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Schemes seeking a buyout must consider how the relative
valuations of Gilts, corporate bonds and interest rate
swaps can affect the cost of this transaction, and whether
they should alter their investment strategies to prepare.

As UK defined benefit (DB) schemes become increasingly well-funded, many are considering
buying out with an insurer to secure their members’ pensions and discharge their responsibilities.

However, different insurers find different portfolio compositions appealing; therefore, aligning
your books to the insurer’s preferences is no easy sell.

Buyout The transfer of a scheme’s assets and liabilities to an insurer.

Moreover, with growing competition among schemes looking for a buyout, as well as the
rise of alternative endgame options, the buyout market has become increasingly complex.
This means that even if a scheme is technically well-positioned for buyout, the present
timing may be inopportune. It is crucial then for schemes to assess whether a buyout offers
good value, and how to position themselves advantageously in the buyout queue.

Below, we explore these factors against the backdrop of the current market environment,
considering which investment strategies may be employed on the road to buyout, as well as
when alternative endgame options may come into play.
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Gilts Hit Record Lows Against Swaps

Over the past two years, Gilts have cheapened significantly compared to swaps, reaching levels
not seen since 2016.

This trend began with the government’s fiscal response to the pandemic and the Russia-Ukraine
war, which led to a surge in Gilt issuance. Initially, this surge was partially offset by the Bank of
England’s (BoE’s) quantitative easing programme, but the more recent shift towards tighter
monetary policy has seen the BoE sell Gilts back to the market, thereby increasing supply to

the private sector.

The March budget highlighted that Gilt issuance will remain elevated, with gross issuance
expected to surpass £1.2 trillion over the next five years. Strong demand from the UK private
sector and foreign buyers will be needed to absorb this supply, making attractive valuations
essential for Gilts compared to other asset classes, especially given the reduced demand from
pension schemes that are now well hedged.
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Source: Barclays Trading, IHS Markit, as of September 2024.

Why Buyouts Make Gilts Cheaper
The typical asset allocation of pension schemes differs significantly from that of insurers.

Pension schemes typically have a greater weighting in government bonds, while insurers tend to
prefer higher-yielding assets with predictable cash flows, such as corporate bonds, due to the
requirements of the Solvency Il / UK regulatory framework. Additionally, pension schemes tend to
discount their liabilities on a Gilts curve, while insurers do so on a swaps curve.

Solvency Il / UK Sets out regulatory requirements for insurance firms and groups, covering
financial resources, governance and accountability, risk assessment and management,
supervision, reporting and public disclosure.

Thus, when a pension scheme goes to buyout, the process often involves selling Gilts in favour

of higher-yielding assets and interest rate and inflation swaps. This can further cheapen Gilts
relative to swaps, particularly if many pension schemes are opting to buy out at the same time.
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Insurers’ Fixed Income Strategies

While insurers typically favour corporate bonds, since the start of the year some have preferred
to hold Gilts as the valuations of this asset class became more attractive.

Given the small size and relative illiquidity of the sterling corporate bond market, insurers have
also increasingly looked to overseas corporate bond markets to bolster their credit exposures.
Each alternative asset class must be carefully evaluated according to the Solvency Il framework,
ensuring that overseas assets are protected against currency risk and offer an illiquidity premium
that goes beyond the simple risk of default. However, the recent tightening in credit spreads

and the cost of currency hedging mean some insurers currently view corporate bond market
valuations, particularly in USD credit markets, as unattractive. These insurers have by and large
chosen to retain their Gilt holdings, thus limiting the potential for further cheapening of Gilts
versus swaps.

What All This Means

for Buyout Pricing

Figure 2
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The continued strong demand from pension schemes for buyouts, coupled with a lack of
attractive assets for insurers, has led to tighter buyout pricing. As shown in the graph below, the
correlation between spread pricing and buyout pricing suggests that as spreads tighten globally,
buyout pricing is likely to tighten as well.
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Source: Barclays Trading, IHS Markit, as of June 2024.

Given pension schemes’ improved funding levels, as well as the large number of schemes looking
to insure their liabilities, any increase in the cost of buyout is likely to be frustrating for trustees
who have been targeting buyout as their goal.

Schemes must re-evaluate their asset allocations and credit exposure. While investing in credit
might cause some deviations from a Gilt-based benchmark, it can help protect against rising
buyout premiums as spreads narrow. The appropriate credit exposure for a scheme depends on
various factors, including the mix of pensioners and deferred members within its member base.

Most schemes that are close to buyout will have already de-risked considerably and increased
their exposure to investment grade credit, but it is essential to consider holding periods, as
insurers historically prefer to receive liabilities in the form of cash and Gilts. With Gilts currently
cheaper than swaps for most maturities that are relevant to DB schemes, we expect most
schemes to have limited swap exposure. For those with Gilt-based benchmarks, the safest and
highest-return portfolio likely mainly consists of Gilts at this time. However, some schemes might
still have legacy swap positions or might want to use a mix of leverage sources, including repo,
total return swaps (TRS) and swaps.
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Importantly, schemes should also be flexible when considering their endgame options, with a
number of alternative endgames having been endorsed by the UK regulators. Run-on and surplus
extraction, for instance, have become far more viable for well-funded schemes.

Timing Is Everything Schemes that are further from buyout must aim to match the average insurer price while
generating sufficient returns to close any funding gap. It is crucial for them to avoid moves that
may later prove costly, while still thinking about making their portfolios insurer-friendly.

Average Insurance Price The typical cost of transferring a scheme’s assets and liabilities
to an insurer, usually defined as a yield spread over Gilts.

As discussed above, insurers traditionally prefer cash and Gilts, but many are becoming more
willing to receive illiquid assets from pension schemes. Pricing depends on whether an insurer
feels the need to take these assets in the context of the broader market and deal conditions,

as well as whether the assets appear attractive on the insurer’s balance sheet. Insurers may
also simply reject the governance burden associated with illiquid assets. Pension schemes may
consider approaching insurers only when they believe that their assets and liabilities align with
those desired by their target buyout providers. Crucially, this is not a one-size-fits-all process:
different insurers find different portfolio compositions appealing.

Even though both pension schemes and insurers typically own corporate bonds, there may be
limited appetite in transferring a scheme’s existing holdings. Insurers will have their preferred
credit holdings, so may not want the same exposures that the pension scheme has. In addition,
for transparency, insurers are likely to give a price for a buyout relative to pre-agreed gilt portfolio.
Therefore pension schemes may need to invest in line with this gilts-only portfolio ahead of the
buyout transaction, once the terms have been agreed.

Front Book ... Back Book Front book refers to assets and liabilities of any new scheme that
an insurer agrees to buy out. Back book refers to existing assets and liabilities of the insurer.

Since de-risking within pension schemes often leads schemes to buy credit, doing so might not
be beneficial for short periods due to transaction costs, if the scheme expects to go to buyout.
Therefore, trying to match an insurer’s typical credit exposure might not be worthwhile; instead,
it is more helpful if the insurer is flexible about the assets it accepts and their pricing.

Considering all of the above, the road towards buyout is long, giving schemes some time

to unwind their legacy positions, including any illiquid assets. However, if these assets have
multi-year lockups, this extra time may still not be sufficient for a scheme to unwind entirely.
Thus, trustees should also consider whether their scheme has the governance systems — and
the desire — to liquidate its portfolio efficiently. An outsourced chief investment officer (OCIO)/
Fiduciary Manager may be a useful resource in this regard.
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Alternative to Buyout: Clara-Ready Rather Than Insurer-Ready

Like insurers, the UK Defined Benefit superfund Clara Pensions offers a price-lock portfolio
to provide transaction certainty for pension schemes.

Superfunds are consolidation vehicles for DB pension schemes that are designed to
provide an endgame option for schemes, which are unable to afford an insurance buyout.
A superfund broadly comprises (a) an occupational DB pension scheme and (b) capital
provided by the superfund’s investors held in a special purpose vehicle outside the pension
scheme. This capital provides security for members’ benefits and typically replaces the
transferring scheme’s existing sponsor covenant.

Ahead of the government introducing a legislative framework for superfunds, they currently
operate under the Pensions Regulator’s (TPR) superfund guidance. TPR’s guidance has
been designed to ensure that superfunds hold sufficient risk-based capital — and linked to
a superfund’s investment strategy — such that there is a very high probability members will
receive their benefits in full. In addition, TPR requires superfunds to demonstrate they are
well run, with specific expectations around governance, people and systems and process.
Superfunds are required to complete TPR’s assessment process before they complete
transactions — Clara is currently the only superfund to have completed this process.

Clara operates a ‘bridge to buy-out’ superfund model. Its investment strategy is credit-
based, not dissimilar to bulk annuity insurers. The additional capital provided by Clara’s
investors improves the likelihood of members receiving their benefits in full, providing a safer
journey to ultimately securing members’ benefits in the insurance market over a 5-10-year
time horizon.

As a pension scheme, Clara has more flexibility than insurers to accept existing assets in-
specie. This is particularly the case for less-liquid assets, which can often prove problematic
for pension schemes. In its two transactions announced to date (total AuM ~£1.2bn),

Clara, assisted by fiduciary manager Van Lanschot Kempen, provided a price-lock that
included the schemes’ legacy illiquid assets. This was key to providing the schemes with a
transactable solution, price certainty, while also delivering better value than if the schemes
had to sell these assets.

Naturally, Clara must understand, for any less-liquid legacy assets it takes on, that it must
ensure that they meet the needs and liabilities of a particular scheme. Clara benefits from
deep investment expertise through fiduciary manager Van Lanschot Kempen, investment
adviser LCP and its capital providers. Pension schemes transferring to Clara are also able
to benefit from increased investment scale and, in some situations, improved investment
oversight and governance. Additionally, since Clara is a ‘bridge to buyout’, it benefits from
alonger time horizon to manage and unwind legacy positions.

Conclusion Pension scheme trustees are increasingly opting for buyouts by insurers, to be discharged of
their liabilities, but that, compounded by changing market dynamics, coincides with increasing
complexity in executing a buyout. Aligning the books with insurer preferences is a good start but
that may not be enough to close out a buyout with good value for the trustees. In short, being
insurer-ready is not the same as being buyout-ready. Along with excellent governance and the
right investment strategy, a successful buyout depends on expert timing, where trustees may
enlist the services of a specialist OCIO. Alternatively, as a bridge to a buyout, trustees may pivot
their schemes to being Clara-ready.
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Important Information

The information contained in this
communication is not a research
recommendation or ‘investment research’
and is classified as a ‘Marketing
Communication’ in accordance with the
Markets in Financial Instruments Directive
(2014/65/EU) or applicable Swiss
regulation. This means that this marketing
communication (a) has not been prepared
in accordance with legal requirements
designed to promote the independence of
investment research (b) is not subject to
any prohibition on dealing ahead of the
dissemination of investment research.

Investing involves risk including the risk of loss
of principal.

The whole or any part of this work may not be
reproduced, copied or transmitted or any of its
contents disclosed to third parties without
SSGAS express written consent.

Allinformation is from SSGA unless otherwise
noted and has been obtained from sources
believed to be reliable, but its accuracy is not
guaranteed. There is no representation or
warranty as to the current accuracy, reliability
or completeness of, nor liability for, decisions
based on such information and it should not be
relied on as such.

Bonds generally present less short-term risk
and volatility than stocks, but contain interest

rate risk (as interest rates rise, bond prices
usually fall); issuer default risk; issuer credit risk;
liquidity risk; and inflation risk. These effects are
usually pronounced for longer-term securities.
Any fixed income security sold or redeemed
prior to maturity may be subject to a substantial
gain or loss.

Equity securities may fluctuate in value in
response to the activities of individual companies
and general market and economic conditions.

International Government bonds and corporate
bonds generally have more moderate short-
term price fluctuations than stocks, but provide
lower potential long-term returns.

Volatility management techniques may result in
periods of loss and underperformance. The use
of leverage, as part of the investment process,
can multiply market movements into greater
changes in an investment value, thus resulting
inincreased volatility of returns.

The whole or any part of this work may not be
reproduced, copied or transmitted or any of its
contents disclosed to third parties without
SSGA' express written consent.

Increase in real interest rates can cause the
price of inflation-protected debt securities

to decrease. Interest payments on inflation
protected debt securities can be unpredictable.

Diversification does not ensure a profit or
guarantee against loss.

The views expressed in this material are the
views of the UK LDI Team through the period
ended 10 September 2024 and are subject to
change based on market and other conditions.

This document contains certain statements
that may be deemed forward-looking
statements. Please note that any such
statements are not guarantees of any future

performance and actual results or
developments may differ materially from
those projected.

The trademarks and service marks referenced
herein are the property of their respective
owners. Third party data providers make no
warranties or representations of any kind
relating to the accuracy, completeness or
timeliness of the data and have no liability

for damages of any kind relating to the use

of such data.

Investing involves risk including the risk of loss
of principal.

The information provided does not constitute
investment advice and it should not be relied
on as such. It should not be considered a
solicitation to buy or an offer to sell a security.
It does not take into account any investor’s
particular investment objectives, strategies,
tax status or investment horizon. You should
consult your tax and financial advisor.

The information provided does not
constitute investment advice as such term
is defined under the Markets in Financial
Instruments Directive (2014/65/EU) or
applicable Swiss regulation and it should
not be relied on as such. It should not be
considered a solicitation to buy or an offer
to sell any investment. It does not take into
account any investor’s or potential
investor’s particular investment
objectives, strategies, tax status, risk
appetite or investment horizon. If you
require investment advice you should
consult your tax and financial or other
professional advisor.
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