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E Q U I T Y  P R O T E C T I O N
I N T R O D U C T I O N

• Given the improvement in the funding position since the 2016 valuation, it was agreed at the Committee meeting in November
2017 to implement an equity protection strategy. The Committee stated a preference for “paying a premium” to finance the
protection strategy as opposed to “not paying a premium” and giving up equity market gains above a certain threshold. The
implementation of the protection strategy was then delegated to the Officers to implement on behalf of the Committee.

• The guiding objectives for this strategy were as follows:

• The equity protection strategy was implemented at the start of February 2018.
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Average equity index performance (local currency) Downside protection

E Q U I T Y  P R O T E C T I O N
M O N I T O R I N G  ( I )

Market index
Market exposure Value of options

30-Sep-18 Change since inception of
option strategy 30-Sep-18 Change since inception of

option strategy

S&P 500 £330.9m £37.3m £7.2m (£3.2m)

FTSE 100 £219.4m (£0.8m) £5.0m (£2.2m)

Euro Stoxx 50 £77.3m (£3.4m) £2.6m £0.0m

Topix £45.3m £1.2m £1.3m (£0.1m)

Emerging Markets £87.1m (£8.4m) £5.6m £2.4m

Total £760.0m £26.0m £21.8m (£3.0m)

An equity option strategy has been implemented to protect the Fund
against falls in equity market values over a c. two year period.

The chart opposite shows the equity market performance from inception to
30 September 2018 (the blue line) and the orange shaded region shows
the range in which the Fund is protected against equity market falls. As
market levels get nearer to the shaded region, the value of the option
strategy increases as it is more likely that the options will expire “in-the-
money” and the Fund will receive a payoff at maturity.

Over the period since inception to 30 September 2018, the Fund’s equity
exposure increased by c. £26m and the mark-to-market value of the equity
options decreased by c. £3m. We will continue to monitor this position.

CommentsEquity protection to 30 September 2018

Source: LGIM. Figures may not sum due to rounding. Does not include transaction costs or manager fees.

Note that the equity market performance and strikes shown in the chart above are based on price indices (as the options were traded on these indices) and hence
the initial protection level shown differs from that shown in the Appendix on a total return basis.
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Euro Stoxx 50 Downside protection
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S&P 500 Downside protection

900

950

1,000

1,050

1,100

1,150

1,200

1,250

1,300

01/02/18 01/04/18 01/06/18 01/08/18

Pr
ic

e 
In

de
x 

(U
SD

)

MSCI Emerging Markets Downside protection

E Q U I T Y  P R O T E C T I O N
M O N I T O R I N G  ( I I )

• The charts show the current market
level as at 30 September 2018 and the
market level when the options were
implemented on 1/2 February 2018.
The closer the market is to the option
strike, the more valuable the protection.

• The MSCI Emerging Markets put option
is “in the money” as at 30 September
2018, i.e. the Fund will receive a payoff
of c.£7.7m at maturity if the index
remains at the current level.

S&P 500 FTSE 100

Euro Stoxx 50 Topix MSCI Emerging Markets
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E Q U I T Y  P R O T E C T I O N
S U M M A R Y

• The Fund’s equity protection strategy was implemented on 1st/2nd February 2018 before the equity market sell off in February.
Although there has been some recovery since then, on average markets are still slightly down compared to levels at inception.

• The exceptions to the above are the S&P 500 index which is now c. 3.3% higher than at inception and the FTSE 100 index
which is now c. 0.3% higher (as at 30 September 2018) than at implementation. In addition, the MSCI Emerging Markets index
has continued to fall over Q3 2018 (c. 16.0% lower as at 30 September 2018 than at inception) and is now materially below the
put option strike, meaning that if the index remains at this level at expiry, the Fund will receive a c. £7.7m payout.

• The value of an option is impacted by many factors including the volatility of the market, the current market level against the
strike level of the option and the time remaining until the option expires.

• At implementation, the Fund paid £24.7m to purchase the protection. As at 30 September 2018, the value of the protection has
decreased to £21.8m, largely due to strong returns from the S&P 500 over Q3 2018.
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APPENDIX
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Investment
manager

After a competitive tender exercise, the Officers selected Legal & General Investment Management
(“LGIM”) to manage the equity protection strategy for the Fund.

Investment
strategy

Agreed to “pay a premium” of £25m to achieve the following protection:
• Purchasing financial contracts to protect c. 95% of the value of the equity portfolio to March 2020;
• Selling financial contracts to cheapen the above premium by exposing the equity portfolio to falls in

markets should they fall by more than c. 19%.

An overview of what was achieved is shown below (source: LGIM). Note that the strikes shown are on a
total return basis, i.e. allowing for dividends.

Costs Cost of protection
Transaction costs
Manager fees
Total

=
=
=
=

£24.7m (vs. £25.0m expected)
£0.15m (vs. £0.73m expected)
£0.44m (vs. £0.73m undiscounted fees)
£25.29m (saving of c. £1.17m before advisory fees)

E Q U I T Y  P R O T E C T I O N
K E Y  D E TA I L S  O F  T H E  S T R AT E G Y

Equity region Index Weighting Notional Upper
strike

Lower
strike

North America S&P 500 40% £294m 94.8% 74.7%

UK FTSE 100 30% £220m 95.2% 79.1%

Europe Euro Stoxx 50 11% £81m 95.1% 83.6%

Japan Topix 6% £44m 93.6% 82.2%

Emerging Markets MSCI Emerging Markets 13% £95m 94.9% 81.6%

Total 100% £734m 94.9% 78.3%
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I M P O R TA N T  N O T I C E S

References to Mercer shall be construed to include Mercer LLC and/or its associated companies.

© 2018 Mercer LLC. All rights reserved.
This contains confidential and proprietary information of Mercer and is intended for the exclusive use of the parties to whom it was
provided by Mercer. Its content may not be modified, sold or otherwise provided, in whole or in part, to any other person or entity,
without Mercer’s prior written permission.

The findings, ratings and/or opinions expressed herein are the intellectual property of Mercer and are subject to change without
notice. They are not intended to convey any guarantees as to the future performance of the investment products, asset classes or
capital markets discussed.  Past performance does not guarantee future results. Mercer’s ratings do not constitute individualized
investment advice.

Information contained herein has been obtained from a range of third party sources. While the information is believed to be
reliable, Mercer has not sought to verify it independently. As such, Mercer makes no representations or warranties as to the
accuracy of the information presented and takes no responsibility or liability (including for indirect, consequential or incidental
damages), for any error, omission or inaccuracy in the data supplied by any third party.

This does not constitute an offer or a solicitation of an offer to buy or sell securities, commodities and/or any other financial
instruments or products or constitute a solicitation on behalf of any of the investment managers, their affiliates, products or
strategies that Mercer may evaluate or recommend.

For the most recent approved ratings of an investment strategy, and a fuller explanation of their meanings, contact your Mercer
representative.

For Mercer’s conflict of interest disclosures, contact your Mercer representative or see www.mercer.com/conflictsofinterest.

This analysis is subject to and compliant with TAS 100 regulations.
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Mercer Limited is authorised and regulated by the
Financial Conduct Authority
Registered in England and Wales No. 984275
Registered Office: 1 Tower Place West, Tower Place, London EC3R 5BU


