illustrative buy-out price for the scheme.
However, these links can also be used to exploit short-lived opportunities. Executing a buy-out can take
a minimum of three to six months to obtain price quotations from buy-out insurers and to agree an
execution process – we believe that by using LGIM Buy-out Aware funds and obtaining regular updates of
the buy-out price, a scheme should be able to move to a buy-out solution considerably faster.
We believe that minimising costs is an essential component in any successful buy-out solution. Pension
schemes using the LGIM Buy-out aware funds will be able to transfer holdings to Legal & General in
consideration for a buy-out with a default transaction cost of zero. This could provide schemes with a
significant cost saving, as underlying holdings will not have to be liquidated prior to the buy-out.

“The Buy-out Aware Funds are core to our philosophy of working across
Legal & General to achieve the best outcome for our clients. LGIM clients
executing a buy-out with L&G Retirement will be able to transfer their holdings
in the LGIM Buy-out Aware Funds to us at a default transaction cost of zero”
Kerrigan Procter, Managing Director, Legal & General Retirement

Meeting your objectives
At LGIM, we want to provide pension schemes with practical solutions that help them achieve their
goals and deliver benefits to their members. We believe that we are the only UK provider committed to
providing integrated building blocks that cover the entire pension scheme journey. The LGIM Buy-Out
Aware funds are designed to deliver benefits through achieving three straightforward objectives.

1

Improve buy-out
funding level

Using established credit capability to provide
a higher expected return than a gilts-based strategy

2

Minimise buy-out
funding level volatility

Harnessing our knowledge and experience of annuity fund
investing to build a portfolio that behaves like that of an insurer

3

Minimise buy-out
transition costs

Zero transaction costs when executing a
Legal & General buy-out

In addition, we can offer our buy-out aware capabilities as part of an integrated, fully delegated
solutions approach. This brings the full expertise of LGIM to devising and implementing a scheme
specific investment strategy along the whole pension journey. Please call your usual LGIM contact for
more details.

CONTACT US
For further information about our capabilities please contact your usual LGIM representative or:
Laura Brown
Head of LDI Distribution
Legal & General Investment Management
One Coleman Street, London, EC2R 5AA
Tel: 020 3124 3128
laura.brown@lgim.com
www.lgim.com

KEY CONSIDERATIONS AND RISKS
The Fund is designed to be used as part of a buy-out aware investment strategy by defined benefit (DB) pension schemes that
are targeting a buy-in or a buy-out of some or all of their liabilities with an insurance company.
The asset allocation for the Fund is based on an average liability profile appropriate to the specific buy-out aware fund objective.
By considering the average liabilities of a typical defined benefit pension scheme, each Fund will seek to broadly mitigate the
relevant risk(s) for a large number of DB pension schemes at an acceptable cost. The profile of the average DB pension scheme
cannot by definition be the same as for every individual DB pension scheme and therefore there is a risk that the objectives of
the Fund will not necessarily match each DB pension scheme’s member liability profile and/or investment time horizon.
The Fund does not target a specific duration benchmark. Instead, to meet the objective of the Fund, its duration will be a
function of the duration of the underlying cash flow profiles that are referenced by each Fund and these will therefore change
over time in accordance with market conditions.
The Fund cannot provide full protection against changes in the actual buy-out pricing for an individual DB pension scheme
provided by a specific insurance company since these also depend upon a number of other factors, for example, an insurance
company’s specific investment strategy, its longevity assumptions, the impact of insurance regulations and its pricing appetite.

IMPORTANT INFORMATION
This information is produced by Legal & General Investment Management (LGIM). The instruments used have a range of
different risk profiles and these should be understood by pension schemes before making any investments. Pension schemes
should ensure they obtain suitable professional advice. The information contained in this document is not intended to be, nor
should be, construed as investment advice nor deemed to be suitable to meet the needs of pension schemes.
This document, and any information it contains, has been produced for use by the trustees of defined benefit pension
schemes and their advisors only. It should not be distributed without the permission of Legal & General Investment
Management Limited.
Legal & General Investment Management does not provide advice on the suitability of its products or services.
Legal & General Assurance (Pensions Management) Limited (“PMC”) is a life insurance company which carries on linked
insurance business, it is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority
and the Prudential Regulation Authority. As part of that business, it holds investments divided into separate sub-funds known
as PF Sections. The value of each linked policy that it issues is determined by reference to the value of one or more of the PF
Sections. LGIM is authorised and regulated by the Financial Conduct Authority, it provides investment and marketing services
to PMC. The ultimate holding company is Legal & General Group Plc.
Legal & General Investment Management, One Coleman Street, London EC2R 5AA. Authorised and regulated by the Financial
Conduct Authority.
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