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Introduction
Welcome to the Summer 2022 edition of the Right Returns. 

There seems to be no end to the fast pace of regulatory change in the investment and insurance space. Perhaps a slightly 
unexpected surprise was the publication of the final regulations implementing the CMA’s order by the DWP which is due 
to take effect in October. It’s fortunate that IC Select were able to contribute to this edition of the Right Returns with an 
article on the need for independent oversight of investment consultants and fiduciary managers, particularly in the 
context of effective systems of governance and own risk assessments under the new Single Code of Practice. With the 
Single Code of Practice just around the corner and the new regulations on the appointment of fiduciary managers taking 
effect, it’s a helpful reminder. 

Other subjects covered in this Summer edition of the Right Return include: 

 - the DWP’s consultation response on its new stewardship reporting guidance and a new portfolio alignment metric 
for schemes required to produce TCFD reports

 - a summary of the Pensions Regulator’s position on pension scheme trustees investing in crypto currencies

 - the implications of the decision in the case of Butler-Sloss v Charity Commission for pension scheme trustees

 - a summary of the IIGCC’s Net Zero Stewardship Toolkit

 - the recommendations emerging from a net zero inquiry by the UK Sustainable Investment and Finance Association

 - the implications of the Solvency II reforms for pension scheme trustees

 - a scan of the investment horizon for the other items that should be on trustees’ investment committee agendas

Our DC agenda and DC practical notes  newsletter also set out our insight and thoughts on the latest developments 
which could affect defined contribution schemes.

We hope you enjoy this edition of our newsletter. As always, we would be happy to discuss any of the areas of interest 
with you and we welcome your comments and feedback. Please feel free to get in touch with any of the authors of the 
articles to discuss.

Mark Latimour
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Portfolio alignment  
metric and final guidance 
on stewardship reporting

On 17 June 2022, the Department for Work and Pensions (DWP) 
published its response to its consultation on climate and 
investment reporting.

Alongside its response, the DWP published final guidance 
on stewardship reporting. This will apply to all 
occupational pension schemes that are required to prepare 
and publish statements of investment principles (SIPs) and 
(engagement policy) implementation statements. It is 
particularly significant because the DWP’s guidance for 
trustees is that the Pensions Regulator (tPR) is the “primary 
audience” for these disclosures.

The DWP’s response also confirmed that occupational 
pension schemes with assets in excess of £1 billion, and 
authorised DC master trusts, will need to calculate, and 
report on, an additional “portfolio alignment metric” from 1 
October 2022. This must measure the extent to which the 
scheme’s investment portfolio is aligned with the Paris 
Agreement goal of limiting the global average temperature 
increase to 1.5°C above pre-industrial levels. Please see our 
November 2021 Speedbrief on the consultation for further 
background: New requirements on stewardship and 
climate change. The consultation response is 
accompanied by revised statutory guidance on climate 
governance and reporting which takes account of the 
new portfolio alignment metric.

Key take-aways from the consultation response are: 

 – the non-statutory guidance on SIPs took effect 
immediately, so trustees should start to consider 
whether the stewardship policies in their SIP need 
updating

 – trustees should also consider how the new statutory 
guidance on Implementation Statements will affect 
their next Implementation Statement and the SIP 
policies on which it reports

 – the DWP considers clear stewardship priorities to be 
the foundation of effective stewardship. The PLSA’s 
Stewardship and Voting Guidelines make the same 
recommendation and, in our view, are helpful to 
schemes of all sizes

 – the DWP (and tPR) have expressed their support for the 
UK Stewardship Code. Schemes who are not yet 
signatories but have the governance bandwidth to 
apply for signatory status may wish to consider making 
an application

 – whilst the guidance on SIPs is non-statutory (meaning 
it does not have to be taken into account), the DWP 
considers that it reflects best practice. Accordingly, 
schemes that do not take the guidance into account 
may quickly find themselves as outliers and at risk of 
regulatory scrutiny

 – the guidance on Implementation Statements is 
statutory (so must be taken into account by trustees). It 
sets out what DWP considers schemes should do in 
order to comply with the legal requirements. Given the 
DWP considers tPR to be the primary audience for 
Implementation Statements (and SIPs), trustees 
wanting to mitigate the risk of regulatory scrutiny will 
need to follow the statutory guidance

For a detailed summary of the consultation response, 
please see our Speedbrief: Portfolio alignment metric 
and final guidance on stewardship reporting.

Simon Daniel 
Partner
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https://www.gov.uk/government/consultations/climate-and-investment-reporting-setting-expectations-and-empowering-savers/outcome/government-response-climate-and-investment-reporting-setting-expectations-and-empowering-savers#fn:15
https://www.gov.uk/government/consultations/climate-and-investment-reporting-setting-expectations-and-empowering-savers/outcome/government-response-climate-and-investment-reporting-setting-expectations-and-empowering-savers#fn:15
https://www.gov.uk/government/consultations/climate-and-investment-reporting-setting-expectations-and-empowering-savers/outcome/reporting-on-stewardship-and-other-topics-through-the-statement-of-investment-principles-and-the-implementation-statement-statutory-and-non-statutory
https://www.gov.uk/government/consultations/climate-and-investment-reporting-setting-expectations-and-empowering-savers/outcome/reporting-on-stewardship-and-other-topics-through-the-statement-of-investment-principles-and-the-implementation-statement-statutory-and-non-statutory
https://www.eversheds-sutherland.com/global/en/what/articles/index.page?ArticleID=en%2FEmployment_and_labour_law%2FPensions-speed-brief-climate-change&utm_source=vuture&utm_medium=email&utm_campaign=vuture-emails
https://www.eversheds-sutherland.com/global/en/what/articles/index.page?ArticleID=en%2FEmployment_and_labour_law%2FPensions-speed-brief-climate-change&utm_source=vuture&utm_medium=email&utm_campaign=vuture-emails
https://www.gov.uk/government/consultations/climate-and-investment-reporting-setting-expectations-and-empowering-savers/outcome/statutory-guidance-governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes
https://www.gov.uk/government/consultations/climate-and-investment-reporting-setting-expectations-and-empowering-savers/outcome/statutory-guidance-governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes
https://www.plsa.co.uk/Portals/0/Documents/Policy-Documents/2022/PLSA-Stewardship-and-Voting-Guidelines-2022.pdf
https://www.plsa.co.uk/Portals/0/Documents/Policy-Documents/2022/PLSA-Stewardship-and-Voting-Guidelines-2022.pdf
https://www.eversheds-sutherland.com/global/en/what/articles/index.page?ArticleID=en%2FPensions%2Fportfolio-alignment&utm_source=vuture&utm_medium=email&utm_campaign=vuture-emails
https://www.eversheds-sutherland.com/global/en/what/articles/index.page?ArticleID=en%2FPensions%2Fportfolio-alignment&utm_source=vuture&utm_medium=email&utm_campaign=vuture-emails
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By Peter Dorward (Managing Director) 
and Donny Hay (Director) of IC Select
The Pensions Regulator’s new Single Code of Practice will further 
pressurise defined benefit pension scheme trustees to ensure the 
prudent and compliant management of fund assets. The Code is due 
to come into force later in 2022, so time is running out for trustees to 
make sure they are comfortable facing higher levels of scrutiny.

The rising number of trustees switching to fiduciary 
management (FM), or using more delegated investment 
consultant or advisory arrangements (IA), provides them 
with opportunities to ensure they are fully up to speed on 
monitoring how the assets of their fund are managed. 
Typically, an FM provides investment advice and invests the 
assets of the pension scheme on a day-to-day basis 
aligned with that advice. The case for independent 
oversight when using an FM is more obvious but, given the 
trend towards implemented and more delegated 
investment consulting models, it is no less important in 
these situations.

But we know that many trustees, whether they use an FM 
or an IA, have yet to take full advantage of its benefits if 
they haven’t also sought independent oversight of that 
provider. Our research shows less than one third (31%) of 
those schemes seek independent oversight of their FM to 
help ensure everything is ticking along as they expect, and 
this figure is now less than 5% for those using investment 
consultants.

New Code raises the stakes
The question all schemes should ask is who is best placed 
to assess how well that FM or IA is performing? The FM or 
IA themselves, the trustees, or an independent specialist 
evaluator?

The Pensions Regulator will expect trustees to establish 
and operate “an effective system of governance, including 
internal controls”, as set out in the new Single Code of 
Practice. Trustees of schemes with 100 or more members 
must also conduct an ‘own risk assessment’ (ORA) of the 
ESOG.

Once the new Code comes into force, the Pensions 
Regulator will require ORAs to be completed within 12 
months. ORAs will also need to be reviewed after every 
material change in the risks facing the scheme or its 
governance processes. The ESOG should be reviewed at 
least every three years. 

An ESOG must: 

 – provide trustees with oversight of the day-to-day 
operations of their scheme

 – include any delegated activities for which the trustees 
remain accountable

 – provide the trustees with assurance that their scheme 
is operating correctly and in accordance with the law

An ORA must:

 – show that the trustees have assessed the effectiveness 
of each of the policies and procedures covered by the 
ORA

 – state whether the trustees consider the operation of 
those policies and procedures to be effective and why

ORA, ESOG and the need 
for independent oversight
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Benefits of independent oversight
ESOG and ORA requirements mean pension trustees 
should be carrying out more than a cursory check of the 
FM or IA’s work and suitability. A ‘tick box’ approach is 
insufficient and will probably not stand up to the greater 
scrutiny that the new Code will place on trustees to have a 
robust process for checking, monitoring and evaluating 
their FM and IA’s activities.

Independent oversight can support trustees when they 
conduct the ORA of their ESOG in the following four key 
areas:

1. Management of activities 

Independent oversight provides a framework and 
assessment of strategic investment objectives as well as a 
check on suitability.

2. Organisation structure

Trustees need to determine who is responsible for 
overseeing the FM and IA. Will this be left for the FM or IA to 
‘mark their own homework’, will it be carried out by the 
trustees themselves or will they appoint an independent 
evaluator?

3. Communications and disclosures 

Independent oversight assesses the effectiveness of the 
reporting framework, ensures regulatory disclosures are 
made, including annual compliance with Part 7 of the CMA 
Order and ensures additional reporting requirements are 
met (such as on Taskforce on Climate-Related Financial 
Disclosures, climate impact and other ESG factors, costs 
and disclosure of charges).

4. Investment matters

Independent oversight also assesses at a significant level of 
detail all the factors necessary to confirm the FM/IA’s 
ongoing suitability for the scheme, including:

 – investment and operational capability

 – performance analysis

 – fee review

 – qualitative benchmarking

 – quarterly report benchmarking

 – annual review of strategic investment objectives.

And it’s not just about complying with regulatory standards, 
it’s about ensuring the FM/IA is achieving the best for 
members and sponsors. As we all know, in business ‘What 
gets measured, gets done’.

IC Select provides independent evaluation of investment 
advisers to trustee boards of Defined Benefit (DB) schemes. 
For further information, contact Peter Dorward  
(at peter@ic-select.co.uk) and Donny Hay  
(at donny@ic-select.co.uk).
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The Pensions Regulator 
signals it has no plans to 
permit crypto investment

The Pensions Regulator has recently indicated that it has no intention 
of supporting the investment in crypto currencies or crypto assets by 
UK pension schemes.

The Regulator commented in a statement to City A.M. that, 
“while pension schemes are permitted to invest in a wide 
range of instruments, they should always be appropriate to 
the long term nature of pension obligations” and further 
noted that it “would not expect trustees to speculate with 
savers’ retirement savings”.

We commented to the same publication that “there is no 
realistic expectation that pension funds will be able to 
invest into unregulated crypto currencies and crypto assets 
any time soon, or indeed at all”.

Indeed, the Regulator’s statement suggests that it will not 
be possible for UK pension schemes to follow the example 
of US schemes, which appear increasingly open to crypto 
investment. A major Virginia retirement fund recently 
announced plans to fund two new crypto-focused hedge 
funds, while investment management company Fidelity 
stated its intention to allocate bitcoin within 401(k) 
retirement plans.

Tom Meyrick 
Principal Associate
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Adopting a  
Paris-aligned 
investment strategy: 
The Butler-Sloss v  
Charity Commission case
On 29 April 2022, the High Court handed down its  
judgment in the case of Butler-Sloss v Charity Commission.

This concerned the trustees of two charities which had 
general charitable purposes. The trustees had decided to 
focus on particular causes relating to environmental 
protection and relief from poverty. Accordingly, when 
deciding how to invest the charities’ assets, the trustees 
had taken steps to favour investments which had better 
green credentials and to exclude certain other investments 
(such as shares in fossil fuel companies).

The trustees were concerned that their investment strategy 
did not go far enough and that their current portfolios 
could conflict with their charitable purposes. The trustees 
were therefore minded to adopt new investment strategies 
which would exclude investments not aligned with the 
goals set out in the 2016 Paris Agreement. The trustees’ 
proposed new investment strategies would have excluded 
over half of publicly-traded companies and many 
commercially available investment funds. The Charity 
Commission therefore challenged the trustees’ proposal.

The Bishop of Oxford case
Before the Butler-Sloss case, the only previous case had 
been Harries v Church Commissioners for England (the 

“Bishop of Oxford case”). This decided that maximising 
financial return is always the starting point for charity 
trustees and “the circumstances in which charity trustees 
are bound or entitled to make a financially 
disadvantageous investment decision for ethical reasons 
are extremely limited”. However, it indicated that, if a 
particular investment would “conflict with the very objects 
the charity is seeking to achieve”, charity trustees should 
not so invest.

The decision in the Butler-Sloss case
The High Court decided that the Bishop of Oxford case did 
not impose an absolute prohibition on the trustees 
adopting their proposed Paris-aligned investment strategy:

 – charity trustees’ investment powers must be exercised 
to further their charitable purposes and this will 
normally be achieved by maximising financial returns 
on investments

 – however, if trustees reasonably consider that particular 
investments potentially conflict with the purpose of 
their charity, they have a discretion to exclude those 
investments

 – this discretion to exclude should be exercised by 
reasonably balancing all relevant factors, including the 
likelihood and seriousness of the potential conflict and 
the likelihood and seriousness of any potential 
financial detriment resulting from the exclusion

The High Court decided the trustees had carried out the 
necessary balancing exercise properly and they were 
therefore permitted to adopt their Paris-aligned investment 
strategy.

What does the Butler-Sloss case mean for 
trustees of pension schemes?
The Butler-Sloss case is not a direct authority for pension 
scheme trustees – a key difference is that pension trusts 
are always for the provision of financial benefits to 
identifiable individuals. However, the analysis is broadly 
consistent with the law as currently understood for 
pension scheme trustees. The key points are around 
proper purpose and balancing longer-term risk against 
potential short-term financial detriment.

Pension scheme trustees should therefore continue to 
consider these matters by determining whether a factor 
has a direct bearing on their primary investment objective 
of securing the best realistic return over the appropriate 
time horizon for the scheme given the need to control risk. 
If it does, it will be a financial factor and ought to be 
considered. If it does not, the factor could be considered if 
it does not entail a risk of financial detriment to the scheme 
and there is good reason to think members share the 
concern.

Jayne Howell 
Associate

and 

Simon Daniel
Partner
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The IIGCC’s Net Zero 
Stewardship Toolkit
On 21 April 2022, the Institutional Investors Group on Climate 
Change (IIGCC) published a Net Zero Stewardship Toolkit 
designed to help investors who have made net zero commitments.

The exact commitments relevant to stewardship will differ 
according to the framework adopted, but the toolkit is 
intended to provide all types of investor with the 
foundational framework and guidance to enhance their 
stewardship practices in order to deliver their 
decarbonisation targets.

It does so by providing a core process that is aligned with 
the targets and stewardship actions recommended in the 
IIGCC’s Net Zero Investment Framework (its 
implementation guide for asset owners who have made 
net zero commitments in accordance with the Paris 
Aligned Investment Initiative).

The Toolkit recommends that six steps are followed in 
implementing stewardship for net zero alignment:

1. Undertake portfolio analysis and use the stewardship 
framework to prioritise key engagements – This step 
describes a process for identifying companies in scope for 
engagement, prioritising engagement with such 
companies and allocating resource to that engagement 
based on the importance of key companies to achieving 
portfolio goals and real-world emissions reduction.

2. Set net zero alignment criteria, time-bound company-
level objectives and portfolio goals – This involves 
developing a framework of company net zero alignment 
criteria and using those criteria to determine whether 
companies are aligned and to set company-level time-
bound objectives and milestones that drive stewardship 
priorities and enable portfolio alignment goals to be 
measured.

3. Develop an engagement strategy for priority 
companies – This involves establishing and implementing 
strategies to increase the alignment of priority companies 
and setting clear escalation actions to be taken if time-
bound objectives are not met.

4. Develop a baseline engagement and voting policy 
approach for all companies – This involves establishing 
and implementing a baseline engagement and voting 
approach which is to be undertaken as a minimum for the 
maximum number of companies in material sectors within 
the boundaries of relevant portfolios. It also involves clear 
escalation actions to be taken where time-bound 
objectives are not met.

5. Asset owner and manager alignment and  
engagement – The toolkit sets out guidance for ensuring 
the alignment of engagement priorities and objectives to 
reduce duplication and to enhance impact through 
collaboration where valuable.

6. Transparency – This step involves a framework to inform 
disclosures on the investor’s net zero stewardship strategy.

The Toolkit describes the outcomes that should be 
achieved by investors taking each of these steps and gives 
a number of case studies to illustrate how they can be 
implemented in practice.

Simon Daniel 
Partner
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UKSIF - Recommendations 
from “net-zero inquiry”
The UK Sustainable Investment and Finance Association (“UKSIF”) is a 
membership organisation for those participants in the financial 
services sector who are committed to promoting a more sustainable 
and resilient financial system that works for the benefit of the 
environment and society. Its members include pension funds.

UKSIF has carried out a “net-zero inquiry” which has 
involved consulting and engaging with its membership to 
identify some of the key areas that policymakers should 
focus on to drive the change needed to move the finance 
sector (and wider economy) towards net zero.

The inquiry identified five critical actions and a number of 
accompanying policy recommendations. These were 
published in May 2022 and are summarised briefly in the 
table below.

Critical action Summary of key policy recommendation

Transform the real 
economy to drive 
net-zero aligned 
investing and lending, 
particularly with the UK 
and global economies 
not yet aligned to a 1.5°C 
trajectory.

The government should rapidly prioritise action on a specific set of sectors of the economy 
to drive forward their decarbonisation at a faster pace and promote greater private 
investment. The successful experience of the UK’s offshore wind power sector deal is given 
as an example of such an approach.

Other recommendations include:

 – expanding the UK’s Emissions Trading System to cover more of the economy and 
adopting a comprehensive carbon pricing system to price emissions across the UK 
economy

 – publicly tracking progress towards funding investment for economic sectors to achieve 
decarbonisation

 – the government committing to boost energy efficiency in all homes and to a “net-zero 
test” to ensure its policy decisions are consistent with net-zero

 – the Treasury enacting a formal operational objective applicable to regulators, covering 
climate change and sustainability

 – the PRA considering incentives to reduce the costs and risk premium of lending to 
climate solutions, along with measures that make lending to fossil fuel activities 
unattractive
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Critical action Summary of key policy recommendation

Create a world-leading 
‘green taxonomy’ and 
sustainability disclosures 
framework.

The UK must not follow the EU’s lead in incorporating certain natural gas activities within its 
green taxonomy (a classification system established to clarify which investments are 
environmentally sustainable) which would be in direct conflict with the UK’s 
decarbonisation ambitions.

Other recommendations include: 

 – producing a roadmap for the creation of a “social taxonomy”

 – policymakers considering the close links between the taxonomy and the FCA 
Sustainability Disclosure Requirements regime, especially if the taxonomy forms the 
primary environmental criteria for the investment labelling system

 – the UK remaining a proactive leader in encouraging the harmonisation of sustainability 
standards and playing a leadership role in promoting compulsory TCFD-aligned 
disclosures across a wide group of countries and delivering an ambitious Post-2020 
Global Biodiversity Framework at COP15 later this year

 – creating a nature-positive economy

 – producing a wide-ranging Government response to the Dasgupta Review

Strengthen investors’ 
stewardship role in the 
economy.

Build on the success of the UK’s Stewardship Code and encourage greater standardisation 
of climate transition plans (so that shareholders have a ‘Say on Climate’ advisory vote).

Other recommendations include: 

 – considering the following in the Transition Plans Taskforce’s “gold-standard” plan: 
company policies on carbon offsets, governance structures to deliver the transition 
plan, capital allocation plans, strategy to maximise opportunities brought by the plan, 
real world impacts of the plan, how financial statements reflect commitments made in 
the plan, the approach to policy advocacy and lobbying, the management of 
biodiversity risks, how the “Just Transition” will be addressed, and how executive 
renumeration relates to net-zero targets

 – ensuring “gold-standard” transition plans present a holistic view of how a company will 
decarbonise, rather than solely focusing on net-zero targets

 – rejecting mandatory net-zero targets for firms and instead advocating a “comply or 
explain” approach

 – government, regulators and industry building public understanding and trust in 
stewardship and encouraging investors to be more active stewards across all asset 
classes
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Critical action Summary of key policy recommendation

Support communities, 
clients and savers on the 
journey to net-zero.

The UKSIF continues to back the creation of a UK-wide “Just Transition Commission” to 
identify areas for long-term policy action on the “Just Transition”.

Greater priority needs to be given across the financial sector, including from pension 
scheme trustee boards, to address the ongoing skills and knowledge gaps across 
sustainability issues.

Other recommendations include: 

 – endorsing the recommendations made in the Grantham Research Institute’s “Financing 
a Just Transition Alliance” paper

 – investors recognising that the “Just Transition” is a core component of their 
commitments on net-zero and a material ESG concern

 – clarifying urgently within financial services the extent to which ESG factors form part of 
investors’ fiduciary duties*

 – implementing the “expression of wish” measure recommended by the Taskforce on 
Pension Scheme Voting Implementation by investment managers

 – giving greater priority to addressing the skills and knowledge gaps across sustainability 
issues

Shift the whole financial 
sector and economy to 
net-zero, including parts 
of the system that have 
not yet been prioritised in 
rulemaking.

The UKSIF strongly supports the FCA’s work in exploring new measures for ESG data and 
rating providers and believes this group should be brought within the UK’s regulatory 
perimeter.

To improve the quality of data provided by ESG data providers, policymakers need to 
strengthen corporate disclosures among listed and unlisted companies. The UKSIF calls for 
government objectives that unlisted companies disclose to the same extent as listed ones 
on sustainability issues, with mandatory climate transition plans extended to large unlisted 
companies. 

Other recommendations include: 

 – establishing high sustainability standards for companies seeking to list in the UK’s 
markets

 – considering across the financial services sector how to promote “responsible 
divestment”

*Of particular note is that UKSIF continues to see a 
common lack of understanding within the financial 
services sector on the extent to which ESG factors form 
part of investors’ fiduciary duties. UKSIF says this area 
needs urgent clarification for finance to reach net-zero and 
calls for guidance from the DWP and financial regulators to 
help ensure that the risks and impacts of ESG issues should 
be considered a core existing component of fiduciary 
duties. UKSIF seeks clearer expectations from policymakers 
on the extent to which investors can take account of ESG 
factors and points to confusion amongst pension scheme 
trustees and investment consultants.

UKSIF notes that the last report from the Law Commission 
in 2017 had a positive impact, leading the DWP to clarify 
that pension scheme trustees should consider material 
ESG factors in their policies. UKSIF says that, if considered 
necessary, the government could ask the Law Commission 
to again explore fiduciary duties to provide further clarity.

Chris Rhodes 
Chartered Legal Executive

and

Tom Meyrick  
Principal Associate
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What could the 
Solvency II reforms 
mean for pension 
scheme trustees?
 
Following a speech by Economic Secretary to Treasury John Glen 
MP to the Association of British Insurers, both HM Treasury and 
the PRA published consultations on 28 April on proposed Solvency II 
Reforms. 

The Treasury’s consultation covers their proposed 
changes to the UK Solvency II regime. The PRA have at the 
same time published a discussion paper in which they 
have set out their views on two of the main elements of the 
proposed reforms, namely changes to the matching 
adjustment and to the risk margin.

The speech by John Glen and the consultation papers 
provide a clear steer as to the likely trajectory of the 
Solvency II reforms in the UK.

The four key reforms proposed are:

 – a reduction in the risk margin through a change to its 
method of calculation

 – a revised method of calculation of the matching 
adjustment to better reflect its sensitivity to credit risk

 – increased flexibility to permit investment in long-term 
illiquid assets including UK infrastructure

 – reform of legacy EU regulation to reduce the reporting 
and administrative burden on the industry

This article looks at the proposals to change the risk margin 
and matching adjustment in particular, and considers the 
potential impact on pension scheme trustee de-risking 
agendas.

The risk margin
One of the most sensitive aspects of Solvency II for a bulk 
annuity insurer is the need to hold a risk margin in addition 
to the assets covering its best estimate of liabilities. 

Solvency II defines the risk margin as the discounted value 
of the future cost-of-capital relating to risks (other than 
hedgeable market risks) required to be held under Solvency 
II rules by a hypothetical transferee company, in order to 
cover the potential costs of transferring an insurer’s 
obligations to that company. In its current form, the risk 
margin has encouraged UK insurers to manage their 
exposure to longevity risk by transferring that risk to third 
parties through reinsurance transactions.

The government’s concern with the current approach is 
that it is too sensitive to movements in interest rates and 
too high when interest rates are low. To address this, HM 
Treasury have proposed two alternative calculation 
methodologies: (i) a modification to the existing cost-of-
capital approach, and (ii) a percentile approach similar to 
that used by the International Association of Insurance 
Supervisors. The PRA consider that the better of those two 
options would be (i) – modifying the existing cost-of-
capital approach. This would also potentially include a new 
tapering parameter for life insurers, lambda, to allow 
progressively lower weight to be given to future capital 
requirements.

The PRA have suggested that the risk margin should be 
adjusted to support a reduction of around 60% for life 
insurers. However, any adjustment should be seen as part 
of a package together with the changes to the matching 
adjustment (discussed below). Based on their assessment, 
such a package would result in a release of 10% to 15% of 
capital in the life sector.

16

The right returns
Our pensions investment newsletter

https://www.gov.uk/government/speeches/speech-by-john-glen-mp-economic-secretary-to-the-treasury-to-the-association-of-british-insurers-annual-dinner
https://www.gov.uk/government/speeches/speech-by-john-glen-mp-economic-secretary-to-the-treasury-to-the-association-of-british-insurers-annual-dinner
https://www.gov.uk/government/consultations/solvency-ii-review-consultation?msclkid=5d495d01c6e911eca098e185e8396a65
https://www.bankofengland.co.uk/prudential-regulation/publication/2022/april/potential-reforms-to-risk-margin-and-matching-adjustment-within-solvency-ii


Impact on trustees: The impact of these reforms on 
trustee de-risking agendas ultimately comes down to price 
and capacity. It is expected that the reform to risk margin 
will reduce insurers’ reliance on the reinsurance market to 
hedge their longevity risk and, coupled with the release of 
assets, the volume of bulk annuity capacity insurers are 
able to offer pension schemes is likely to increase. 
Consequently, trustees should be aware of the likely 
impact these reforms may have on bulk annuity premiums 
when considering opportunities.

The matching adjustment
The benefit of the matching adjustment is that it allows 
insurers to value liabilities in a way that matches the spread 
on the assets that match those liabilities. However, in broad 
terms, insurers deduct, from the spread of those assets, the 
fundamental spread – this is intended to reflect the credit 
spread corresponding to the probability of default in 
respect of the assets held and the credit spread 
corresponding to the expected loss resulting from a 
downgrading of those assets.

On the changes to the fundamental spread, the PRA 
suggest that the existing model should be expanded to 
include a credit risk premium to reflect the additional 
premium that a third party would demand taking on credit 
risk on assets. This, in effect, would bring in an extra factor 
into the fundamental spread reflecting the risk of the level 
of future defaults. The PRA proposes that this would be 
based on at least 35% of the spread on an index of 
comparable assets, averaged over the economic cycle, 
thus basing it on the medium-term average of market 
spreads. In addition, HM Treasury have proposed increasing 
investment flexibility by broadening the range of assets 
eligible for the matching adjustment portfolio to include 
callable bonds, commercial real estate lending, housing 
association bonds and loans, infrastructure assets and local 
authority loan portfolios.

Impact on trustees: As with the reforms proposed in 
relation to the risk margin, the reforms to the fundamental 
spread and the broadening of assets eligible for matching 
adjustment portfolios are expected to reduce the price of 
bulk annuity transactions by reducing the costs for an 
insurer of ensuring assets meet the matching adjustment 
eligibility criteria. It is also likely that insurers will continue 
to increase their investment in illiquid assets where the 
reforms give them opportunity to do so. The increased 
flexibility the reforms propose to give insurers when it 
comes to the investment of assets held to back the 
liabilities may in turn filter down to the terms offered to 
trustees in bulk annuity transactions.

Key takeaways
Overall, we expect the proposed reforms to offer insurers 
greater flexibility in the sourcing and management of 
assets held to match liabilities and increase capacity in the 
market – a welcome development in a sector where 
demand has the potential to outstrip supply. The direct 
impact on pricing could be more neutral, with the changes 
to the fundamental spread offsetting the benefits of the 
reduction in risk margin. Trustees should be aware, 
however, of the potential for changes in pricing and ensure 
that their long-term journey planning and decision-making 
is agile and flexible enough to capture opportunities as 
they arrive.

Ellie Legg 
Associate
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Investment  
Horizon Scan –  
What else should be on your  
investment committee agenda?
 
The last few years has seen an incredible amount of change for 
pension scheme trustees in relation to their governance and 
reporting obligations in relation to investment. 

In addition to the new requirements around governance and 
reporting, external pressure from specialist groups as well as 
statements from the Government and The Pensions Regulator 
mean this trend of increasing change is likely to continue. Here 
we look at future developments that need to be on the agenda 
for trustees and their investment committees.

Compliance with investment aspects of the 
Single Code of Practice
The Pension Regulator’s consultation on the draft Single 
Code of Practice covers most aspects of the governance 
and administration of pension schemes. More than a 
consolidation, it includes changes to many of The Pension 
Regulator’s expectations around best practice for schemes. 
Importantly it includes more explicit expectations around 
the need for pension scheme trustees to include 
consideration of ESG factors in their governance systems. It 
states that schemes should consider ESG matters in their 
investment decision making process. In addition it makes it 
clear that The Pensions Regulator expects trustees to take 
legal advice in relation to the investment arrangements they 
enter into.

Why should this be on the agenda: Trustees need to be 
prepared to comply (or explain why they do not comply) 
with the Single Code of Practice. Trustees, particularly those 
not in-scope for TCFD reporting, should carefully consider 
their investment governance framework to ensure it is 
consistent with the Single Code of Practice and seek to 
address areas where it falls short.

Regulations to replace the CMA Order take 
effect from 1 October 2022
The DWP has published its response to consultation on 
trustee oversight of fiduciary managers and consultants 
which relates to the regulations that would replace the CMA 
Order which came into force on 10 December 2019. Under 
the Order, along with requiring trustees to competitively 
tender for fiduciary managers and set objectives for 
investment consultants, trustees were required to submit 
and annual compliance statement to the CMA by January 
of each year. The response to consultation provides that the 
new regulations have been laid before Parliament and will 
come into effect from 1 October 2022. There have been 
some changes to the regulations since this initial 
consultation.

Why should this be on the agenda: The requirement to 
submit an annual compliance statement will drop away, so 
trustees can tentatively remove this from the business plan. 
However, the requirements largely continue under the 
regulations with some changes such as the need to review 
objectives for consultants every three years. Trustees should 
speak with their legal advisors about how their governance 
processes need to change from 1 October 2022.
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Consultation on disclosure of  
illiquid assets for DC Schemes
Last year the Government consulted on making changes to 
the charge cap for default arrangements to allow “well 
designed” performance fees to help facilitate the 
investment in illiquid assets. In its response to 
consultation the Government stated it will delay 
implementing the policy to ensure it can properly address 
the issues identified in the consultation. However, it instead 
proposed that DC schemes should disclose their policy on 
investment in illiquid assets within their SIP along with a 
requirement for DC schemes with over £100m of assets to 
publicly disclosure and explain their default asset class 
allocation in their Chair’s Statement.

Why should it be on the agenda: The consultation includes 
a proposed format for the disclosure which seeks to make 
disclosure more uniform and easier to compare. If they go 
ahead trustees will need to consider making changes to 
both the content of their SIP and also the format and 
content of their Chair’s Statement – both of which may end 
up being longer as a result.

Becoming a signatory  
to the Stewardship Code
The Government appears to have a clear agenda of 
encouraging trustees of pension schemes to aim for 
signatory status to the Financial Reporting Council’s 
Stewardship Code (see our previous DC Practical Notes for 
more details). The process is not for the faint of heart, out of 
the previous 105 applications to the FRC, only 74% were 
successful because of the demanding and thorough 
process. The FRC has provided feedback on the latest 
submissions and includes key areas for prospective 
signatories to focus on when submitting applications.

Why should it be on the agenda: For large schemes, there 
is a clear drive from the Government to align with the 
Stewardship Code. For any trustee considering signing up 
to the Stewardship Code, the significant work required for 
an application should not be underestimated and planning 
should commence well in advance of any proposed 
application.

Disclosure on nature-related 
risks and opportunities
The Taskforce of Nature-related Financial Disclosures 
(“TNFD”) has published an initial draft of its nature related 
disclosure framework, which is based on the same four 
pillars used by the TCFD: governance, strategy, risk 
management, and metrics and targets. Please see our 
Speedbrief for detail on the TNFD’s draft framework. The 
framework is still much a developing area and the final 
framework is not expected until September 2023. However, 
nature related risks and opportunities is something that 
trustees may need to start thinking about sooner rather 
than later in terms of their investment decision making 
framework.

Why should it be on the agenda: The TNFD framework has 
substantial backing and the Pension Minister’s clearly 
expressed views show the direction of transfer for these 
kind of disclosures. Trustees should be starting to consider 
how nature related risks and opportunities factor into their 
investment governance and whether the balance of these 
risks is appropriate given disclosures that may need to be 
made in future.

Please don’t hesitate to contact your usual Eversheds 
Sutherland advisor or me for more detail on any of these 
issues.

Mark Latimour 
Partner
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