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Over the last five years, it is estimated that companies have contributed 
£75 billion to UK pension plans.

Despite these contributions, funding levels and the security afforded to 
members have remained largely unchanged.

A better return on investment is available should companies take 
proactive action in what for many will have been an underperforming  
part of the business.

I N T R O D U C T I O N

In an era of austerity and careful expense management, the way in which companies 
use their cash gets significant scrutiny. It is interesting, therefore, to observe 
that, despite an estimated £15 billion per annum1  having been paid into UK pension 
schemes, the size of pension scheme deficits has increased by £34 billion (or by 
50%) over the last five years.

Mercer analysis (see Figure 1) shows a deficit in the pension schemes of FTSE 350 
companies of £64 billion at the end of 2010, corresponding to a funding level (ratio 
of the value of the scheme assets to the value of the scheme liabilities) of 88%. At 
the end of May 2016, the deficit was £98 billion, with a corresponding funding level 
of 87%. This analysis takes the information disclosed by FTSE 350 companies in 
their annual accounts as the relevant measure.
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1  In its 2015 Annual Statement, the Pensions Regulator estimated that £44 billion of contributions had been paid into 
pension schemes over three years.



“ Despite many billions of pounds being paid 
into UK defined benefit pension schemes, 
deficits remain stubbornly high. To put this 
into context, since 2010, companies have 
contributed an estimated £75 billion of cash 
(almost 5% of the value of the liabilities) 
but in that time we have seen no material 
improvement in funding levels.”
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According to Adrian Hartshorn, senior partner at Mercer and leader of the UK 
Financial Strategy Group, “Despite many billions of pounds being paid into UK 
defined benefit pension schemes, deficits remain stubbornly high. To put this into 
context, since 2010, companies have contributed an estimated £75 billion of cash 
(almost 5% of the value of the liabilities) but in that time we have seen no material 
improvement in funding levels.”

Although the deficit and cash contribution requirement is typically only reassessed 
every three years when the pension scheme trustees undertake an actuarial 
valuation, the persistently high deficit figures continue to pose a material threat to 
company cashflow. Additionally, pension liabilities have grown significantly in recent 
times. Since the end of 2010, the market capitalisation of FTSE 350 companies 
has increased by 10%, whereas the value of the defined benefit pension scheme 
liabilities for the same companies has increased by 44%. Consequently, pension 
scheme liabilities now represent 40% of the market capitalisation of FTSE 350 
companies compared to 30% at the end of 2010 (Figure 2). This demonstrates the 
way in which the finances of pension schemes have grown in importance in relation 
to the overall size of UK companies.
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L O O K I N G  F O R W A R D

The reasons deficits have remained stubbornly high are well documented. The 
increase in the value of assets held by pension schemes has not kept pace with the 
rising cost of providing pension benefits caused by persistently low (and falling) 
interest rates. Contributions paid by companies are therefore simply being used 
to fill an ever-increasing gap between the value of the assets and the value of the 
liabilities. Add to this the impact of people living longer and a range of other costs 
and it is easy to see how contributions are swallowed up.

A key question for many companies is whether the current position of their 
pension scheme is a temporary feature, given low interest rates and an uncertain 
economic environment, or a more permanent position. Longer-term data suggests 
experience over the last five years is consistent with the long-term trend. Higher 
levels of contributions have been paid to pension schemes for more than 15 years — 
ever since the disappearance of pension scheme surpluses around the turn of the 
millennium — and, during this period, deficits have opened up and have become a 
permanent feature.

For the current position to correct itself would require some combination of events 
to come together:

• Interest rates would need to rise more quickly than markets are expecting.

• Equity markets and other growth asset classes would need to perform strongly 
over a prolonged period of time.

• Life expectancy improvements observed over the last 20 years would need to 
slow down.

The calculation of liability values included in the earlier figures already anticipates 
some of these events. If there is a failure of one or more of these items to 
materialise, then, looking forward, pension scheme deficits (and the cash 
contributions required to fund them) could easily get worse rather than better.



P R O A C T I V E LY  D E A L I N G  W I T H  T H E 
C H A L L E N G E

It is also understandable why shareholders may want to pay more attention to 
the pension debt. Although pension scheme liabilities appear on the corporate 
balance sheet as debt, they are actually more complex (and risky) than other forms 
of corporate debt. This is because the terms for repaying the debt are sensitive 
to a wide range of factors, such as inflation, longevity and changes in legislation. 
They can also be affected by decisions taken by the pension scheme trustees, 
themselves advised by independent advisers whose primary responsibility is to the 
scheme beneficiaries. Perhaps for this reason, many companies underestimate the 
impact that adopting a proactive stance can have on managing what is ultimately a 
corporate debt and a corporate risk. With proactive management, it is possible to 
reduce the debt servicing cost, and potentially restructure the debt.

“Pension schemes are an important piece of a company’s financing structure. 
Companies typically focus on underperforming parts of their business and seek 
efficiency improvements. In the context of a pension scheme, this will involve 
setting a strategy and taking proactive action. For example, it is possible, in certain 
circumstances, to restructure the payments made to members. Our experience 
shows that there is an increasing market appetite to take action to reduce pension 
scheme risks and the size of liabilities that sit on pension scheme balance sheets,” 
said Adrian Hartshorn.

By being proactive and having a clear strategy, it is possible to make sure the cash 
contributions being paid to pension schemes deliver a permanent improvement 
in the funding position rather than just filling an ever-expanding hole. Companies 
are taking a range of actions to address this increasing drain on cash and the 
associated risk. These actions fall under five broad headings:

• Insuring (or hedging) the risk. This involves choosing assets that change in value 
in a similar way to the liabilities; for example, through liability driven investment 
products, or insuring the risk of people living longer through a longevity swap. 
When deciding whether or not to hedge a risk, a key consideration for the 
company is its level of conviction that future experience will be better or worse 
than the market expectation. Any form of risk hedging will retain the liabilities on 
the balance sheet but result in having a more stable or predictable deficit that 
can be paid off with greater certainty over a known period.

• Cashflow driven investing. A variant on liability driven investing, cashflow driven 
investing involves the selection of an asset portfolio that produces cash when 
the trustees need it to pay benefits. Cashflow driven investing can often be 
achieved without any adverse impact on the level of cash contributions already 
committed by the company to the scheme. As a result, investing in a low-risk 
portfolio not only reduces overall risk but also results in increased deficit and 
contribution stability.
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• Risk transfer. Some corporates have elected to transfer risk off the balance 
sheet; for example, through the purchase of a bulk annuity policy with an 
insurance company. This is mainly funded from the pension scheme assets but 
often requires an additional cash payment from the sponsor, given that the 
pension scheme assets will generally be insufficient to cover the insurance 
premium. Once completed, a full risk transfer fully removes the deficit and all 
future contribution requirements.

• Member options. Other options for risk transfer include offering members a 
choice to take a lump sum out of the scheme to another pension arrangement 
(enhanced transfer values) or offering retired members a choice to restructure 
their pension increases to better meet their income requirements (pension 
increase exchange exercises). These options might be beneficial for some 
members; for example, to take advantage of the new pension flexibilities 
introduced by the Government over the last few years. Taking advantage of 
member options is effectively restructuring the pension debt and allowing it 
to be financed more cash efficiently. The net effect is a smaller balance sheet 
liability, a reduced deficit and an ability to better finance it.

• Alternative financing. An increasing number of corporates are also using 
additional external funding mechanisms to support the financial position of the 
pension scheme, including special purpose vehicles, surety bonds and parent 
company guarantees. Although these sources of funding do not by themselves 
reduce risk, they do provide longer-term support and security for members of 
pension schemes and leverage other balance sheet assets to better utilise the 
overall corporate balance sheet.

Often, corporates will use more than one solution to achieve a desired objective, 
or will combine a number of options over a period of time to complete a de-
risking journey. This approach can lead to very positive outcomes. The key is that 
companies are proactive in setting and implementing a strategy.

“Mercer has supported a wide range of clients in recent years. In some cases, 
incremental change is made over a number of years. In some cases, our clients are 
now fully protected against changes in interest rates or inflation expectations. 
Member choice is also proving to be very popular, with 40% to 50% of members 
typically engaging in member option exercises. In other cases, the work we have 
done has resulted in more meaningful step changes; for example, our lead role 
in all five buyout transactions over £1 billion that have been completed in the UK. 
Whatever the approach, this is an issue that companies cannot afford to ignore,” 
Adrian Hartshorn concluded.
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T O  F I N D  O U T  M O R E
For further information, please contact:

Adrian Hartshorn 
Head of UK Financial Strategy Group 
+44 (0) 20 7178 7261 
adrian.hartshorn@mercer.com

Andrew Simpson 
Principal, Financial Strategy Group 
+44 (0) 131 247 4564 
andrew.simpson@mercer.com

Matt Farraker 
Partner, Corporate Consulting 
+44 161 837 6655 
matt.farraker@mercer.com
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For further information, please contact your 
local Mercer office or visit our website at
www.uk.mercer.com.
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