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Trustees and companies have a real task on their hands. Pension scheme deficits, 
costs, and the seemingly endless scope for surprises are continuing to test 
their ability to effectively and efficiently deal with their pension schemes. As the 
government moves into two years of trade negotiations ahead of Brexit, we can 
expect more uncertainty for the country’s scheme sponsors. Ongoing market 
volatility linked to a range of global issues only further highlights the challenge. 
Liquidity is becoming a more serious concern for many schemes too, as the cash 
flows going out to pensioners exceed the returns coming in from assets.

However, the need to consider the issues in an integrated manner – for example, 
funding and investment strategy – is being recognised. The Pensions Regulator has 
put a greater focus on such integrated thinking and now expects an Integrated Risk 
Management (IRM) framework to feature in all its conversations with trustees. 

So, after a somewhat slow start, including IRM has become accepted practice for 
UK schemes, which is leading to positive action from trustees and their corporate 
sponsors. Most importantly, schemes are monitoring risk and taking steps to 
mitigate it.

While we are seeing real evidence of better integrated risk management, there is  
still some way to go before schemes can say that pension fund risk and costs are a 
non-issue.

This paper discusses five material steps that trustees and companies might want 
to consider. None of them are “new” or bound to provide magical results, but when 
combined into a joined-up plan which is supported by appropriate monitoring they 
may produce the significant strides required to reduce risk, improve costs and 
ultimately better position schemes for the challenges they need to manage now 
and into the future.

A JOINED-UP PLAN IS NECESSARY
Requirements of a 1, 3, and 5 year scheme

• Recognise the issues, opportunities, and threats.

• Combine different actions — the whole is greater than the sum of the parts.

• Monitor and review regularly.
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1 .  M E M B E R  O P T I O N S  ( P E N S I O N  I N C R E A S E 
E X C H A N G E ,  R E T I R E M E N T  F L E X I B I L I T Y ,  E T C . )

Over the past few years, member options have become a common way for pension 
schemes to help reduce risks while giving members additional choice over their final 
pension benefits. The offer would give a member the option to exchange all or some 
of their future benefits and lower the risk and cost to the scheme. This flexibility 
and the options provided may be considered more valuable by the member than 
the longer term pension benefits that they sacrifice. These options can also be 
particularly powerful for schemes contemplating a buyout at some point — it may be 
possible to provide an enhanced offer to members whilst reducing the ultimate cost 
of the buyout.

An offer that provides a clear and transparent option for members and arms them 
with the information they need to decide if it is right for them may result in a win-win 
for members and the scheme. This approach is also in line with the pension freedoms 
arising from the government’s budget in 2014, giving defined contribution (DC) 
members (and defined benefit [DB] members who transfer their pension to a DC 
scheme) much more freedom in terms of how they chose to take their pension  
at retirement.

The Code of Good Practice for incentive exercises, which was produced by an 
industry working party in conjunction with the Department for Work and Pensions, 
has helped provide a clearer framework for how these kinds of exercises should be 
completed. This has enabled both companies and trustees to have more confidence 
that performing member option exercises may be a reasonable thing to do.

Typically these exercises are initiated by companies, but we are also now seeing 
a number of trustees instigate these too — particularly those related to giving 
members much more clarity and flexibility about their retirement choices. Member 
options can improve the efficiency of a scheme’s wider de-risking plan, reducing the 
time taken to achieve the scheme’s longer-term objectives and reducing the risk of 
not achieving the objective. 
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S C E N A R I O S C O N T R I B U T I O N S R I S K

Better than planned Were too much Could have had less

According to plan Well judged Well judged

Poor Were too little Should have had less

The contribution and risk package mostly wrong!

Alternative security creates the bridge between 
member security and flexible contribution policy.
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2 .  A LT E R N AT I V E  S E C U R I T Y  ( E S C R O W S ,  S P E C I A L 
P U R P O S E  V E H I C L E S ,  R E S E R V O I R  T R U S T S ,  E T C . )

There is tremendous uncertainty in the development of a pension scheme’s future 
financial position — and therefore, costs and member security. The traditional tools 
used to manage this uncertainty are investment strategies and additional company 
contributions. A key stumbling block to building member security is ensuring trustees 
and sponsors avoid taking inappropriate risks (especially in the face of significant 
market opportunities/threats). Additionally the desire to build material prudence into 
funding bases may not be the most efficient use of available resources.

TRADITIONAL SOLUTIONS FREQUENTLY INEFFICIENT

Fundamentally, if future performance doesn’t run to plan, then the investment risk 
level and size of contributions may well have been wrong. There must be a better 
way to reduce this inefficiency while still meeting the required security for member 
benefits. Sponsors may argue that the trustees must place greater reliance on their 
covenant but this is frequently an unrealistic request, particularly given the long-
term nature of pension funds and uncertain business conditions. 

An important and under-utilised tool to reduce these stresses is to introduce 
alternative security mechanisms (for example, escrows, special purpose vehicles, 
reservoir trusts, etc). These vehicles can be seen as slightly complex to set up; 
however, for a large number of schemes, the benefits are very compelling. These 
benefits include:

A.    With yields historically very low and equity markets at times depressed, some 
hold a strong opinion that conditions will improve significantly in the coming 
years. Providing alternative security offers greater flexibility for lower-deficit 
contributions directly to the pension scheme, to recognise some of this potential 
good news to come. 

B.    Investment strategies frequently incorporate excess risk with the hope of 
achieving a very high level of assets within the pension scheme, even if really 
poor outcomes may materialise as a result along the way. For the majority of 
outcomes the strategy may therefore be suboptimal. With an alternative security 
arrangement, there is effectively more “insurance” for members, and the investment 
strategy can be more focused on efficient and dynamic strategies, based on likely 
outcomes and threats.
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3 .  L O N G E V I T Y  H E D G I N G

Considerable strides have been made in managing equity, interest rate, and 
inflation risk in recent years. Only a few pension schemes, however, have done 
anything to manage their other big risk — longevity. This is surprising, given the very 
unpredictable nature of this risk and because longevity hedging is now feasible 
for small to medium-sized schemes as well. A key additional attraction to longevity 
hedging at the moment is that other sources of de-risking may be less appealing 
to some. That is, with an overall desire to contain risk, doing yet more interest rate 
hedging, for example, may not arguably be attractive (given that yields have fallen 
even further over the past 12 months). Longevity hedging can significantly help, 
especially because providers are competing to deliver better pricing.

From a funding perspective, longevity hedging is likely to have a more prudent cost 
than allowed for in the technical provisions. However, given that a significant risk 
would be removed, discussion is warranted about trimming prudence margins in 
other valuation components to keep the overall funding cost unchanged. A de-risking 
journey plan, for example, can also be reshaped slightly to allow for the longevity 
hedge cost, thereby creating a more balanced risk exposure programme.

The question to ask is often not whether longevity should be hedged, but when, 
given that holding on to the risk indefinitely is mostly viewed as unattractive. Not 
hedging in the near future would therefore point towards an expectation that hedge 
pricing is likely to improve. Our challenge would be that such an improvement is far 
from clear, considering limited current market capacity and an increasing demand 
for longevity hedging.
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4 .  B U Y - I N / O U T

Despite continued low yields, an insured buy-in (essentially, an investment held by 
trustees to lock down investment, inflation, longevity, and demographic risks for the 
insured individuals) and a buyout (externalising the legal and economic risks relating 
to the pension obligations, possibly combined with winding-up the scheme) continue 
to be increasingly popular for UK pension scheme trustees and sponsors. Record 
volumes of pension scheme liabilities were transferred to insurers in recent years.
For some schemes, a buy-in or buyout may at first appear to be a medium to long-
term aspiration. However, with robust management information and a realistic and 
well thought out strategy, a buy-in/out may be much closer than many trustees and 
sponsors thought feasible. It is possible to transform a scheme’s finances through a 
combination of well-established techniques.

Desktop solvency estimates can sometimes overstate the actual cost of a bulk 
annuity and it is clear that there is no firm consensus among insurers on the price 
to charge now to take on responsibility for future benefit payments (for example, it 
is not uncommon to have a spread of 10% between the least and most competitive 
insurer prices as part of a broking exercise). It follows that the cost of a buy-in/out 
is likely to differ from desktop estimates. So there could be a significant impact on 
the scheme’s buy-in/out deficit and on the strategy for the scheme’s future. For 
example, consider a £1 billion asset scheme with a desktop estimate for the buyout 
deficit of £100 million. In reality, an insurer might ultimately price a buyout for the 
scheme at £1,060 million. This means that, almost overnight, the expected deficit has 
reduced from £100 million to £60 million — a reduction of 40%. The desired outcome 
of being able to fully buyout with an insurer suddenly becomes a viable option.

In addition, it is feasible — and increasingly common — for pension scheme trustees 
and sponsors to proceed with a buy-in/out in parallel with, or shortly after, a 
programme of member option exercises. An integrated programme, coupled with 
robust negotiations with insurers, could fundamentally transform a scheme’s 
finances, unlocking the door to a better outcome for everyone: the trustees, the 
sponsor and of course, the scheme members.
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5 .  C A S H F L O W - D R I V E N  F I N A N C I N G

This may be an ideal solution for trustees and sponsors of DB pension funds planning 
for a stable long-term de-risked portfolio. Around 50% of UK DB pension schemes 
surveyed in Mercer’s recent European Asset Allocation Survey are cashflow-
negative. In the current market environment, and for the foreseeable future, gilt 
yields are likely to remain low, with global demand far exceeding supply for those 
safe-haven assets. Buyout is also an unaffordable goal for many. The solution could 
be to invest significantly in cashflow generating assets, resulting in lower risk overall 
and a suitable alternative de-risking strategy to buyout.  

A cashflow-driven approach enables schemes to transition to a stable long-term 
strategy without the typical increased contributions and material risk associated  
with overly conservative targets. It involves investing in assets that generate cash 
flows that seek to match a large proportion of the projected benefit payments  
while potentially hedging the residual interest rate, inflation, and longevity risks,  
as appropriate. 

From a funding perspective, a cashflow-driven approach could support the same 
level of funding as the average UK pension scheme but without the need to be over-
reliant on gilts. In particular, this strategy can lead to low volatility — in funding levels 
and companies’ accounting disclosures. Therefore, any deficits would not be volatile 
under most economic scenarios, albeit with some continued reliance on the sponsor 
covenant to cover the small remaining risks.

The concepts established with respect to cashflow-driven financing can be adapted 
to many pension scheme situations. The approach can be a benefit to both sponsors 
(who require cost certainty and stability) and trustees (who want to ensure that 
members’ benefits are paid as they fall due).  

Other DB risk management solutions, including longevity and rate hedging, liability 
management, and fiduciary management, can also be built in to this strategy — making 
it even more effective in the long term.
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A  N O T E  O N  E X E C U T I O N 

Trustees and companies frequently find it difficult to set aside sufficient time to 
consider the key tasks they should be tackling, and in what sequence or combination. 
Delegating some of the more time-consuming regular tasks (for example, getting 
a fiduciary manager to perform investment manager selection) may create the 
necessary space needed to tackle other important strategic issues. Having a robust 
governance and execution structure, with quick responses to opportunities and 
threats, is a fundamental step towards improving risk and cost management.

As outlined earlier, linked together, these approaches may help schemes materially 
address the financial risks we have all seen so clearly in recent years. Low yields 
and high market volatility present challenges, but a robust plan can bring valuable 
opportunities to reduce risk at an acceptable cost.

The Brexit challenge is another risk to be considered as part of wider IRM 
considerations, which in many cases are already central to a pension scheme’s risk 
management and financing processes. But if such a framework is not already in place, 
now is the time to include this process.

A R E  Y O U  A  T R U S T E E ?

The ultimate goal for any trustee is to pay members in time and in full. With 
so many challenges in meeting this objective, opportunities to manage risk 

effectively cannot be missed. Looking at risks in isolation can be an inefficient use 
of already scarce resources. Integrated risk management allows trustees to work 

more effectively with their sponsor to address a wide range of risks. Implementing 
several solutions in combination can reduce drain on time and cost. It might also 

make previously unattainable options – such as buyout – more affordable.

A R E  Y O U  A  S P O N S O R ?

Supporting a defined benefit pension fund has become increasingly  
challenging for employers. Working with trustees to resolve some of the  

risks more efficiently can make the scheme more affordable and alleviate the 
pressures on the business.

As well as easing cost demands on the company finances, an efficiently funded 
pension scheme improves a sponsor’s attractiveness to shareholders. Both 

employees and the business will appreciate solutions that limit cash contributions 
while providing ongoing security for the scheme members. Successful companies 

already apply the principles of integrated risk management to their business 
and extending this to the pension scheme can improve scheme funding and, 

ultimately, limit the demands on the business.
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H O W  M E R C E R  C A N  H E L P

Mercer is a leader in DB risk consultancy, advisory and fiduciary management, 
assisting trustees, pension managers and sponsors. We provide our clients with an 
holistic approach to pension risk management that aligns strategy with the scheme’s 
overall funding status and goals and is in line with the Integrated Risk Management 
framework. Our team of DB strategists, actuaries and investment advisors have the 
expertise and experience to create customised and innovative DB solutions for your 
scheme that make use of all available levers to best manage and mitigate risk.

If you would like to find out more please contact us on  
pension-insights@mercer.com or +44 (0) 20 7178 5640.

mailto:pension-insights%40mercer.com%20?subject=Opportunities%20to%20manage%20risk%20enquiry


For further information, please contact your 
local Mercer office or visit our website at:
www.uk.mercer.com
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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 contain regulated investment advice in respect 
of actions you should take. No investment decision should be 
made based on this information without obtaining prior specific, 
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