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Editorial

Welcome to the June edition of Corporate Briefing.
Now the dust has settled on their victory in the May general election, it will be interesting to see
what, if any, further changes to the pensions system the Conservative Government will announce
in the emergency Budget in early July, particularly given the far-reaching and unprecedented
changes to defined contribution (DC) pensions already implemented in April 2015.
With this in mind, Lydia Rowson looks at the trends that have emerged so far in the six weeks after
the implementation of these changes on page 4. Luke Clancey then examines how the pensions
landscape might change with a new Pensions Minister in the hot seat on page 7.
On page 10, Pieter Steyn looks at pension scheme governance from an investment angle and
in particular investigates how schemes can increase their investment returns by bridging the
‘good-bad governance gap’. Investment markets continue to exhibit significant volatility with
historic low gilt yields, which is likely to be an area of significant concern for companies that are
entering into discussions around 2015 funding valuations. Bina Mistry and Edd Collins consider
how escrow accounts can be used during these negotiations to reach a conclusion that is
amenable to both trustees and companies on page 13.
For companies that are further progressed on their journey plan, but have yet to reach the
promised land of fully securing their benefits with an insurance company, Gemma Millington
explains (on page 17) how they can use partial buy-outs to manage risk and reduce the size
of their schemes.
As ever, we are very pleased to hear any feedback on this publication – please contact one of
us or your Towers Watson consultant.

Nick Kenny
Senior Consultant
+44 20 7170 2724
nick.kenny@towerswatson.com

Ben Knight
Senior Consultant
+44 20 7170 2185
ben.knight@towerswatson.com

Nicola MacKay
Senior Consultant
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Contents

Corporate Briefing
04

Emerging reality
on pension freedom
Lydia Rowson explores the
reality of the choices that
members are making in
this new pensions world

07

The new
Government –
where now for
pensions?
Luke Clancey reviews
the pension implications
of the new Conservative
Government

10

Effective pension
scheme governance
The good-bad governance
gap and its impact on
asset performance

17

13

Why a partial
buy-out might make
complete sense

Escrow accounts
and their use in
2015 valuation
discussions

Gemma Millington
considers how sponsors
can use partial buy-outs
to manage pensions risk

Bina Mistry and Edd Collins
explore how escrow accounts
could be used within a
valuation agreement

20

22
Events

Legislative timeline

Ian Aley and Shelly Beard
look at what is happening
in the bulk annuity and
longevity hedging markets

Summary of future
Towers Watson events

Forthcoming legislative
developments

Settlement Watch

23

Emerging reality on pension freedom
What can sponsors and trustees expect in the new
pensions world?
At the start of the tax year, the ‘freedom and choice’ changes
to pensions came into effect. In the year leading up to this
change, pension professionals and media commentators
speculated about the impact of what George Osborne called
“The most fundamental reforms to the way people access
their pension in almost a century”. Now we are in this brave
new pensions world, Lydia Rowson explores the reality of the
choices members are making and the implications of these
choices for plan sponsors and trustees.
Member experience so far
There have been lots of press reports on how
members might react to the new pensions freedom
and we are now starting to see actual experience
come through. The press coverage has certainly
achieved one thing – to wake people up to pensions!

Lydia Rowson
Senior Consultant

Call volumes are up by around 60% according
to Towers Watson’s administrators, although
members who do not seem to understand whether
the new flexibilities might apply to their situations

account for roughly a quarter of these. The most
common misperception concerns the ability to
‘cash out’ benefits. Many members have not
understood that the new flexibility relates to
defined contribution (DC) benefits only, that it
might not be available from their scheme and
that they need to be old enough to retire. Many
pensioners are also contacting administrators
hoping that they can cash in their pensions, not
realising that once a pension is in payment only
‘small’ benefits can be converted to a lump sum.

At a glance
•• Following much press coverage as to how members might react to
pensions freedom, we are now starting to see actual experience.
•• Member interest is high but many do not fully understand the new
flexibilities and more can be done to assist members.
•• Have sponsors and trustees taken all the actions needed?
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Emerging reality on pension freedom

Figure 01. Recent call experience
to Towers Watson administrators

However, roughly
Calls to
Towers Watson’s
administrators
are up by around

60%

one-quarter

of the recent
calls received
have been from
members who do
not understand the
new flexibilities

Towers Watson’s administrators report that the
number of requests for defined benefit (DB)
transfer quotations has increased massively when
measured like for like from 2014 – a 75% increase.
It is too early yet to know how many quotations will
proceed to transfer payments but this will likely
depend upon the willingness of members to pay
for financial advice and how financial advisers
advise members. Requests for DC transfer
quotations to our administrators are also up
by about a third since last year.

There has

been a

huge

increase

Figure 02. Increases in transfer value requests

in the number of
requests for defined
benefit (DB)
transfer quotes

up

Anecdotally, many members are using the cash
to pay off debt; others are paying for home
improvements, holidays and cars – perhaps not
quite the Lamborghinis that were touted but
something more modest! However, a significant
proportion are using their cash for things that we
might not have expected such as day-to-day living
expenses and to reinvest in alternative investments.

Member education and engagement
Clearly there is more that needs to be done to
educate members about pensions. With member
engagement currently high, now could be the best
time to act. Scheme sponsors and trustees might
want to think about their existing communications
strategy and how well it is working. We recently
carried out a survey of Towers Watson consultants,
asking them what their clients are doing in
response to pensions freedom. Where a decision
has been made, 90% have decided to revisit
their communications.
There is now an awful lot of information which
retiring members need to be given and there will
likely need to be some restructuring of retirement
communications. An easy-to-read guide with an
overview of all member options, clear signposts to
the relevant parts of all the detailed information and
forms would make a member’s life much easier –
and the administrators would get fewer calls too!

75%

on like-for-like
periods from 2014
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DC investment and overall
strategic reviews
We know that some trustees are nervous of
partnering with drawdown providers on the basis
that it might be seen as advice but a majority
of our DC clients are at least considering doing
this. Most providers are offering some kind of
drawdown capability with an advisory or guidance
service but offerings in terms of capability,
experience, quality of service and charges do vary
widely. It is therefore important to find out exactly
what your provider is doing.
Based on our recent survey, where a decision has
been reached, 90% of our DC clients have opted
to carry out investment reviews. More interestingly,
around three-quarters decided to go further and
take a long, hard look at the full picture of how they
provide DC benefits.

Transfer values and member support
The member experience to date shows that many
members do want to know what their transfer value
is. There are inevitably going to be many more
transfer quotations issued in future. So, trustees
should now consider the most cost-effective
solution in order to do this. For some schemes,
adding transfer values to all retirement letters
may be cheaper in the long run than responding
to numerous requests for quotations. Our recent
survey of consultants suggests that around 20%
of our clients have decided to automatically quote
transfer values at retirement, 40% have decided not
to and around 40% are still undecided.
Making the right choices at retirement has now
become a lot more difficult for members and so
many employers and trustees are thinking about
what additional support they should provide to
members. Clearly, financial advice for members
would be beneficial but it comes at a cost. If
paying for advice is a step too far there are other
things which can be considered such as retirement
planning seminars and online retirement modellers.
However, for those keen to make sure that members
receive the maximum support, providing advice
will certainly be seen as a valuable benefit by
members, potentially enhancing perceptions about
the employer and scheme. Also, despite the frenzy
around requests for transfer quotations, the reality
may be that far fewer members will actually be
willing to pay for financial advice themselves. For
those schemes keen to de-risk, a retirement transfer
presents an opportunity to not only give members
the greater flexibility they want but to also settle
liabilities at less than an insurance company would
charge. In these circumstances, the cost of advice
could be more than offset by the longer-term gains.
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Further information
For further information please contact your
Towers Watson consultant, or:

Lydia Rowson
+44 161 833 7284
lydia.rowson@towerswatson.com

The new Government –
where now for pensions?
Pensions expectations following the election of the new
Conservative Government
The results of the recent election took most of the country
by surprise. But will there be any surprises in what the
Conservative Government has in store for the world of
pensions? The Government has already announced its intention
to reduce the annual allowance for high earners. Will the
Government stick to this and what can we expect from the new
Pensions Minister, Ros Altmann?

As the dust settles on one of the most
extraordinary 24 hours in British politics and with
no sign of any hats being eaten, we can now focus
on what we might expect from the new Government.

Luke Clancey
Senior Consultant

By winning an outright majority, the Conservatives
will govern alone and will be unencumbered by any
need for coalition compromises. Any expectations
that party manifestos would be ripped up and
renegotiated can be forgotten. So does this mean
we know what the Government has in store for
pensions over the next five years?

Conservative election statement
“With
“
a lifetime allowance of £1m and an annual
allowance of £40,000 tapering down to £10,000 for
those earning over £150,000, we believe that the
pensions tax relief system will be fair and affordable
and we will not propose any further changes to the
system during the next Parliament.”
However, this was not repeated in the Manifesto…

At a glance
•• Following the election of the new Conservative Government with
a majority, there will be no requirement for coalition compromises.
•• The Government intends to reduce the annual allowance for higher
earners, but will there be any further changes to the tax regime?
•• The new Pensions Minister, Baroness Ros Altmann, has been
vocal on her views on pensions – will they shape the pensions
landscape for the coming years?

Corporate Briefing 7

The new Government – where now for pensions?

Annual allowance (£)

Figure 01. Proposed reduction in the annual allowance for higher earners
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Pensions tax relief

We have a new pensions minister

Much of the election campaign discussion focused
on taxes and, in particular, which ones could be
raised. Pensions are seen by the political parties
as an easy target for increasing taxes; it was
confirmed in the 2015 Budget that the lifetime
allowance will reduce to £1m from April 2016. In
addition to this, the Conservatives announced
in their campaign that they will also reduce the
annual allowance for higher earners.

The Liberal Democrat Steve Webb is no longer
Pensions Minister. Before we look to the future,
though, it should be remembered that not only has
Steve Webb been the longest serving Pensions
Minister since the position was created but also
that during his tenure pensions have taken on a
much higher public profile. He successfully led the
launch of automatic enrolment and saw through
legislation to implement the new single-tier State
pension from April 2016.

The proposal, which is expected to come into
effect from April 2017, is that the annual allowance
will reduce by 50p for every £1 of earnings over
£150,000. It will therefore tier down from £40,000
until it reaches £10,000 for anyone earning
£210,000 or more. Figure 01 shows how the
annual allowance will reduce.
There is, however, increasing concern within the
pensions industry that the existing tax regime has
become overly complicated and unwieldy. The tiered
approach to the annual allowance only adds to
this concern. There have been calls from various
representative organisations for a fundamental
review of the regime. But is there appetite within
the Government for such a review?
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The new Pensions Minister is Baroness
Ros Altmann CBE. Baroness Altmann was
the director-general of over-50s’ specialist
Saga Group and is a well-known campaigner for
pension savers and retirees. It had been expected
that she would take on a broader consumer
protection role within the Government, so her
appointment as Pensions Minister is an interesting
one. Given her previous role, it is likely that
Baroness Altmann’s appointment will see pensions
issues maintain the public profile that they have
gained recently.

“There
“
is, however,
increasing concern
within the pensions
industry that the
existing tax regime
has become overly
complicated
and unwieldy”

The new Government – where now for pensions?

What do we know about
Baroness Altmann’s views on
various pension issues?
Baroness Altmann has often spoken publically
about pension issues and we anticipate that
consumer protection will be at the heart of any
pension developments in the coming years.
•• She has commented on a number of occasions
that the £30,000 threshold for requiring advice
on defined benefit (DB) to defined contribution
(DC) transfers is too high and that a figure of
£5,000 to £10,000 would be more appropriate.
•• She supports the ability for individuals to sell their
annuities, but would want to ensure that there is
sufficient support and protection available. Without
committing to a number, she has indicated that
£30,000 might be an appropriate level for allowing
annuity sales without advice.
•• She has frequently commented on pension
charges and wishes to “carry out a major review
of financial fairness for consumers, including
charge caps for pension products to protect
savers from excessive fees”. This may include a
cap of drawdown charges as well as the cap on
DC default charges.
•• She has also said that reforming NEST’s charge
structure is ‘vital’ in order that charges can
be compared across schemes. This, however,
would involve delaying the repayment of NEST’s
Government loan and so may not proceed.
•• She believes that commission on annuity sales
should be banned.

What next?
There will be a Budget on 8 July. This may provide
more detail on the proposed annual allowance
changes, but will there be anything else? Many of the
most significant changes to pensions have not been
trailed in advance, the most recent example being
the annuity reforms in the 2014 Budget. In any case,
it looks like it will continue to be a busy time for
the pensions industry. Do not expect to sit still for
too long!

Further information
For further information please contact your
Towers Watson consultant, or:

Luke Clancey
+44 20 7170 2638
luke.clancey@towerswatson.com
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Effective pension scheme governance
The good-bad governance gap and its impact
on asset performance
Most schemes are at some point on a journey towards a
long-term de-risked target, whether buy-out or self-sufficiency.
The best chance of success is to plan your de-risking steps to
reach the target and have a monitoring mechanism in place
to allow real-time asset de-risking as market opportunities
present themselves. Pieter Steyn considers how pension schemes
can improve their returns through better governance.

Research has demonstrated a connection between
investment governance and investment success
and that the ‘good-bad’ governance gap has been
worth about 1% to 2% of additional return each year.

Pieter Steyn
Head of
Towers Watson
Delegated Business

Effective scheme governance can significantly
improve performance, as demonstrated by
Keith Ambachtsheer’s research*, which suggests
that the ‘good-bad’ governance gap has been
worth about 1% to 2% of additional return
each year (see Figure 01).

It is also true that pension risk, and how it is
being managed, affects company share price
performance either directly or indirectly. There have
been some well-publicised cases of the pension
fund putting real strain on the company, but also
of well-managed pension fund de-risking leading to
share price gains. Despite this, while the company
itself may be very well managed, it is not always the
case that its pension fund is similarly well governed.

At a glance
•• Research suggests that better governance leads to better
outcomes – between 1% and 2% per annum* of additional returns,
compared to weak governance.
•• The most important success factor** in exceptional scheme
governance is the investment executive, allowing separation
between the governing function and the executive function where
this function can be in-house or delegated to a fiduciary manager.
•• A fast-growing fiduciary management industry provides the
opportunity for pension schemes to position themselves very
competitively versus others in the search for investment and
de-risking opportunities.
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Effective pension scheme governance

Figure 01. G
 ood investment governance and organisational design make a difference
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*Source: Ambachtsheer letter, Towers Watson

How should pension funds
be governed?
Many schemes have adopted simple passive equity
and bond portfolios that require a reasonably low
level of specialist knowledge to maintain. The
simple approach is not the most efficient (it has
more risk for each unit of return) and therefore
others have attempted to build more sophisticated
portfolios in pursuit of better risk-controlled
returns. Pension investment is typically not a core
activity for corporates, which means that few have
the skills or resources to support them.

A corporate-like governance structure
In their 2007 research, Clark and Urwin**
identified six factors that separate great schemes
from the rest. Of these six factors, one was
identified as the single most important factor –
an investment executive function. In this model,
strategy and execution is separate – the governing
function (board) sets the high-level investment
and management framework and oversees the
executive function that implements the strategy
within this framework.

Risk
This model is no different from that of a corporate
board with a competent management team
responsible for executing the agreed strategy.
The executive function requires a high level of
investment competency and is typically led by
a Chief Investment Officer (CIO) or similar.
For investors that do not have the scale or
resources to merit the costs of an in-house
CIO, fiduciary management can offer similar
advantages, with the fiduciary manager acting as a
‘delegated CIO’. The ongoing management of most
or all of the assets is then delegated to a fiduciary
manager and the mandate is professionally
managed to a risk level set by the trustees. The
key benefit is professional scheme management
with clear accountability, more akin to the way the
company is managed.

“For
“ investors that
do not have the
scale or resources
to merit the costs
of an in-house
CIO, fiduciary
management can
offer similar
advantages, with
the fiduciary
manager acting as
a ‘delegated CIO’.”
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A growing trend
In a competitive investment and de-risking
landscape the odds appear to be stacked in favour
of those with better governance structures.
The market for fiduciary management in the UK
has seen significant growth over the past few
years. According to the 2014 KPMG UK Fiduciary
Management Market Survey, the market stood

at over £72bn with over 500 pension scheme
mandates as at 30 June 2014 compared to just
59 mandates covering £12bn in assets in 2007.
This shows year-on-year growth of about 30% in
assets under fiduciary management***. While
the current size of the fiduciary market remains
relatively small compared to the overall UK pension
market, it is a trend that we firmly believe will
continue to gather pace.

* Ambachtsheer, K. ‘How Much is Good Governance Worth?’ The Ambachtsheer Letter 245, KPA Advisory Services Ltd. June 2006.
** Clark G. L. & Urwin R. ‘Best-practice investment management: lessons for asset owners’ from the Oxford-Watson Wyatt project on governance. September 2007.
*** 2014 KPMG UK Fiduciary Management Market Survey.

Further information
For further information please contact your
Towers Watson consultant, or:

Pieter Steyn
+44 20 7170 2714
pieter.steyn@towerswatson.com
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Escrow accounts and their use in 2015
valuation discussions
For schemes with valuations in early 2015, many are likely
to show deficits remaining unchanged, or even increased,
compared to three years ago despite significant deficit
contribution payments by sponsors. As deficits remain
stubbornly high, this message seems to be repeating itself every
three years. Schemes in this cycle must be increasingly thinking
of themselves as the ‘unlucky cohort’.

Over the past three years, although equity markets
have performed well, gilt yields have fallen to
historic lows, which has increased liabilities
significantly. As such, with low gilt yields caused by
current global monetary policy, many employers will
feel these issues will unwind with time and as such
deficits remain largely over-stated. Consequently,
they will worry that they are paying contributions to
schemes beyond what is necessary.

On the other hand, whilst trustees may be
sympathetic to this view, they may wish to take a
more prudent position having seen the experience
of the last three years. In addition, where trustees
consider the flexibilities in the funding regime to
help manage deficits, in line with the Pensions
Regulator’s annual statement, some will seek
to understand and build in contingencies in the
funding plan if things do not turn out as planned.

Bina Mistry
Senior Consultant

At a glance

Edd Collins
Senior Consultant

•• Valuations in early 2015 for most schemes are likely to reveal
deficits which are at a similar or higher level than three years ago.
•• Deficits have been kept high by ultra-low gilt yields and so gilt yield
reversion, above that implied by the market, is likely to be a key
area of debate in agreeing 2015 valuations.
•• Escrows (or ‘charged accounts’) may provide a simple, cost
effective compromise solution that helps facilitate agreement,
giving employers the option to get contributions back quickly whilst
at the same time giving trustees security if things do not turn out
as planned.
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With such diverging views, ultimately valuation
outcomes and recovery plans are likely to be
extremely sensitive to beliefs on yield reversion.
Although corporates will prefer to agree cash
contributions that they believe are realistically
required, which will often mean making allowance
for gilt yield reversion, paying cash into escrows
may be a relatively simple compromise solution
that helps facilitate agreement, without difficult
and prolonged negotiations.

What is an escrow account and how
could it work?
An escrow account is a charged account, typically
containing cash or other secure assets such as
gilts. This would be governed by a third party and
would typically be set up in such a way that it was
bankruptcy remote (for example, such that it would

pass to the scheme on insolvency of the company).
In certain agreed situations, assets within the
escrow account could automatically be drawn by
the company or the trustees.
In the context of facilitating a funding agreement
as part of a 2015 valuation, we would expect some
or all contributions to be paid into the escrow
account over time, in lieu of contributions into the
scheme, and the escrow account would only be
run for a short period of time – for example until
the next valuation. However, this set-up need not
be the approach in all cases – the account could
be pre-funded and could run for a longer period,
depending on the objective and agreement it is
aimed to facilitate.

“Ultimately
“
valuation
outcomes and
recovery plans are
likely to be extremely
sensitive to beliefs on
yield reversion.”

Set out below is a summary of the key features
of an escrow (or ‘charged’) account.

“Use of an escrow

Criterion

Escrow/‘charged’ accounts

Structure complexity

Simple

provide the company

Upfront tax deduction

No

with greater

Tax treatment complexity

Simple

Asset counts for funding

No, but used to support flexibilities in the
recovery plan or lower technical provisions

Company accounts

Company asset, hence no impact on IAS 19
positions, but can be useful for IFRIC 14 purposes

Investments

Typically jointly set by Company and Trustee.
Strategy will depend on the size of the account

Level of disclosure

Public (registration)

Impact on negative pledges

Usually – banking covenants to be reviewed

Insolvency remoteness

Typically yes, but depends on fixed/floating
charge

Reduction in PPF levy

Maybe (depends on documents or assets)

Enforceable on company entering administration

Yes, subject to court or administrator consent
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account would

flexibility and
allow the option
of contributions
to be refunded.”

Escrow accounts and their use in 2015 valuation discussions

What are the benefits of using an
escrow account?
In general, use of an escrow account would
provide the company with greater flexibility and
allow the option of contributions to be refunded
to it. The option value from paying monies into
escrows can be significant and so employers may
look to pay all contributions, rather than just any
contribution increases demanded by trustees, into
such accounts. The release conditions will be an
important part of the structure in determining the
option value for employers.
For trustees, the security provided by such
accounts means they would be able to
demonstrate that the scheme’s funding plans have
contingencies in place protecting them against
downside risks. Typically, such an approach would
likely prove more successful than negotiating a
rigid plan which requires greater cash payments

into the scheme today – employers may be willing
to pay more now for the quid pro quo of diverting
all payments into an escrow. Escrow accounts
can also help support employers who feel their
scheme assets should be made to work harder to
make good deficits rather than locking away cash
in schemes earlier than required. Indeed, current
market volatility provides case evidence of the
benefits of optionality, to avoid the risk of paying
too much based on snap-shot positions.

“The sponsor could
expect to receive
back, on average,
around 30% of
contributions before
the next valuation
is signed.”

An escrow can also be set up more easily and
quickly than other contingent funding vehicles,
and requires less ongoing administration. It may
therefore provide a simpler, more cost-effective
solution for those corporates that do not want
to adopt a more complex approach. It is also
better matched to support short-term solutions
where employers are aiming to get their monies
back quickly.
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Modelled scenario

Release conditions

Modelled optionality
value for employers

Scenario 1 – supporting a yield
reversion allowance.

At the next valuation (three
years’ time), depending on
whether the scheme’s recovery
plans are back on track (for
instance, original contributions
and period are supported),
monies are released to either the
scheme (to the extent required)
or back to the employer.

The sponsor is expected
to receive a full return of
the contributions from the
escrow in almost 50% of
circumstances.

Before the next valuation is
signed, depending on whether
the scheme is fully funded,
monies are released to the
scheme to the extent there is
a deficit, or released back to
the employer.

The sponsor could expect
to receive back, on average,
around 30% of contributions
before the next valuation
is signed.

Contributions above those
already committed are paid
into an escrow account to
support yield reversion in the
recovery plan.
Scenario 2 – diverting all
contributions.
Higher contributions are agreed
to maintain the recovery plan
period, but as a quid pro quo,
all contributions are diverted
into an escrow account.

In the specific case of a 2015 valuation, using a
model scheme which has similar characteristics
to the average FTSE 350 scheme, we have
illustrated above the types of outcomes employers
may expect.
Given these outcomes, we believe that escrow
accounts will prove to be an increasingly popular
solution for corporates as 2015 valuation

This would be better than
spreading any gains over
subsequent years.

Overall, this would mean paying
less versus the alternative of
simply extending the existing
recovery plan to meet the
new deficit.

discussions progress. However, as always,
corporates should not neglect other, more
traditional areas of the valuation negotiation
such as ensuring the technical provisions
assumptions do not contain undue margins of
prudence and exploring the use of other recovery
plan flexibilities in light of the Pensions Regulator’s
recent code of practice on funding.

Further information
For further information please contact your
Towers Watson consultant, or:

Bina Mistry
+44 20 7170 2381
bina.mistry@towerswatson.com

Edd Collins
+44 20 7170 2922
edd.collins@towerswatson.com
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Why a partial buy-out might make
complete sense
How sponsors can use partial buy-outs to manage pensions risk

As pension plans come closer to being fully funded on a
self-sufficiency or buy-out basis, the value to companies of
permanently transferring pension risk to an insurer becomes
compelling. Gemma Millington considers whether a partial
buy-out could be feasible if a full pension scheme buy-out is
currently out of reach.
Partial buy-outs versus a buy-in?

Gemma Millington
Senior Consultant

Under a buy-in, the insurer reimburses the
scheme for pension payments to the insured
members. The contract is considered an asset
of the scheme, and the liability for the insured
benefits remains on the company’s balance sheet,
albeit matched with an asset of equal value. In
contrast, a buy-out removes the insured members
completely and permanently from the pension
scheme and settles the sponsor’s obligations.

Historically, buy-outs have generally been
undertaken for the whole of a scheme.
In recent years, however, low yields have made
full annuitisation unaffordable for many sponsors.
A ‘partial buy-out’ is when a segment of the
scheme, typically the pensioner members, is
bought out. The growing attractiveness of partial
buy-outs is being driven by affordability constraints
and through recognition of advantages to the
sponsor that are above and beyond the risk
mitigation benefits of buy-ins.

At a glance
•• A partial buy-out is an alternative to a buy-in or full
scheme buy-out.
•• It allows the sponsor to reduce the size of the pension
scheme on its balance sheet without having to meet the
cost of full buy-out.
•• Combining a partial buy-out with other liability management
exercises can lead to significant savings.
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Partial buy-out – the trustee’s perspective

In both a buy-in and a buy-out, the sponsor passes
all of the asset and liability risk to an insurer – and
therefore removes all future pensions funding
issues, as well as pensions-related earnings
volatility, in respect of the insured liabilities.
However, a partial buy-out transfers the insured
liabilities off the balance sheet, leaving a smaller
scheme behind. This is typically viewed favourably
by stakeholders such as analysts, credit rating

agencies, shareholders and the media, particularly
when the scheme is large compared to the size of
the sponsor.
Further advantages of partial buy-outs include:
lower on-going administration costs, including
reduced levies, and removal of the sponsor’s
counterparty risk to the insurer which arises under
a buy-in.

Figure 01. A scheme before and after a partial buy-out
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Partial buy-out – the trustee’s perspective

Combining a buy-out with liability
management exercises
The benefits of a partial buy-out can potentially be
optimised by combining the buy-out with a liability
management exercise to reduce the buy-out cost
and/or maximise the number of members in scope.
For example, a pension increase exchange (PIE)
exercise can be combined with a partial buy-out to
reduce the buy-out cost. This involves swapping an
inflation-linked pension for a higher non-increasing
pension income.
Savings are made because insurers price fixed
liabilities more competitively than inflation-linked
liabilities. This is particularly the case for pension
increases that insurers find difficult to match with
investments – for example, increases that are
based on the consumer price index (CPI) or have
unusual annual floors and caps. Insurers need to
hold additional capital to back these liabilities (and
the amount of this capital is expected to increase
when Solvency II is introduced in 2016). In addition,
the conversion terms offered may not pass on the
full value (on an insurer pricing basis) of the pension
increases that are given up to members.
The recent £2.5bn TRW Pension Scheme partial
buy-out was an example of this working in
practice. Under this deal, a PIE offer was made
to the pensioners which, if accepted, meant they
would have their benefits secured with Legal &
General. This PIE achieved high take up rates, and
the savings from the PIE helped to improve the
affordability of the buy-out.
A buy-out can also be structured to allow
companies to conduct a winding-up lump sum
exercise. The current tax regime allows the
trustees to pay out benefits to those with small
pensions (worth less than £18,000) when a plan
is wound up. Typically, the small pension liabilities
can be removed at a lower cost than buying an
annuity for the individual, leading to cost savings.

In fact, in some cases, trustees may be in favour
of a partial buy-out even if additional funding is not
available, because reducing the size of the scheme
may improve the overall sponsor covenant.

Why now?
International Accounting Standard 19 (IAS 19)
deficits are currently at a record high, and pension
liabilities are attracting increased scrutiny
from investors and the media. Companies are
increasingly looking for insurance solutions to
demonstrate effective risk management and
reduce the size of the scheme on the balance
sheet; for schemes on a de-risking journey,
settlement of some or all of the liabilities is often
within reach.
The buy-out market has continued to grow, with
2014 being the biggest year on record for bulk
annuity contracts. Insurers are open to innovation
to help improve affordability, and with several new
entrants to the bulk annuity market expected over
the coming months, attractive pricing is likely to
be available for those schemes that are ready
to transact.

What actions can you take?
•• Consider if a partial buy-out achieves your
de-risking objectives.
•• Begin monitoring scheme solvency levels
so you can spot opportunities to de-risk.
Towers Watson’s monthly Settlement Watch
reviews market pricing and identifies optimal
pricing opportunities.
•• Consider what actions need to be taken to get
your scheme transaction-ready to enable quick
reaction when the time is right.
•• For example, a high level assessment of the
scheme’s data can help prevent issues later
down the line.

“The recent £2.5bn
TRW Pension
Scheme partial
buy-out was an
example of this
working in practice.”

Getting trustee agreement
Trustees have a responsibility to consider security
for all pension scheme members and to treat all
members fairly. Trustees will want to ensure that
any members remaining in the scheme after a
partial buy-out are not disadvantaged.
Any concerns in relation to security and equitable
treatment of members can typically be overcome
through a combination of the savings from liability
management and/or sponsor contributions.
From the sponsor’s perspective, any short-term
additional funding requirements may be considered
a price well worth paying to dramatically – and
permanently – reduce the risk, cost and earnings
volatility of the company’s pension plan.

Further information
For further information please contact your
Towers Watson consultant, or:

Gemma Millington
+44 121 644 7309
gemma.millington@towerswatson.com
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Settlement Watch
Mind the gap
June 2015
For many schemes considering a bulk annuity, the trigger to
act is often based on how a bulk annuity premium compares
to another measure for the liability or, put more simply, how
big they judge the pricing ‘gap’ to be.

Ian Aley
Head of Transactions

Buy-in pricing versus gilt pricing

Once a decision has been made on what pricing
gap to target, the next consideration is how to
spot when this target has been hit and ensure
quick action to lock in to attractive insurer pricing.
Many schemes are now monitoring this market and
improvements in pricing could quickly lead to a
spike in demand; schemes will need to act quickly
to ensure insurer engagement. Towers Watson’s
Asset Liability Suite allows trustees and sponsors
to track this pricing ‘gap’ on a daily basis and
automatically receive an alert when their target is
hit, giving them the maximum amount of time to
successfully conclude a transaction.

Figure 01 shows a comparison between the typical
cost of insuring £1pa of inflation-linked pension for
a 60-year-old male pensioner via a bulk annuity, and
the liability in respect of the same pension using a
gilt-based discount rate. Where the gilt line is above
the annuities line, this suggests a scheme may be
able to swap a portfolio of gilt holdings covering a
set of pensioner liabilities for matching annuities at
no additional cost to the scheme or sponsor.

Shelly Beard
Senior Consultant

Cost of £1pa of pension

Figure 01. Approximate buy-in pricing and gilt pricing for a sample member
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Settlement Watch

Figure 02 shows the approximate cost of settling
the entire pension liabilities (covering pensioners
and non-pensioners) of the schemes sponsored
by FTSE 100 companies.

Figure 02. Approximate assets and liabilities for the FTSE 100
pension schemes
£ billion
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Over the period from 28 February 2015 to
31 May 2015, the estimated shortfall in the cost
of settling these liabilities increased by 1.6% to
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£17m buy-out for the EC
De Witt Pension Scheme.

£ billion

Overview of deals

Figure 03. Volumes of business by year
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Market terms are subject to considerable variability and at any one date a wide range of quotations could be
obtained from different providers. Ultimately, the actual position can only be determined by obtaining actual
quotations and completing a buy-out.
Settlement Watch uses pricing data from a range of insurance companies including Aviva, L&G,
Pension Insurance Corporation and Rothesay Life.

Further information
For more information on Settlement Watch, or
assistance in exploring the position of your scheme,
please contact your Towers Watson consultant, or:

Ian Aley
+44 20 7170 2692
ian.aley@towerswatson.com

Shelly Beard
+44 117 989 7439
shelly.beard@towerswatson.com
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Events		
Towers Watson regularly runs webinars, forums and
other events of interest to sponsors of pension and benefit
arrangements. Please speak to your Towers Watson
consultant or visit events.towerswatson.com to register.
23 June 2015: Rumour, rhetoric and reality: the new retirement landscape. The recent
changes to pensions in the UK pose both significant risks and offer great opportunities for
scheme members, trustees and the sponsoring company. This highly-interactive one-day
conference will look in more detail at what you should be focussing on now, what your peers
are doing, and what the future may hold. Leeds.

25 June 2015: Rumour, rhetoric and reality: the new retirement landscape.
See 23 June 2015. Bristol.

30 June 2015: Rumour, rhetoric and reality: the new retirement landscape.
See 23 June 2015. Birmingham.

8 July 2015: The engaged workforce: Enhancing the chances of deal success. The success or
failure of any M&A activity can often hinge on the performance and agility of the HR function and it
is the often overlooked aspects of cultural alignment and harmonisation, communication and the
creation of sustainable engagement that can hold the key to a successful implementation. Please
join us as we explore HR’s role in achieving M&A success and the specific skill sets required of
HR in order to contribute most effectively during a merger or acquisition.

10 July 2015: European Global Health and Wellbeing forum. Towers Watson European Global
Health and Wellbeing forum, focussing on topics from the perspective of the corporate headquarters
of multinational companies.
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Timeline

Key forthcoming legislative events and milestones are
listed below:

18 June 2015

End of consultation on
allowing consumers to
sell annuities.

Summer/
Autumn 2015
Details expected of
protection for £1m
lifetime allowance

2015 (tbc)

Announcement on
equalising for the
effects of unequal GMPs

April 2016

8 July 2015

Budget – may confirm
plans to restrict annual
allowance for people
earning >£150k

October 2015

New entrants to
occupational DC schemes
cannot get short service
refunds after more than
30 days’ service

April 2016

Scottish Parliament gets
new income tax powers

Ban on differential
charging and
DC commission

April 2016

Lifetime allowance
will reduce to £1m

April 2016

Expected that law will
allow consumers to
sell annuities

April 2016

End of contracting out
for DB schemes

Autumn 2016

Pot-follows-member
begins on an ‘opt in’
basis

2017

31 December
2016
Proposed implementation
of revised EU Pensions
Directive

Review of DC charge cap

1 April 2017
5 April 2017

Deadline for Individual
Protection 2014
applications

NEST contribution
limit and bulk transfer
ban lifted

October 2017 −
October 2018
End of automatic
enrolment transitional
periods
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About Towers Watson
Towers Watson is a leading global professional services
company that helps organisations improve performance
through effective people, risk and financial management.
With 15,000 associates around the world, we offer
consulting, technology and solutions in the areas of
benefits, talent management, rewards, and risk and
capital management. Learn more at towerswatson.com

Towers Watson
71 High Holborn
London
WC1V 6TP

Towers Watson is represented in the UK by Towers Watson Limited.
The information in this publication is of general interest
and guidance. Action should not be taken on the basis of
any article without seeking specific advice.
To unsubscribe, email eu.unsubscribe@towerswatson.com
with the publication name as the subject and include your
name, title and company address.
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