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Welcome to our Winter 2021 edition of the Right Returns. The last 12
months could hardly be described as the year that most of us were
wishing for. However, through all of the turmoil that the global
pandemic has caused, it has been great to see how businesses and
trustees have been carrying on with their roles and finding new ways
to work together to carry on the important task of ultimately ensuring
the security of retirement savings and pensions.
One of the prominent themes of 2020 which is only set to
become more important in 2021 is the impact of regulation
and disclosure around ESG and in particular climate
change. In this edition, Harriet and Marco have prepared an
update on the TCFD disclosures and lessons from overseas.

In addition, we have been actively advising providers
and trustees on a huge number of issues including:
–

advising trustees and insurers on the implications of
GMP equalisation and issues in connection with
fixed protection

We also cover:

–

advising fiduciary managers on the implications of the
CMA Order and assisting with new client onboarding

–

advising trustees of schemes of all kinds on updates to
their statements of investment principles, their first
(engagement policy) implementation statements and
preparing for mandatory climate change disclosures
and governance requirements

–

hot off the press – the DWP’s announcement on 26
January regarding the timing of its consultation
response and final regulations implementing the CMA
Order

–

responses by The Pensions Regulator and the FCA on
liquidity issues in property funds

–

the PLSA’s final recommendations on decumulation

–

–

an update on Brexit and the effect of the Trade and
Cooperation Agreement

advising master trusts and consolidators as they build
towards even more market consolidation

–

–

ISDA’s IBOR Fallback Protocol

–

the IA’s Principles for Remuneration for pension
payments to executives

advising pension scheme trustees and employer
sponsors on long term journey planning and “end
game” options for schemes

–

–

a further look at some alternative “end game” options
for schemes

supporting employers in the design and execution of
£750m worth of buy-ins – including the simultaneous
merger and buy-in of Evonik’s four UK pension
schemes

Finally, it would be remiss of me not to mention what a
fantastic year the Eversheds Sutherland Investment
and De-Risking team has had. We have worked on some
of the largest investment and de-risking deals over the
last 12 months including:

A big thank you from me and my colleagues to our clients
for working with us during 2020. We look forward to
supporting you all in 2021.

–

a £7.9bn asset in-specie transfer on the establishment
of a new scheme

Mark Latimour

–

advising on over £12bn of de-risking transactions for
insurers, pension scheme trustees and employer
sponsors and over £10bn of reinsurance transactions,
including facilitating transactions for small schemes
using our Pathway initiative with Aon

–

advising on longevity swaps worth over £15bn

Partner
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The DWP’s
consultation response
and final regulations
implementing the
CMA Order
As all those who have been involved in preparing and submitting a
scheme’s first compliance statements and certificates to the
Competition and Markets Authority by the 7 January 2021 deadline
will know, the CMA’s Investment Consultancy and Market
Investigation Order 2019 has not yet been sun-set for private sector
occupational pension schemes by regulations introduced by the
Department for Work and Pensions, meaning that the Order
continues to apply.
The DWP had originally intended to issue replacement
regulations coming into force in April 2020 but, due to the
demands on government time caused by the Brexit
negotiations and the Covid-19 pandemic, the DWP was
unable to do this and announced in September 2020 that
the consultation response and final regulations would not
be published until after the first quarter of 2021 at the
earliest. We covered the implications for schemes in the
Autumn edition of this newsletter.

On 26 January 2021, the DWP issued a further
announcement saying that it had been keeping the situation
under review and, due to additional prioritisation in the
response to Covid-19, there will now be a further delay in
the publication of the consultation response and final
regulations. According to the announcement, the DWP’s
revised expectation is that the response and regulations will
not be published “until the first half of 2022”.

Roadmap for
addressing
climate change
In our last edition of the Right Returns we provided an update on
Government proposals to introduce mandatory governance and
reporting standards on climate change for large schemes, in line with
the recommendations of the Task Force on Climate-related Financial
Disclosures (“TCFD”).
There have been further developments – both in the UK and
internationally – since then which reinforce pressures on UK pension
schemes to consider and address the impact of climate change on
their portfolios.
Greater clarity on mandatory climate
change governance and reporting
standards for pension schemes.
On 27 January, the Department for Work and Pensions
(“DWP”) provided a clearer picture of how pension scheme
trustees will identify, assess and manage climate
change risk.
These include:
– two sets of draft regulations, which the DWP proposes
to issue using new climate change risk powers under
the Pension Schemes Bill (once it receives
Royal Assent)

So it looks like we’ll be doing compliance statements and
certificates before Christmas again this year.

–

a consultation on these regulations, combined with a
policy consultation response to the DWP’s earlier
proposals released in August 2020

Simon Daniel

–

draft statutory guidance

Partner

The DWP has retained its original framework for schemes
to address climate change risk.

Trustees and sponsors can also turn to the newly re-issued
four part non-statutory guidance on “Aligning your Pension
Scheme with the TCFD Recommendations” issued by the
Pensions Climate Risk Industry Group (“PCRIG”), an
industry group including representatives from the DWP,
the Pensions Regulator (the “Regulator”) and other
pension representatives.
The DWP’s latest consultation will run until 10 March 2021
– less than two months. This suggests that few further
changes will be made to the proposed rules.
For further information, please see our Speedbrief:
Greater clarity on mandatory climate change governance
and reporting standards for pension schemes, which
provides a summary of the latest proposals and changes
made to those released last year. It also outlines the steps
that trustees and employers of pension schemes should
consider taking now to ensure they keep pace with
these reforms.

It proposes that:
– trustees will need to adopt governance systems and
prepare and publish a report on a publicly available
website in line with the recommendations of the TCFD.
–

4

the new rules will initially apply to trustees of larger
occupational pension schemes, authorised master trusts
and authorised schemes providing collective money
purchase benefits, with effect from October 2021
5
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Disclosures across
the UK economy

Lessons from
overseas

The Government has clarified how the TCFD standards will be
applied more widely across the UK economy. On 9 November 2020,
Rishi Sunak, the Chancellor of the Exchequer delivered a statement
on the UK’s position on green finance. This was supported by policy
papers published online by UK regulators and government
departments, including the DWP, the Regulator and the Financial
Conduct Authority: the UK joint regulator and government TCFD
Taskforce: Interim Report and Roadmap.

The Roadmap also signals that more specific disclosure requirements
may also be introduced, ideally in line with the development of
international standards, to provide consistency and comparability.
It highlights the UK’s role as co-president of the COP26 summit, the
UN Climate Change Conference to be held in Glasgow in November,
and the UK’s commitment to “leadership in increasing climate
ambition and upholding the Paris Agreement and the 2030 Agenda
for Sustainable Development as crucial frameworks for guiding the
recovery from the COVID-19 pandemic”.

The Chancellor announced the UK Government’s intention
to mandate climate disclosures by large companies and
financial institutions across the UK economy, by 2025. The
package of measures proposed include enhanced
supervisory expectations and mandatary disclosures for
seven categories of organisations, including occupational
and FCA-regulated pension schemes, life insurers, asset
managers and listed companies.
The disclosures aim to empower investors when making
investment decisions, to improve competition and
stimulate development of green financial products,
ultimately supporting a transition to a lower carbon
economy. They are also intended to build awareness of
climate-related risks and the management thereof.
Guidance on non-binding expectations may be issued by
the relevant regulators. (See our Speedbrief: New climate
change duties for pension scheme trustees, for more
information on the DWP’s draft non-statutory guidance for

pension scheme trustees on assessing, managing and
reporting climate-related risks in line with the
TCFD framework.)
The Chancellor announced further measures that go
beyond the TCFD regime, including:
–

implementing a new ‘green taxonomy’, aimed at
robustly classifying ‘green’ standards to help firms and
investors better understand the impact of their
investments on the environment

–

a commitment to the UK’s first Long-Term Asset Fund
within a year, to encourage UK pension funds to direct
more than half a trillion pounds of capital

–

a requirement for banks and insurers to include climate
risks as part of their capital adequacy stress testing

–

the UK issuing its first Sovereign Green Bond, the first
in a series of issuances to build a “green curve” to help
fund projects tackling climate change, infrastructure
and green jobs

This underscores the need for UK pension schemes to look
further afield and consider how global trends could affect
how they consider climate change when investing scheme
assets. The recent case of McVeigh v Retail Employees
Superannuation Trust (“Rest”) in Australia has attracted
global attention, demonstrating the potential exposure of
pension (and investment) funds to liability and reputational
damage, if they fail to take account of climate change risks
appropriately. The case was brought by a beneficiary of
Rest, an industry-wide superannuation scheme managing
assets of almost 60 billion AUD. The beneficiary claimed
that the trustee of the fund had failed to provide sufficient
information on the fund exposure to climate change, and
had breached statutory duties to act with reasonable care
and skill in managing scheme investments.
The case was settled before it reached court – so does not
provide any judicial insights on these issues. However, as
part of the settlement, Rest announced plans to ensure that
investment managers take active steps to consider, measure
and manage financial risks posed by climate change and
other relevant environmental, social and governance risks
– many of which build on the adoption of the TCFD
framework as proposed in the UK Government’s roadmap.
These include initiatives to:

–

actively consider all climate change related
shareholder resolutions of investee companies and
otherwise continue to engage with investee
companies and industry associations to promote
business plans and government policies to be effective
and reflect the climate goals of the Paris Agreement

–

conduct due diligence and monitoring of investment
managers and their approach to climate risk

–

continue to develop its management processes and
implementing changes to its climate change policy
and internal risk framework, which apply to all of the
fund’s investments, to reflect the above; and

–

seek to require that its investment managers and
advisers comply with the above

Trustees of UK pension schemes should take note and
evaluate whether they are managing the risks and
opportunities that climate change poses to their scheme.
They should expect more scrutiny from their own
beneficiaries, the Regulator and the DWP on these issues
over the months and years ahead.

implement a long-term objective to achieve a net zero
carbon footprint for the fund by 2050

For more information, you may be interested in:
–

our new Climate Resilience hub

–

measure, monitoring and reporting outcomes on its
climate related progress and actions in line with the
recommendations of the TCFD

–

‘A new chapter: UK’s roadmap for ESG funds
clarified’, 10 November 2020

–

encourage its investee companies to disclose in line
with the TCFD recommendations

Harriet Sayer

–

publicly disclose the fund’s portfolio holdings

Principal Associate

–

enhance its consideration of climate change risks
when setting its investment strategy and asset
allocation positions, including by undertaking scenario

Marco Carossa

–

6

analysis in respect of at least two climate change
scenarios (including one scenario consistent with a
lower-carbon economy well below 2oC this century)

Associate
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FCA Consultation
CP20-15 Liquidity
Mismatch in
Authorised
Open-ended
Property Funds
Amongst the widespread economic impact of the pandemic has
been the disruption that has been caused to the functioning of
investment funds with exposure to inherently illiquid assets
such as property.
Dealing in the shares or units of many of these funds has been
suspended at some point over the last 12 months as government
lockdown and social distancing measures have made the process of
valuing the underlying assets more difficult and the effect of those
measures on the economy has caused demand to fall and the
execution of transactions to slow.

The right returns
Our pensions investment newsletter

Guidance from the
Pensions Regulator
The first is the action which the Pensions Regulator has taken to
update its Covid-19 guidance to trustees on DC scheme
management and investment. The updated guidance deals with the
difficulty such trustees face in paying CETVs in respect of members
who are transferring out in circumstances where all or some of
their investments are held in a gated property fund.
The Regulator starts by emphasising that it has no power to
extend the statutory six-month timescale for processing a
CETV application and that DC scheme trustees should
give the same priority to CETV requests that involve
disinvestment from gated funds as they would to any
other CETV request.

It will be important for DC scheme trustees who find
themselves addressing this challenge to remember their
duty to report to the Regulator any significant failures to
pay transfer values within the statutory period and to
provide the Regulator with an explanation of the
circumstances and the steps taken towards compliance.

The Regulator then goes on to say that, if only part of the
investment is held in a gated fund, it might be reasonable
for the transferring scheme to explore with the receiving
scheme whether the redemption proceeds from the gated
fund could follow once the fund has re-opened. This
would however involve making only a partial transfer
payment as an interim measure.

It is also worth trustees noting the Regulator’s pre-existing
statements within its Covid-19 guidance for trustees who
are concerned about the risk of creating an accidental
default arrangement when directing member contributions
away from a suspended fund and then back into it once
the suspension is over. The Spring 2020 edition of this
newsletter looked at the considerations for trustees in
this position.

An alternative option, which the Regulator does not
mention in its updated guidance, may be for DC trustees to
use a residual cash pool within the scheme (such as the
float that is created when employer contributions are left
behind in the event a member with unvested benefits takes
a contribution refund) to temporarily finance the full
transfer value. The redemption proceeds would then flow
into the pool once the fund’s gate is lifted.

For more information, you may be interested in:
The right returns
Our pensions investment newsletter
Spring 2020

This article looks at two steps which the Pensions Regulator and the
Financial Conduct Authority have taken recently in respect of such
liquidity issues.
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Consultation
from the FCA
The second regulatory initiative covered in this article is the FCA’s
consultation on measures to address liquidity mismatch in authorised
open-ended property funds.
This was an area on which the FCA had concentrated
attention before the pandemic. It had been prompted to
do so by the suspension of Neil Woodford’s flagship fund
in June 2019. This had given renewed urgency to calls for
the FCA to examine the so called “structural mismatch”
between many open-ended funds and the liquidity of the
assets in which they invest.
In returning to this matter last year, the FCA published
a consultation on measures to impose longer notice
periods and reduced dealing frequencies for redemption
requests from authorised open-ended property funds.
In doing so, the FCA also raised concerns about the large
cash balances many open-ended property funds hold
as a precautionary buffer to provide greater liquidity.
In the FCA’s view, this cure may be as damaging as
the disease, providing inadequate protection from the
underlying risk while adding an unwelcome drag on
investor returns. The FCA hopes that notice periods will
allow property funds to maintain leaner cash-asset ratios
going forward.

Under the FCA’s proposed new rules, investors in affected
funds would be expected to give notice ahead of any
withdrawal, the withdrawal request would be irrevocable,
no payment would be processed by the fund until the
end of the notice period, and the value of the withdrawal
would be based on the unit price following the end of the
notice period (not the point at which the investor made
the initial request). The FCA is proposing a notice period of
between 90 and 180 days and has invited comments from
respondents on this in particular.
The FCA’s proposed measures are aimed primarily at
non-UCITS retail schemes and so are likely to be of only
indirect interest to professional investors. Nevertheless,
it is still worth monitoring the developments in this area
as the structural mismatch issue is not confined to retail
funds. The consultation period ended in November and
the FCA’s response is awaited.

Simon Daniel
Partner

PLSA’s Final
Recommendations
on Decumulation
Pension freedoms radically changed policy and practice in respect
of the options available at retirement. PLSA research indicated that
nearly 3/4 of DC savers want help deciding how to access their
pension and demonstrated that most DC workplace savers know
they will have decisions to make, but are not confident in
making them.
The PLSA, in its ‘Call for Evidence’ (July 2020), published
proposals to support and enable pension schemes to
support members with the decisions they face at
retirement. The proposals received widespread support
from the industry and the PLSA is now calling on the
Government and regulators to introduce a new statutory
DC decumulation regulatory framework, forcing pension
schemes to help their members with decumulation
decisions. This would apply to both trust based and
contract based schemes and so to both trustees and
independent governance committees.
The PLSA has identified three key elements to support
members with these decisions, and proposes that guidance
to schemes and a set of minimum standards should be
prepared for each element.
The three areas are:
–

member engagement and communications

–

providing or signposting to decumulation
products; and

–

pension scheme governance processes relating to the
selection or design and delivery of these elements

The aim is to provide more support to savers who do not
currently engage with their options, and to support
freedom and choice for those members that do engage.
The proposals also aim to encourage providers to develop
products which assist with managing the risks. This will be
increasingly vital as the size of the DC market grows,
together with individual member dependence on DC.
For members, those risks include longevity, investment and
inflation risk, but also understanding information and
decision making risks and risks associated with purchasing
power. For schemes, those risks include litigation, financial,
reputational and operational risks.
What’s next?
The PLSA is calling on the Government and regulators to
legislate to ensure that the pension freedoms meet the
needs of members. The PLSA is calling on the pensions
industry to embrace and support the proposed framework.
The PLSA has committed itself to further work with the
industry, Government and regulators to develop and
support detailed guidance, mitigation for small schemes
and explore the potential for best standard practices. The
challenge will be getting the Government to implement the
framework and for the Pensions Regulator and FCA to work
together to develop the guidance.

Amanda Small
Principal Associate
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End of LIBOR update/roundup
following the
publication of
ISDA’s IBOR
Fallbacks Protocol

Update on Brexit
– no change
just yet?

The publication by the International Swaps and Derivatives
Association Inc. (“ISDA”) of the ISDA 2020 IBOR Fallbacks Protocol
(the “Protocol”) and Supplement 70 to the 200 ISDA Definitions
(the “Supplement”) is a significant milestone in the derivatives
market’s transition away from interbank offered rates (“IBORs”).

On 24 December 2020, the EU and UK entered into a last minute
Trade and Cooperation Agreement. There is little of direct relevance
to UK pensions, some points to note are as follows.

Pension schemes that use derivatives, sale and repurchase
and/or securities lending transactions which contain
references to certain IBORs (including LIBOR) should
consider whether they wish to use the Protocol to update
the terms of such transactions to include the IBOR
fallbacks set out in the Protocol. Where pension schemes
use investment managers and/or other agents to enter into
these types of transactions on their behalf we would expect
these service providers to be liaising with you about
adherence to the Protocol. If they are not, we recommend
contacting your relevant service providers to ensure that
they are addressing IBOR fallbacks in a manner that is
suitable to the transactions they have entered into on
your behalf.

12
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If you maintain your own trading documents (e.g. ISDA
Master Agreements), we recommend that you consider
whether you need to adhere to the Protocol directly.
Please see the following link for our briefing on the
Protocol and Supplement: https://bit.ly/38zElJH
We are advising many clients on all aspects of adherence to
the Protocol and transitioning away from IBORs more
generally. We would be happy to assist with any queries
you might have in this regard.

Jamie Dunlop
Principal Associate

GDPR

EU members

Although the trade deal did not include an adequacy
determination in relation to the transfer of personal data, it
has established a four months grace period (which may be
extended to six months) from 1 January during which the
UK will not be considered a third country for the purposes
of GDPR. This will allow the continued free flow of data
from the EU to the UK, and from the UK to the EU. The
European Commission’s adequacy assessment in relation
to data protection will continue during the four to six
months grace period.

The PPF has confirmed that EU members of UK Schemes
will continue to be paid. Some UK Banks are still suggesting
the EU members cannot hold UK Bank Accounts so the
mechanics of paying EU members may still be an issue for
some schemes.

Financial Services
There is a joint declaration to the effect the EU and UK
agree to establish structured regulatory co-operation “with
the aim of establishing a durable and stable relationship
between autonomous jurisdictions. Based on a shared
commitment to preserve financial stability, market integrity,
and the protection of investors and consumers”. Currently,
there appears to be no agreement to continue to allow
access to European markets by granting additional
equivalence determinations.

Enforcement
Some non-exclusive jurisdiction clauses will no longer be
enforceable and will need to be considered on a case by
case basis. We are aware that the PPF is updating its
template contingent asset guidance but does not expect
schemes to update existing documentation.

Vanessa Wells
Legal Director

13

The right returns
Our pensions investment newsletter

The right returns
Our pensions investment newsletter

Response to the
consultation on
aligning RPI with CPIH
and its potential impact
on DB schemes
Background

The consultation

Impact on pension schemes

Many private sector defined benefit (“DB”) pension
schemes provide increases to pensions in payment and
deferred revaluation by reference to the retail prices index
(“RPI”). Many DB pension schemes also invest in RPI
linked assets as a way of hedging the inflation risk on their
liabilities. This is the case even for CPI-linked liabilities due
to the historic absence of CPI-linked gilts.

The Government and the UKSA issued a consultation in
March 2020. As the Chancellor’s consent is only required
due to the use of RPI in index linked gilts, the consultation
was limited to considering the impact of any change on
gilts (and it therefore didn’t consider all of the specific
pensions issues).

For schemes that currently uprate benefits by reference to
RPI, the alignment with CPIH is likely to reduce the growth
of members’ benefits and members are therefore likely to
receive lower benefits as a result of the change. This will
reduce the value of scheme liabilities that are currently
increased by reference to RPI.

Following the consultation, the Chancellor confirmed
that he is unable to provide consent to the introduction
of the alignment before 2030. This means that the RPI
methodology can be aligned with CPIH no earlier than
2030. After 2030 it will be a matter for the UKSA (not the
Government) to determine how RPI is calculated, and it
is expected that the UKSA will want to proceed with the
alignment from February 2030 because it believes RPI
is defective. The consultation response also confirmed
that no compensation will be payable to holders of index
linked gilts: “The contractual terms of all index linked gilts
state that the RPI should be used to determine the index
ratio, which is used to calculate interest and redemption
payments. There is no change to this flowing from the
implementation of the [UK Statistics] Authority’s reform”.

However, that does not necessarily mean that it will
be good news for funding levels. Schemes that invest
in RPI linked assets will see a reduction in the value of
their assets when the alignment takes place. This will
be a particular concern for schemes that currently use
RPI linked assets to hedge against CPI linked liabilities.
Schemes in this position will see a reduction in the value
of their assets, but the value of their liabilities will remain
the same. Therefore, for schemes that have hedged in this
way, the alignment with CPIH will have a negative impact
on funding levels. Actuarial estimates have shown
the potential negative impact to be material for
many schemes.

In March 2019, the UK Statistics Authority (“UKSA”) made
a recommendation to address the statistical shortcomings
of RPI by aligning it with the Consumer Prices Index
including owner occupiers’ housing costs (“CPIH”) in the
short term. This would be done by introducing CPIH’s
methods and data sources into RPI. CPIH is typically
around 1ppt per annum lower than RPI.
Generally, measures of inflation in the UK are determined
by the UKSA. However, due to the role that RPI plays
in index linked gilts, changes to RPI can, in certain
circumstances, require the consent of the Chancellor.
The requirement for consent will fall away in 2030, when
the final specific index linked gilt matures.

Recommendation
The change to RPI will be a significant issue for some
pension schemes (and their sponsors) and we recommend
that trustees and sponsors liaise with their investment
advisers to understand the extent to which their scheme
will be affected by this issue, and whether there is
anything that can be done now to mitigate the potential
adverse impact.

Simon Daniel
Partner

Lauren O’Connor
Principal Associate
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The Investment
Association’s comments
on the impact of
their Principles for
Remuneration for 2021
on pension payments to
executives

Alternative end
game options
As the UK continues to move away from Defined Benefit (DB) as its
choice of retirement benefit provision, private sector DB pension
schemes have been closing, maturing, and/or becoming cash-flow
negative (i.e. trustees are paying out more in benefits to their
pensioners than they receive in contributions from active members
and the employer sponsor) at an increasing rate.
As a result, more trustees are focusing on their ‘end-game’ – i.e. how
they can secure benefits to members and reduce their dependency
on the employer sponsor. The pensions investment and insurance
market has responded by offering trustees a greater array of options
to meet this need.

The Investment Association (“IA”) recently published its annual letter
to Remuneration Committee Chairs and its updated Principles of
Remuneration for 2021 (the “Principles”), setting out its latest
position on pension contribution rates for both new and incumbent
directors. The Principles are primarily targeted at companies with a
main market listing but are also relevant to companies listed on other
public markets, such as AIM, and to other entities.
In summary:

For incumbent directors

For new directors (or any director moving to a new post)

–

pension contributions must be aligned with the rate
payable in respect of the majority of the workforce by
the end of 2022; and

–

if there is no credible plan in place to achieve this, the
level of contributions deemed acceptable by the IA will
drop from 25% to 15%

–

pension contributions must be aligned with the
rate payable in respect of the majority of the
workforce; and

–

new remuneration policies must explicitly state that
any new executive director’s pension contributions will
be set in line with the majority of the workforce

Tom Meyrick
Senior Associate
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Regulator
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Setting goals and
considering options

The Pensions Regulator (the “Regulator”) has made it clear that it
considers that trustees need to take a long-term view when
managing their funding and investment strategies..
In its first consultation on a new funding code for DB
schemes, the Regulator identified a number of overarching
principles which reinforce this approach.

The Regulator’s guidance has increased the need for
trustees to consider their long term goals for the scheme,
taking into account factors such as:

These include:

–

the scheme’s profile and maturity

–

the security of member’s benefits, taking into account:

–

–

–

–

Long term objective (“LTO”): Mature schemes should
have a low level of dependency on the employer and
be resilient to risk.
Journey plans and technical provisions: Trustees
should have a journey plan to achieve their LTO and
should aim for investment risk to decrease as the
scheme matures and reaches low dependency.
Technical provisions should have a clear and explicit
link to the LTO.
Investment: Investment strategy and asset allocation
should be broadly aligned with the scheme’s funding
strategy. The Regulator expects the asset allocation in
a mature scheme to have high resilience to risk, a high
level of liquidity and a high average credit quality.
Employer covenant: Schemes with stronger employer
covenants can take more risk and assume higher
returns, but trustees should assume a reducing level of
reliance on the covenant over time.

On 14 January 2021, the Regulator announced that it
intends to publish its second consultation in the second
half of 2021.

–

the employer covenant (i.e. the financial ability and
legal obligations of the employer to fund
the scheme)

–

funding level

–
–

investment strategy
the broader strategy, pressures on and interests of the
employer group (which may provide incentives for, or
constraints on, the employer’s support for certain
options, e.g. by providing additional funding)

Considering a wider range of options can help trustees set
a more achievable strategy and equip them to transact
quickly as opportunities emerge.
It is important for trustees (and their advisers) to consider
how these investment options fit with the Regulator’s
guidance on superfunds – e.g. considering how such
investments would affect the scheme’s position if the
employer became insolvent. Detail on the requirements set
out in the Regulator’s interim guidance can be found in
this speedbrief.

For further detail on the Regulator’s proposals see our
Speedbrief: Consultation on the Pensions Regulator’s
new DB Funding Code - What you need to know.
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Ongoing innovation in
end-game options
In the Right Returns (Autumn 2019), we provided an
overview of various options available for consolidation –
comparing three types of strategy which:

–

–

combine the governance, administration and advisors
– e.g. scheme mergers, transfers to DB master trusts;

–

–

streamline asset management – e.g. asset pooling,
fiduciary management, non-insured liability driven
investment, and insurance solutions (such as buy-ins
and buy-outs); and

–

Here we provide further detail on some alternative
de-risking solutions which are now available to trustees.
Insured Self-Sufficiency (ISS)
ISS is a combined investment and insurance product
offered by Legal & General. Scheme assets are managed by
Legal & General Investment Management, targeting
pre-agreed objectives, and any funding shortfalls (arising
for example as a result of investment underperformance,
or of members living longer than expected), are protected
by a capital reserve.
Trustees pay a series of premiums, contingent on
investment performance. If investment gains meet or
exceed expectations, capped premiums are payable. If
investments underperform, the premiums will be reduced.
ISS can be used as a precursor to full de-risking via a bulk
annuity transaction, or as a self-sufficiency solution in and
of itself for schemes intending to run-off.
Key advantages
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–

mitigation of both longevity and asset risk to which the
scheme would otherwise be exposed

–

the available capital buffer, calculated in a similar way to
that of Legal & General’s insurance business and
designed to protect against all but a 1-in-200 year failure

flexibility for schemes looking to de-risk fully, and
those intending to continue operating independently
on a self-sufficient basis

Key advantages:
–

–

Key considerations
–

replace the employer covenant – e.g. transfers to
commercial consolidators, or buy-outs

In our last edition of the Right Returns we provided an
update on interim guidance from the Pensions Regulator
(the “Regulator”) on DB superfunds.

lower cost: On its website, Legal & General estimates
that the cost of ISS is approximately 10-15% cheaper
than the typical cost of buying-out the same liabilities

–

The insurance protection offered by the capital reserve
is capped, so the extent of de-risking is not as
comprehensive as with a buy-in or buy-out (though
this is reflected in the lower price).

The first capital-backed journey plan transacted in April last
year, was led by Aspinall Capital Partners on behalf of
Portunes Capital Ltd. The product offers a stepping-stone
to buy-out for schemes not yet sufficiently funded to
insure all their liabilities.
Under this model, scheme assets are invested to target
buy-out within a set timeframe, with capital provided by a
third-party investor bolstering the existing employer
covenant and providing mitigation for downside risk.
Similar to a DB consolidator, the aim of this option is to
transfer the risk of investment underperformance to the
investor, which will also benefit from gains exceeding the
required target.
For trustees, much on the practical side will remain
unchanged, with their obligations largely being unaffected
by entry into the structure – this is an investment solution
targeted at removing asset risk rather than a risk transfer
exercise. From a cashflow perspective, the funds required
to meet benefit payments will be drawn directly from the
investment structure.

From the perspective of trustees, the capital buffer
provided by the investor provides additional security
for members’ benefits, but without severing the link
with the sponsor.

L&G states on its website that an APP can also be suitable
for pensioner members, but the potential cost saving is
likely to be less significant.
The policy is held by trustees as a scheme asset, and can be
used as a stepping stone to buy-out as longevity risk cover
can be added by converting the APP in whole or in part to a
buy-in.
Key advantages:
–

An assured payment policy should be cheaper than a
bulk annuity policy, particularly in respect of deferred
members. The cost of adding longevity risk protection
to the APP as part of a conversion, is likely to decrease
over time as members get older and retire.

–

This solution offers a clear path to more complete
de-risking, having been designed specifically to be
capable of conversion to buy-out.

–

Legal & General as the product provider is subject to
the extensive regulatory regime applicable to insurers,
which includes specific capital reserving requirements.

Key considerations:
–

The sponsor link is maintained, so ISS is an
enhancement to employer covenant rather than a
complete risk transfer option. For sponsors looking for
a comprehensive transfer of risk associated with their
pension scheme, ISS does not offer the immediate
solution – though it may smooth the path to a
subsequent bulk annuity transaction.

Capital-backed journey plans

This product aims to provide greater cost certainty for
scheme sponsors by using investment returns rather
than additional contributions to bridge the gap to
buy-out.

–

A capital-backed journey plan is intended to remove
much of the asset risk to which schemes are otherwise
exposed, however trustees and sponsors should bear
in mind that this is exchanged for potentially greater
counterparty default risk. Third party capital backers
are not currently subject to the same requirements as
insurers, so careful consideration of the quantum of
the capital buffer provided and alternative contractual
protections for trustees will be required.
Although the transaction which completed last year did
not require clearance, the Regulator is considering the
new business model of capital-backed journey plan
solutions and has stated its intention to publish
guidance on this area. It is therefore possible that future
transactions may require clearance, as is currently the
case for transactions with DB consolidator vehicles.

Assured Payment Policy
Assured Payment Policy (“APP”) is a product offered by
Legal & General aimed at mitigating the investment and
inflation risks to which pension schemes are exposed. An
APP provides a regular source of income in the form of
pre-agreed payments (which can be fixed or index-linked),
paid for by a single up-front premium.
There are some similarities to bulk annuity policies, but the
key difference is that an APP does not cover longevity risk,
so the payments received by the scheme will not vary to
reflect changes in member longevity. This results in a price
reduction compared to a full bulk annuity, estimated by
Legal & General on its website to be around 15-20% of the
typical cost of a bulk annuity policy for deferred members.

Key considerations:
–

An APP is not a full de-risking solution, and for
particularly well-funded schemes aiming at full risk
transfer in the near future, entry into an APP as a
stepping stone may not be appropriate.

–

While it is possible to convert an APP to a buy-in with
any insurer, in practice trustees may need to consider
as part of their decision making around APP, the
practicalities of using another insurer for a buy-in in
the long term having put an APP in place and whether,
for example some of the advantages of the APP
may be lost if ultimately another insurer is used
for the buy-in.
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