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Welcome
Mercer’s UK Asset Allocation Insights 2021 provides
a comprehensive overview of the de-risking
behaviour of UK defined benefit (DB) pension
plans, with responses from c. 460 plans with assets
of over £400 billion.

DB pension plans have not materially changed their longer-term
strategies in the wake of COVID-19. Most are still aiming to de-risk
gradually over time as their funding position improves. The majority
of closed plans have an ultimate objective of buy-out, with the
expectation of an extended “self-sufficiency” period beforehand. Some
plans also choose to be funded on a self-sufficiency basis for the long
term as an alternative to buy-out.

What has happened since last year’s survey?

The proportion of cashflow-negative plans has increased further over
the year, reflecting that only a minority of plans are now open to new
accrual. Appropriate cashflow management strategies and the need
for a broader range of income-producing assets are key challenges for
the majority of closed plans.

2020 was a year lacking in precedents. Global economic activity fell to
the greatest extent since the Great Depression. The UK was one of the
worst-hit economies due to three nation-wide lockdowns and heavy
restrictions in between. Much of the lost activity has been recovered
throughout 2021, however, due to arguably the most successful
vaccination roll-outs globally.
The initial market panic was met by monetary support of an
unprecedented magnitude. The Bank of England revived its quantitative
easing programme. UK real yields fell to the lowest levels ever recorded.
Long-dated nominal and inflation-linked bonds posted double-digit
returns over the year, with returns on investment grade credit also in
the high single digits.
For UK pension plans less than fully hedged, funding positions
deteriorated as falling yields drove up liabilities. However, this was
partly reversed in the first half of 2021.

The COVID-19 shock will have also had a negative impact on covenants
in certain sectors that might become more visible over the coming
year, as government support is withdrawn.

Accompanying reports
This report is accompanied by three sister reports: one on the asset
allocation trends within DC plans, one on the broader asset allocation
trends within DB plans, and a sustainable investment report. All sister
reports cover both the UK and Europe.
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Key findings
Nearly all DB plans in our survey to be cashflow-negative within 10 years
Almost 80% of plans are cashflow-negative. This is expected to rise
to just under 90% in five years and 98% within the next 10 years.
Most plans are still disinvesting assets to fund cashflow, but there
has been an increase in plans requiring income-generating assets
to distribute that income as opposed to reinvesting it. Negative
cashflow adds another layer of complexity to investment and hedging
strategies due to the dual imperatives of capital preservation and
cashflow management. Few plans use a formal cashflow-matching
approach. Cashflow negativity creates sequencing risk in that if a large
disinvestment is required following a market fall, such as during March
2020, this can result in asset sales at depressed prices and a permanent
crystallisation of the loss (See Cashflow Position on page 6).

Little difference in strategy between strong and weak covenants
Covenants of many plans may have deteriorated as a result
of the COVID-19 fallout, particularly among sponsors in the
transportation and hospitality sectors. Plans with covenants
described as “weak” or “tending to weak” have only a marginally
smaller allocation of 13% to equities, compared to 17% for
plans with a covenant described as “strong” or “tending to
strong” (See Sponsor Covenant Strength on page 7).

Most plans still looking to de-risk
The direction of travel for most plans is still to de-risk gradually from
growth assets into liability-matching assets as and when opportunities
arise and increase hedge ratios opportunistically. This helps prepare
the plan for the endgame which is, in most cases, to move to a selfsufficient position and eventually buy out benefits with an insurer. This
is the journey plan for 44% and 34% of survey participants respectively
(See De-risking on page 8).

Mid-sized plans ahead of the pack on LDI
The majority of UK pension plans use liability-driven investment
strategies (LDI) to hedge their liability risk with >80% of plans between
£50 million and £2.5 billion indicating that they have an LDI framework
in place. This proportion is much lower for the largest and smallest
plans. For large plans where hedging is not in place, this is due to many
of them being government-sponsored and/or open plans, and therefore
not necessarily on a de-risking path. Conversely, for the smallest plans,
governance and minimum investment sizes may be an obstacle (See
Use of LDI by Plan Size on page 10).
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Actions for DB plans to consider
Cashflow-driven investment framework
Avoiding permanent losses of capital is critical for plans in negative
cashflow territory, and selling tradeable assets such as equities and
corporate debt in times of market stress should be avoided at all
costs. Increasing allocations to income-generating assets should be
considered. Although many income-generating assets are semi-liquid
in terms of invested capital, they also suffer less mark-to-market
capital volatility. Adopting a formal “waterfall” approach to cashflow
management through a cashflow-driven investment framework is one
way of balancing the competing imperatives of avoiding losses
of capital and generating income.

De-risking trigger framework
Almost half of all plans still have no formal de-risking trigger framework
in place. Plans should consider the benefits of such a framework,
enabling a more pro-active approach of journey planning and
providing a framework that allows them to react promptly to short-lived
opportunities to de-risk. We have written a separate paper on how derisking frameworks work in practice. This is available on request.

Covenant review post COVID-19
Plans should consider a post-COVID-19 covenant review where this
has not already been done, especially in those sectors that have been
most adversely affected. With little difference in investment strategies
between weak and strong covenants, alternative solutions to covenant
risk should be explored to support the investment risk being taken,
such as external capital support or tail hedges as part of an integrated
risk management framework.

Pooled LDI solutions for smaller plans
Size precludes many plans from accessing the benefits of bespoke LDI.
Such plans should explore whether they could still benefit from a pooled
LDI fund that mimics the average liability profile of UK plans. They will
thus highly correlate with the plan’s liability movements even without
precise matching.
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Cashflow position
Figure 1. Proportion of plans that are cashflow
negative (%)

Figure 2. Expected time for cashflow-positive plans to
become cash-flow negative (%)

Figure 3. Methods of meeting cashflow-negative
outgoings (%)

0—5 Years

Assets are disinvested
53

91

24
6—10 Years

Investment mandates distribute income where possible
40

11—15 Years
2

61

Cash-flow matching approach using income and principal receipts
15

Over 15 Years
5
76

Yes

No

Again in 2021, a higher proportion of plans have
reported being cashflow-negative at the time of the
survey (76%, versus 66% in 2020). Of the cashflowpositive plans, the proportion (93%) expecting to
become cashflow-negative within the next 10 years
has also increased compared to last year.

Most plans rely on disinvestments to meet cashflows, at
least in part. However, we are seeing an increase in plans
meeting cashflows in other ways, such as having assets
distribute income or cashflow-matching of income and
principal repayments of debt instruments.

Respectively, 61% and 15% of plans reported using these
methods (versus 57% and 13%, in 2020). We expect more
and more plans will use a full cashflow-driven investment
framework as they move closer to full de-risking. Of
course, there will also be plans using a combination of all
of the above.
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Sponsor covenant strength
We asked participants to report the strength of plan covenants. When a large
organisation or business supports a plan, the covenant describes its legal obligation
and financial ability to support the plan, now and in the future. The strength of the
covenant thus influences the plan’s ability to take on risk, with stronger covenants
associated with a greater willingness and ability to lend support to plans.
The results — largely unchanged from last year — show only a marginally smaller
allocation to equities for plans with covenants described as “weak” or “tending to
weak” than for plans with a covenant described as “strong” or “tending to strong”
with an average of 13% in equities, compared with 17%, which suggests that there is
scope to integrate covenant more in investment strategies via an integrated riskmanagement approach.
Whether we see an impact in the form of deteriorating covenants on the most
vulnerable sectors, such as transportation and hospitality, will depend on the
resilience of the global economic recovery and on seeing a sustained reopening that
will lead us back to normal. Two technical elements could dampen this: some plans
may only review their covenant position on a triennial basis, whereas others may
disappear from the survey via insolvency.

Figure 4. Broad strategic allocation covenant strength (%)
Strong/tending to strong
17

56

2

25

Weak/tending to weak
13
Equities

59
Bonds

Property

Other

2

26
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De-risking
Figure 5. Long-term funding objectives (%)
Self sufficiency

Buy-out/solvency

Technical provisions

Figure 6. Self-sufficiency basis (%)

Figure 7. Implementation of de-risking (%)

Government bonds
35

22
Government bonds plus 0%—0.25%
14
44

Government bonds plus 0.26%—0.49%
7

Government bonds plus 0.5%
35
34

Government bonds plus 0.51%—1%
9

Self sufficiency

Buy-out/solvency

Technical provisions

The following six charts provide detail on the ongoing de-risking of UK DB plans
revealed by the survey over a number of years. The allocation of such plans is now
commonly guided by a strategic “journey plan”, in part because many plans have closed
(to new entrants and future accrual) in recent years. When, as is often the case, a plan
is underfunded, a journey plan is designed to align future investment strategy with the
gradual recovery of the funding position. The number of DB plans that have moved to
having buy-out/solvency as their long-term target has remained unchanged compared
to last year at 34% (see Figure 5). This level of funding is the most prudent/highest, as
it means targeting a level of overfunding that accounts for the premium an insurer will
charge to assume all of the pension plan liabilities.

When plans target a “run off” strategy (sometimes called “self-sufficiency”), the
associated basis on which the liabilities are valued varies by plan, but usually reflects a
modest premium above the risk-free rate (see Figure 6). Compared to last year, there
have been some changes, with a large increase in plans moving to gilts flat, the same
proportion as those plans using a 0.5% premium, which was by far the most popular
target last year.
We have seen a continued slight increase in the number of plans that have formal derisking triggers in place, with 48% of plans having them (versus 46% last year). This is a
result of plans emphasising de-risking as they enter the final stages of their journey.
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Figure 8. Timeframe for de-risking (%)

Figure 9. Is de-risking delegated? (%)
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Figure 10. Who de-risking is delegated to (%)

0—5 years
39

03

4
12

23

6—10 years
32

11—15 years
15

Over 15 years
3
77

84

No time frame set
11
Delegated

Not delegated

The number of plans looking to de-risk in the next 10 years has remained at similar
levels as last year, likely due to the strong year for growth assets in 2020. Only 14% of
plans have no timeframe for de-risking or a timeframe longer than 15 years, compared
to 11% last year. This was due to new participants with no de-risking plan coming into
the survey.

Third party

Investment sub-committee

Other

The number of plans delegating their de-risking has remained around three-quarters
this year. Most plans with such a framework have delegated implementation, the vast
majority of whom have selected a third party, such as a fiduciary manager, who will
typically monitor the plan’s funding level and automatically de-risk its portfolio in line
with a set of pre-agreed funding-level triggers.
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Use of LDI by plan size
The vast majority of UK plans have LDI mandates. The main exceptions are the smallest
plans, where there can be governance and implementation challenges. Additionally, local
government plans are less likely to adopt LDI, and these form a significant proportion of
the survey participants above £1 billion in assets. These plans are open and thus have a
longer timeframe than most plans, as well as a stronger covenant, and can thus allocate
more to riskier growth assets.

Figure 11. Percentage of plans that have LDI portfolios (by plan size)
<€50m
67
€50m–€100m
89
€100m–€250m
84
€250m–€500m
96
€500m–€1bn
86
€1bn–€2.5bn
81
>€2.5bn
72
Grand total
73
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Liability hedging arrangements
Figure 12. Interest rate and inflation hedging ratio as a percentage of assets (%)
39

Figure 13. Vehicles used for liability hedging (by number) (%)
78

39

36

28

18
15

15

9

16

6

0%–30%

30%–60%

60%–90%
2020

<90%

2021

Figure 12 shows the proportion of surveyed investors in each hedging bucket. The
reduction in plans with very high hedge ratios (over 90%) can be explained by the wider
coverage of this survey, with a few new entrants this year that have lower hedge ratios.
Additionally, a few plans in the 2020 survey have been able to complete a buy-out and
have therefore dropped out of the survey. On aggregate, more than two-thirds of plans
in our survey have a hedge ratio of 60% or more.

Client- specific (bespoke)
pooled funds

Separate
accounts

Multi-client
pooled funds

By number of mandates, pooled vehicles remain the most popular means for
implementing liability hedging (see Figure 13), as they offer a solution for smaller
investors. However, as larger plans mostly use separate accounts or bespoke pooled
funds, the majority of LDI assets by value are held in these mandates.
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Figure 14. Plan to make any changes to your interest rate hedge ratio,
given the low current environment, over the next year (%)

Figure 15. Plan to make any changes to your inflation hedge ratio over the
next year (%)

Put in place

Put in place

1

09

10

2

Increase hedge

Increase hedge
33

38

Decrease hedge

Decrease hedge

1

0

Leave unchanged

Leave unchanged
65

Figures 14 and 15 show that most investors are not planning to make any further
changes to their hedge ratios over the next year.

60

However around a third of investors are actively considering increasing hedge ratios.
This might have to do with this part of the survey having been completed after Q1
2021, when interest rates had recovered and rising inflation had become an increasing
concern, as well as the fact that a proportion of plans still have reasonably significant
unhedged exposures.
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Though plans have, in general, already come a long way in increasing hedge ratios,
we should also look at how they plan to further increase hedge ratios in the future.
Most plans (58%) expect hedging to increase by virtue of future de-risking out of
growth assets. A substantial number (38%) of plans also expect to increase hedging
opportunistically, when bond yields increase to a level that makes bond prices more
attractive. The use of time-based triggers and specified-yield triggers is 6% and 3%,
respectively. A time-based or yield trigger-based approach gives the greatest certainty
of increasing the hedge ratio over time.

Figure 16. Methods for increasing liability hedging (%)
58

38

6

Increase as part
of de-risking out
of growth assets

Increase
opportunistically
(at unspecified yields)

Increase according to
a time-based
(phased) mechanism

3
Increase
opportunistically
(at specified yields)

Note: The figures do not add to 100% since some plans are using more than one method for increasing their liability hedging ratio.
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Appendix: Survey participants
Figure 17. Split of total survey participants by plan size (UK) (%)

Figure 18. Split of total survey assets by plan size (UK) (%)
<1
1

7

4
5

9

25

6

<€50m

8

€50m—€100m

€50m—€100m

€100m—€250m

€100m—€250m

€250m—€500m

12
17

<€50m

16

€250m—€500m

€500m—€1bn

€500m—€1bn

€1bn—€2.5bn

€1bn—€2.5bn

>€2.5bn

66

>€2.5bn

22

Just over 40% of the participants (by number) represent plans with assets
under €100 million, whereas around 15% had over €1 billion of assets.

Although smaller in number, these larger plans dominate the overall assets
under review.
Some year-on-year turnover among survey participants is inevitable, but most of
the plans have remained part of the survey over time, allowing us to identify assetallocation trends based on robust core data.
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Important notices
References to Mercer shall be construed to include Mercer LLC and/or
its associated companies.© 2021 Mercer LLC. All rights reserved.
This contains confidential and proprietary information of Mercer and is
intended for the exclusive use of the parties to whom it was provided by Mercer.
Its content may not be modified, sold or otherwise provided, in whole or in part,
to any other person or entity without Mercer's prior written permission.
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.
Mercer does not provide tax or legal advice. You should contact your tax
advisor, accountant and/or attorney before making any decisions with tax or
legal implications. This does not constitute an offer to purchase or sell any
securities. The findings, ratings and/or opinions expressed herein are the
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.
For Mercer’s conflict of interest disclosures, contact your Mercer representative
or see http://www.mercer.com/conflictsofinterest.
This does not constitute an offer to purchase or sell any securities.

This does not contain investment advice relating to your particular
circumstances. No investment decision should be made based on this
information without first obtaining appropriate professional advice and
considering your circumstances. Mercer provides recommendations based on
the particular client's circumstances, investment objectives and needs. As such,
investment results will vary and actual results may differ materially.
Past performance is no guarantee of future results. The value of investments
can go down as well as up, and you may not get back the amount you have
invested. Investments denominated in a foreign currency will fluctuate with the
value of the currency. Certain investments, such as securities issued by small
capitalization, foreign and emerging market issuers, real property, and illiquid,
leveraged or high-yield funds, carry additional risks that should be considered
before choosing an investment manager or making an investment decision.
Mercer universes: Mercer’s universes are intended to provide collective
samples of strategies that best allow for robust peer group comparisons over
a chosen timeframe. Mercer does not assert that the peer groups are wholly
representative of and applicable to all strategies available to investors.
Issued in the United Kingdom by Mercer Limited which is authorised and
regulated by the Financial Conduct Authority. Registered in England No. 984275.
Registered Office: 1 Tower Place West, London, EC3R 5BU
Please see the following link for information on indexes: https://www.mercer.
com/content/dam/mercer/attachments/private/nurture-cycle/gl-2020-i
nvestment-management-index-definitions-mercer.pdf

The findings, ratings and/or opinions expressed herein are the 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.
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