
LDI Portfolios:  
Keep Them Bundled 

When it comes to LDI portfolios, there is a wide range of 
preferences concerning customization and the balance 
between credit and government exposure. Some plan 
sponsors embrace highly customized solutions that seek to 
minimize potential mismatches versus liabilities. Others 
value the simplicity, breadth and comparability of standard 
benchmarking options (such as blends of long credit and 
long government indexes). Similarly, some plan managers 
favor a higher credit content in LDI portfolios to tighten 
up the match to the liability discount rate, while others 
emphasize the diversification benefits of long government 
bonds. Whatever one’s preference, plan sponsors must 
decide whether their credit and government allocations 
will be combined in bundled LDI portfolios or managed 
separately in unbundled LDI portfolios. Once we consider 
how an unbundled approach may create opportunity costs 
as well as challenges related to rebalancing and diminished 
excess return potential, we believe the bundled approach 
offers the better long-term solution.
Typically, for plans with large liability-driven investing (LDI) allocations, and consequently 
lower allocations to return-seeking assets, the optimal LDI portfolio carries a fairly large 
allocation to credit (coupled with a relatively small exposure to government bonds to align 
the average quality of the LDI portfolio with the average quality of the bonds used to calculate 
the liability discount rate). On the other hand, plans at an earlier stage on their de-risking 
glide path often have a significant allocation to return-seeking assets, and therefore a lower 
LDI allocation. Those plans are likely to run an LDI portfolio that is more balanced between 
credit and government sector weightings.   
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Despite the wide range of credit versus 
government allocations in LDI 
portfolios, most plan sponsors will 
ultimately combine significant long 
credit exposures with some amount of 
government bonds. Thus, the question 
that applies to almost every plan is 
whether to implement: 

•	 Bundled LDI portfolios that combine 
together the credit and government 
sleeves in one or several LDI mandates 
Or

•	 Unbundled LDI portfolios with 
separate dedicated long credit and 
dedicated long government mandate(s) 

On the surface, the unbundled approach 
may appear inviting. It potentially allows 
plan sponsors to access long government 
bond exposure with relatively low 
investment management fees and limit 
the higher fees of traditional actively 
managed LDI strategies to the portion of 
LDI assets invested in long credit. 
However, upon closer analysis of the 
unbundled approach’s opportunity costs 
and challenges related to rebalancing and 
diminished excess return potential, we 
believe the bundled approach is a better 
option to implement LDI strategies.

 UNBUNDLED APPROACH: FEE SAVINGS  
 MAY BE INSIGNIFICANT RELATIVE TO  
 INCREMENTAL BURDEN 

The main driver behind the recent push 
to unbundle the implementation of LDI 
mandates has been the desire to reduce 
investment management fees. It is well-
known that dedicated passive (or low 
discretion) long government mandates 
typically carry a management fee that is 
significantly lower than that of actively 
managed LDI portfolios. Thus, the 
proponents of unbundling have 

Figure 1: Significant performance divergence between long credit bonds and long 
government bonds is likely to lead to considerable rebalancing requirements with an 
unbundled LDI approach 

Source: Bloomberg and PIMCO as of 31 July 2017. Hypothetical example for illustrative 
purposes only. Long Credit is represented by the Bloomberg Barclays U.S. Long Credit Index and 
Long Government is represented by the Bloomberg Barclays US Long Government Index. It is not 
possible to invest directly in an unmanaged index. Figure provided for illustrative purposes and is 
not indicative of the past or future performance of any PIMCO product.
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Figure 2: Unbundled approach cost savings may be limited

Source: PIMCO as of 30 September 2017. Hypothetical example for illustrative purposes only. Estimated 
transaction cost analysis assumes monthly rebalancing to match the implicit monthly rebalancing of a bundled 
approach. Estimated transaction costs based on 1 bp roundtrip bid-ask spread for long government bonds and 
10 bps roundtrip bid-ask spread for long credit bonds. Rebalancing assumes only one-way transaction (not 
roundtrip). Analysis conducted on both the 5-year period ending 7/31/2017 and the 10-year period ending 
7/31/2017. Both periods indicated a 2 bps to 3 bps average annual rebalancing transaction cost. Figure provided 
for illustrative purposes and is not indicative of the past or future performance of any PIMCO product.

suggested they could reduce the overall 
investment management fee on a plan 
sponsor’s LDI allocation by carving the 
long government allocation out of the 
actively managed LDI portfolio.  
It’s critical, however, to balance 
potential fee savings against the 
implications of unbundling.  

Presumably, a plan sponsor 
implementing the unbundled approach 
will have first determined its desired or 
optimal allocation between long credit 
bonds and long government bonds. 
However, because the realized 
performance difference between these 
instruments can be quite large, even over 
short periods of time (see Figure 1), 
unbundled LDI portfolios will need to be 
rebalanced frequently to maintain the 
desired credit versus government mix. 

This explicit rebalancing requirement 
introduces a number of disadvantages 
and challenges compared with a bundled 
approach. Indeed, plan sponsors or 
advisors will need to dedicate resources 
to continuously monitor the credit versus 
government exposure at the overall fixed 
income portfolio level and often execute 
reallocations between the different 
pieces. In addition, those reallocations 
will generate incremental transaction 
costs that will offset the potential savings 
in investment management fees resulting 
from carving out the management of 
long government bonds (see Figure 2). 
Finally, unbundled approaches often 
require monitoring of a larger number of 
investment managers and accounts, 
which could further reduce potential net 
fee savings.

Long credit portfolio weight 75%

Long government portfolio weight 25%

Hypothetical fee savings on long  
government allocations 15 bps 

Hypothetical weighted-fee savings on overall 
LDI portfolio (15 bps * 25% allocation) 4 bps

Estimated rebalancing transaction cost to 
maintain 75/25 mix (annual average) -2 to -3 bps

Net fee savings 1 to 2 bps

 THE OPPORTUNITY COST ASSOCIATED  
 WITH UNBUNDLING IS SIGNIFICANT 

One enduring myth often used to justify 
moving to an unbundled approach 
claims that the switch has no excess 
return (or alpha) implications. That 
thesis argues that because active 
management of long government bonds 
in isolation has limited potential to 
generate excess returns (or alpha), then 
carving them out of the actively 
managed LDI portfolio will have little to 
no alpha implications and therefore no 
overall return implications. We strongly 
dispute that assertion. 

It may be true that the prospects for 
adding value when managing long 
government bonds in isolation are 
limited. However, when those bonds are 
instead part of a combined portfolio (that 

includes a significant share of non-
government holdings), we can seek to 
achieve an alpha target commensurate 
with that of an actively managed LDI 
strategy on the entire amount invested in 
that portfolio, including the dollars 
invested in long government bonds. In 
other words, we can largely implement 
the same top-down and bottom-up active 
positioning, both directionally and in 
magnitude, whether the actively 
managed LDI portfolio benchmark is 
50% credit/50% government, 75% 
credit/25% government or 100% credit. 
That is, if we want to be 2% overweight a 
certain issuer, 1% underweight another 
and run a longer-duration posture by 0.5 
years, we can implement that positioning 
in any of the three portfolios above and 
ultimately seek the same excess return. 
On the other hand, when a plan sponsor 
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introduced by 
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 ADDITIONAL POTENTIAL BENEFITS OF  
 THE BUNDLED APPROACH 

In addition to the convenience of 
automatic rebalancing, the lesser need 
for monitoring and portfolio 
reallocations and the potential economic 
advantage as shown in Figure 3, the 
bundled approach has several other 
probable advantages: 

•	 More liquid actively managed LDI 
portfolios (compared with the 
residual 100% credit portfolio in the 
unbundled approach) can be used as 
collateral for overlay solutions that 
may contribute to further tightening 
the asset-liability match or further 
increasing the liability hedge ratio.

•	 In the same vein, more liquid bundled 
LDI portfolios can serve as the core of 
a completion management assignment.

•	 As plan circumstances evolve, the 
optimal credit versus government mix 
may change, too. This can be 
accommodated with a simple 
benchmark change in a bundled 
portfolio rather than orchestrating a 
potentially burdensome transition of 
assets between different mandates to 
reach the new targets with the 
unbundled approach.

•	 Increased liquidity may also enable 
the portfolio manager to better take 
advantage of a short-term or 
temporary market dislocation to 
enhance portfolio returns.

moves long government bonds from a 
bundled approach to an unbundled one 
– where long government bonds are 
managed passively or in low discretion 
fashion – it may forgo a large chunk of 
the alpha potential on the dollars moved.

For example, assume a $100 million 
dollar investment in a bundled portfolio 
that is actively managed against a 75% 
long credit/25% long government 
benchmark. Under this setup, the plan 
would have an opportunity to earn 
active management excess return 
potential on the entire $100 million 
investment. On the other hand, if the 

long government bond allocation is 
unbundled and shifted to a dedicated 
passive or low discretion mandate, the 
plan would have an opportunity to earn 
excess return potential on only the $75 
million that remains in the actively 
managed LDI portfolio. 

When combining the marginal net fee 
savings achieved by the unbundling 
strategy with the forgone alpha potential 
on a meaningful portion of the portfolio, 
we believe it becomes clear that the 
bundled approach is positioned to 
potentially achieve superior outcomes  
(see Figure 3).

Figure 3: In the end, the unbundled approach comes up short

Source: PIMCO as of 30 September 2017. Hypothetical example for illustrative purposes only. The return 
targets presented are not a prediction or a projection of return and are provided for illustrative purposes only. 
There can be no assurance that an active investment manager would be successful in meeting a proposed target. 
Management risk is the risk that the investment techniques and risk analyses applied by PIMCO will not produce the 
desired results, and that certain policies or developments may affect the investment techniques available to PIMCO 
in connection with managing the strategy. A different set of assumptions would produce different results. Figure 
provided for illustrative purposes and is not indicative of the past or future performance of any PIMCO product.

Unbundled approach net impact

Long credit portfolio weight 75%

Long government portfolio weight 25%

Hypothetical fee savings on long  
government allocations 15 bps

Hypothetical alpha target on actively  
managed LDI portfolios 100-125 bps

Hypothetical alpha target on long  
government allocations 0-25 bps

Hypothetical weighted-fee savings on long 
government allocations (15 bps x 25% allocation) 4 bps

Estimated rebalancing transaction cost to 
maintain 75/25 mix (annual average) -2 to -3 bps

Forgone alpha potential on long government 
exposure (25% x −100 bps) -25 bps

Net impact of the unbundled approach -24 bps
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Figure 4: Bundled LDI versus unbundled LDI: final verdict

Source: PIMCO as of 30 September 2017

Bundled LDI Unbundled LDI

Potential for economic advantage √

Convenience of automatic rebalancing toward  
optimal targets √

Lesser need for monitoring and portfolio reallocations √

Straightforward to adjust sector mix as plan  
circumstances evolve √

Increased liquidity provides further opportunity to  
take advantage of short-term market dislocation in  
active LDI portfolio

√

Increased ability to serve as collateral for overlay  
solutions or as core of a completion mandate √

Lower investment management fee on long  
government bonds √

Benefit of scale related to graded fee schedules  
on actively managed portfolios √

 CONCLUSION 

Minimizing investment management fees is a legitimate objective for plan sponsors. 
However, with unbundled LDI approaches, the potential reduction in expenses is not 
only often marginal but may come with a number of less desirable implications, such as 
opportunity costs, diminished excess return potential and increases in operational 
burden or implementation complexity. As Figure 4 shows, in a comprehensive 
assessment, the advantages of a bundled LDI approach outnumber those of an 
unbundled LDI approach.
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This paper includes hypothetical scenarios. No representation is being made that any account, product, or strategy will or is 
likely to achieve profits, losses, or results similar to those shown. Hypothetical or simulated performance results have several 
inherent limitations. Unlike an actual performance record, simulated results do not represent actual performance and are 
generally prepared with the benefit of hindsight. There are frequently sharp differences between simulated performance results 
and the actual results subsequently achieved by any particular account, product or strategy. In addition, since trades have not 
actually been executed, simulated results cannot account for the impact of certain market risks such as lack of liquidity. There 
are numerous other factors related to the markets in general or the implementation of any specific investment strategy, which 
cannot be fully accounted for in the preparation of simulated results and all of which can adversely affect actual results. 

All investments contain risk and may lose value. Investing in the bond market is subject to risks, including market, interest 
rate, issuer, credit, inflation risk, and liquidity risk. The value of most bonds and bond strategies are impacted by changes in 
interest rates. Bonds and bond strategies with longer durations tend to be more sensitive and volatile than those with shorter 
durations; bond prices generally fall as interest rates rise, and the current low interest rate environment increases this risk. 
Current reductions in bond counterparty capacity may contribute to decreased market liquidity and increased price volatility. 
Bond investments may be worth more or less than the original cost when redeemed. Sovereign securities are generally 
backed by the issuing government. Obligations of U.S. government agencies and authorities are supported by varying degrees, 
but are generally not backed by the full faith of the U.S. government. Portfolios that invest in such securities are not guaranteed 
and will fluctuate in value.

There is no guarantee that these investment strategies will work under all market conditions or are suitable for all investors and 
each investor should evaluate their ability to invest long-term, especially during periods of downturn in the market. Investors 
should consult their investment professional prior to making an investment decision. 

This material contains the opinions of the manager and such opinions are subject to change without notice. This material has 
been distributed for informational purposes only and should not be considered as investment advice or a recommendation of 
any particular security, strategy or investment product. Information contained herein has been obtained from sources believed 
to be reliable, but not guaranteed. 

PIMCO provides services only to qualified institutions and investors. This is not an offer to any person in any jurisdiction where 
unlawful or unauthorized. | Pacific Investment Management Company LLC, 650 Newport Center Drive, Newport Beach, 
CA 92660 is regulated by the United States Securities and Exchange Commission. | PIMCO Europe Ltd (Company No. 
2604517) and PIMCO Europe Ltd - Italy (Company No. 07533910969) are authorised and regulated by the Financial Conduct 
Authority (25 The North Colonnade, Canary Wharf, London E14 5HS) in the UK. The Italy branch is additionally regulated by the 
Commissione Nazionale per le Società e la Borsa (CONSOB) in accordance with Article 27 of the Italian Consolidated Financial 
Act. PIMCO Europe Ltd services are available only to professional clients as defined in the Financial Conduct Authority’s 
Handbook and are not available to individual investors, who should not rely on this communication. | PIMCO Deutschland 
GmbH (Company No. 192083, Seidlstr. 24-24a, 80335 Munich, Germany), PIMCO Deutschland GmbH Italian Branch 
(Company No. 10005170963) and PIMCO Deutschland GmbH Swedish Branch (SCRO Reg. No. 516410-9190) are authorised 
and regulated by the German Federal Financial Supervisory Authority (BaFin) (Marie- Curie-Str. 24-28, 60439 Frankfurt am 
Main) in Germany in accordance with Section 32 of the German Banking Act (KWG). The Italian Branch and Swedish Branch are 
additionally supervised by the Commissione Nazionale per le Società e la Borsa (CONSOB) in accordance with Article 27 of the 
Italian Consolidated Financial Act and the Swedish Financial Supervisory Authority (Finansinspektionen) in accordance with 
Chapter 25 Sections 12-14 of the Swedish Securities Markets Act, respectively. The services provided by PIMCO Deutschland 
GmbH are available only to professional clients as defined in Section 31a para. 2 German Securities Trading Act (WpHG). They 
are not available to individual investors, who should not rely on this communication. | PIMCO (Schweiz) GmbH (registered in 
Switzerland, Company No. CH-020.4.038.582-2), Brandschenkestrasse 41, 8002 Zurich, Switzerland, Tel: + 41 44 512 49 10. 
The services provided by PIMCO (Schweiz) GmbH are not available to individual investors, who should not rely on this 
communication but contact their financial adviser. | PIMCO Canada Corp. (199 Bay Street, Suite 2050, Commerce Court 
Station, P.O. Box 363, Toronto, ON, M5L 1G2) services and products may only be available in certain provinces or territories of 
Canada and only through dealers authorized for that purpose. | No part of this publication may be reproduced in any form, or 
referred to in any other publication, without express written permission. PIMCO is a trademark of Allianz Asset Management of 
America L.P. in the United States and throughout the world. ©2017, PIMCO.
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