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Remaining open-minded in
ever-shifting change

The UK DB sector is undergoing a huge period of change. Schemes are having
to make some big decisions about their endgame strategy against a backdrop of
ever shifting regulatory sands. Our research with mallowstreet shows that larger
schemes are more likely to be undecided on their endgames and, with a range
of alternative options coming to market, remaining open-minded is probably
wise. Morten Nilsson, CEO, Brightwell

The research also shines a light on some of the complex old and new issues schemes are having to grapple with, from
GMP equalisation to geopolitical instability, stubborn inflation and interest rates, and cybercrime. Running a DB
scheme has never been more challenging. Nonetheless, many schemes are questioning whether buy-out is in fact the
‘gold standard’” — or whether they risk ‘selling the family silver’ instead.

Welcome

Despite growing capacity amongst insurers, buy-out is no longer the be-all end-
all endgame. Last year, we saw the first superfund transaction, as well as the
launch of new governance and fiduciary management solutions. DB master
trusts and protection for fully funded schemes are also garnering support, as
providers are offering more alternatives.

While the industry mulls over the role of growth assets in the Mansion House
reforms and the productive finance agenda, endgame options are diversifying.
The new DB funding and investment regulations are less prescriptive on de-
risking than their original draft, allowing more leeway for schemes to hold
growth assets as they deem appropriate. The government is also consulting on
surplus distribution to potentially encourage longer risk-taking at schemes, but
this issue is more complex than it first appears.

Ally Georgieva, Head of Insight,
mallowstreet

With so many moving parfts, it is not surprising that open schemes are yet fo
decide on a long-term objective. To understand their evolving strategy and
priorities, mallowstreet, in partnership with Brightwell, surveyed 27 UK DB
schemes over £1bn in January 2024, gathering perspectives on a total of
£300bn in assets under management. This report presents our in-depth

L T Ryan Daley, Senior Researcher,
findings. We hope you find it insightful. mallowstreet

Key Statistics
27

chairs, trustee directors
and heads of pensions
from different UK DB
schemes over £1bn

£300bn+

of pension assets
represented

529

(1]

schemes between £1bn
and £5bn

()
26%
schemes between £5bn
and £10bn

(1)
7%
schemes between £10bn
and £20bn

15%

schemes over £20bn

15

questions

600+

primary data points
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Executive Summary
Many larde schemes are yet to Set long-term objectives

Faced with a regulatory overload, they feel like they must choose between retaining regulatory and
macro risk or transferring value to insurers with a buy-out — but there are other avenues to
explore. Alternative long-term objectives like consolidation, capital-backed journey plans (CBJPs)
and run-on are gaining popularity, so many large schemes are taking a ‘wait and see’” approach
until the regulatory context becomes clearer.

Schemes backed by strong employers are confident they will deliver value to members in run-off.
To them, the insurance path constitutes a transfer of value which comes with a loss of control and
discretionary benefits. But given the risks of geopolitical instability and rising rates, it is surprising to
see that they are not thinking about fiduciary management or similar solutions.

Meanwhile, schemes targeting buy-out worry about affordability to the sponsoring employer, but
this does not deter them from pursuing this strategic objective. But not everyone may get to buy-
out while interest rates are advantageous, so they may be underestimating the risk of funding level
volatility. At the same time, they seem reluctant to consider other available options.

IMliquid assets remain a barrier instead of an opportunity

A high allocation to illiquids is the top obstacle to most endgames, including for schemes which
are yet fo set a long-term target. This may change with the new DB funding code but potentially
puts DB schemes at odds with the government’s desire to increase investment in productive assets.

surplus generation needs a rethink

Schemes are run to meet the promised benefits to members and protect their outcomes, not to
increase the return to the sponsor. While many schemes are not yet fully funded (especially on a
buy-out basis), those in surplus are not doing anything about it — largely because they do not have
an objective to do so. However, using the surplus to enhance DB or DC benefits, or as a volatility
buffer, can be aftractive, but this needs a change in ideology and support in regulatory guidance.
At present, it is rarely possible to return the surplus unless at wind-up.

Key Statistics
41%

of schemes over £1bn are
either open or have not yet
set a long-term objective

86%

of schemes targeting run-
off would not buy out
because their sponsor is
strong

7%

of them are worried about
inflation and interest rate
volatility

67%

of schemes aiming for
buy-out are worried about
the regulatory burden

43%

of schemes aiming for
run-off say the surplus
should be held in case the
funding level changes

429
(1]
of all schemes say illiquid

assets are the top obstacle
to their endgame plans
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Industry Recommendations

For open pension schemes and those aiming for run-off:

» Decide long-term strategy early — run-on and run-off are increasingly an acceptable plan for larger schemes

« Start discussions around surplus treatment early to avoid it getting ‘trapped’ in the scheme

» Consider accumulating a surplus as a buffer for funding level volatility — interest and inflation rates may change in a macro downturn
* Assess how fiduciary management and capital-backed journey plans can make your endgame more affordable or easier to reach

* Review ways to protect the scheme in case the sponsor covenant deteriorates — this is a long-term risk which is often left unaddressed
» Discuss the role of illiquid assets with peers and providers — they need not be an endgame obstacle, but a return opportunity instead

* Learn best practices from peers — the run-on rule book is yet to be written, so now is the time to exchange expertise with others

For pension schemes targeting buy-out;

» Explore capital-backed journey plans and fiduciary management — they can be a helpful way fo address affordability issues for your
sponsoring employer and accelerate your endgame timeline, especially if there is a funding gap

For sponsoring employers:

» Engage with pension scheme trustees on endgame plans — this is crucial for the long-term funding and investment strategy of the scheme
» Evaluate all options at hand — seek support and best ideas from various solution providers which can broaden the choices available to you

For Solution providers:

* Build holistic solutions addressing regulatory complexity, macro and liability risks, as well as managing an illiquid asset allocation

+ Strengthen your administration offering with robust cyber-security — this has become a top priority moving forward

+ Develop more flexible surplus solutions — it does not automatically go to the sponsoring employer and may need to be shared with
members depending on scheme rules on a case-by-case basis

* Help schemes devise a strategy for illiquid assets — and rethink their role in increasing returns, net zero and endgame preparations

+ Share your expertise by offering CPD fraining via industry bodies to establish yourself as a partner o the industry

For regulatory authorities:

» Consider providing guidance on the appropriate uses of scheme surplus, so trustees can feel more comfortable with its accumulation
» Create additional stimuli for investing in growth assets to support the productive finance agenda without getting too prescriptive
» Update the DB funding code of practice, so trustee boards have a better understanding of suitable levels for their growth investments

Page 4



Part 1;

Large schemes are yet to set objectives

Faced with a regulatory overload, schemes feel like they must choose between buy-out and
retaining regulatory and macro risk — but there are other avenues to explore. Strong schemes are
confident they add value to members, so insurance may not be the right path for them.




Many large schemes are yet to set long-term objectives

Regulatory overload is leaving many UK schemes with the choice to either et to buy-out or conduct a buy-in
- hut there are other avenues to explore. ENDGAME BY SCHEME SIZE

sInsurance buy-out Run-off with low dependency on sponsor Open/run-on/undecided

Two in five UK DB schemes over £1bn have not yet set a long-
term objective. In particular, 7% are still open, but another 26%  atscurus
are simply undecided on their endgame plans (see charts to the

right). This likely reflects uncertainty around a range of issues OVER £5BN

on the UK pensions agenda, including the DB funding regime,

consolidation and surplus treatment. As a result, just 7% are A

looking to run on — and alternative endgames are gaining =

popularity.*

At the same time, 67% of schemes aiming for buy-out say they

will conduct one or multiple buy-ins to deal with the growing

complexity of UK pensions (see chart below). Surprisingly, more 79 79 26%
than half of schemes with undecided plans are also considering

buy-ins. This suggests that the regulatory overload is pushing

schemes towards insurers — but there are other avenues fo

explore. targetrunon arestillopen are undecided

Capital-backed journey plans (CBJPs) are a new part of the
run-off TOOlle — bUT, inTereSTing|y, not on The buy'OUT radar. DealingwithComplexity TOTAL BUY-OUT RUN-OFF UNDECIDED
Along with longevity hedging, they do not extinguish the
sponsoring employer’s responsibility for the scheme.

Conduct one/multiple buy-ins 50% 67% 17% 56%

Change of administration provider 25%
However, CBJPs can help make the endgame more
o o on o o 33%
affordable. Against this backdrop, it is puzzling fo see that Capital backed journey plan (CBJP) f] 17% ! !
they are not perceived as a good fit for the road to buy-out. 0% 50% 0%
Hire an outsourced CIO 4%
It is also worth noting that a third of schemes in run-off and ! o 0
Work with another large scheme | 4%

44% of those with an undecided long-term objective are o 17 0%
confronting the growing complexity in UK pensions by Hire a fiduciary manager | 0%
changing their third-party administrator or admin software
provider. This is an ongoing concern for those planning to
look after their members for a long time and evolve their
service offering.

None of the above [ 17% 2% 7% 1%

*Some groups are represented by a small sample, so our analysis is only indicative. For example: schemes aiming for buy-out = 9, run-off = 7. Unless shown,
there are no significant differences by endgame in this part of the analysis.

Key Statistics
41%

of schemes over £1bn are
either open or have not
yet set a long-term
objective

S56%

of schemes with
undecided plans may use
buy-ins fo deal with the
growing regulatory
complexity in UK pensions
— but there are other
options

S50%

schemes in run-off are
thinking about a capital-
backed

44%

of schemes with
undecided plans may
change their
administration provider or
software
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Strong schemes can continue generating added value

To them, engaging with insurance firms constitutes a transfer of value - and the loss of control and discretionary
henefits are additional concerns.

When asked why their scheme is not targeting buy-out, 86% of those aiming for run-off state it is because their
employer covenant is strong enough. More than half clarify that, as a result, they do not wish to transfer value to
insurers, and 29% are worried about the loss of control. A deterioration of the service to members can be an additional
concern. This means that schemes with strong sponsors feel confident in their employer and want to continue
generating added value for their members.

Interestingly, concerns about capacity in the
buy-out market are not enough to deter
endgame plans: barely any schemes worry
about systemic risks if all assets move to

Reasonsnotto By endgame
targetbuy-out TOTAL ' BUY-OUT RUN-OFF UNDECIDED

insurers, or whether they can obtain Does not apply - working towards buy-out 35% 78% 0% 20%
com peTiTive pricing. Our covenant is strong enough 35% 22% 86% 10%
Underfunded and/or still open** 23% 0% 0% 60%
ThIS ShOWS ThaT The Choice of endgame iS a Do not wish to transfer value toinsurers 19% 1% 57% 0%
S‘I‘raTegiC decision not impaCTed by the Worried about discretionary benefits 19% 33% 14% 10%
associated imp|emenfaﬂon issues. Complex or difficult to insure benefits m 8% 11% 14% 0%
Addiﬂona”y, 60% of schemes with The sponsor cannot receive the surplus 1 8% 22% 0% 0%
undecided plans are not Targeﬂng buy—ouT Worried about loss of control = 8% 0% 29% 0%
because They are S|mp|y too far away from Worried about accounting treatment 1 4% 1% 0% 0%
having to make such impor‘ran’r decisions.** Worried about deterioration of service 1 4% 0% 14% 0%
Worried about insurance systemic risks 1 4% 11% 0% 0%
Cannot get competitive pricing | 0% 0% 0% 0%
InTeresTingly, 33% of schemes aiming for bU)/‘ Cannot get providers to quote | 0% 0% 0% 0%
out are concerned about losing the ability to Our data is not good enough | 0% 0% 0% 0%

offer discretionary benefits (e.g., increases) to
members. Rising inflation is putting pressure on
well-funded schemes to up pensions — but
their ability to do so goes away completely in an
insurance buy-out.*

*Some groups are represented by a small sample, so our analysis is only indicative. For example: schemes aiming for buy-out = 9, run-off = 7.
**This question contained an option to specify other reasons not to target buy-out. A big number of respondents with undecided endgames chose this answer
and wrote that they are either underfunded or far away from needing an endgame plan and, ultimately, being able to consider buy-out.

Key otatistics
86%

of schemes targeting run-
off would not buy out
because their sponsor is
strong enough

7%
of them add they do not

wish to transfer value to
insurers

29%

of them are worried about
losing control in such a
scenario

60%

of schemes with
undecided endgames are
not targeting buy-out
because they are open
and/or underfunded

33
(0]
of schemes on a buy-out

path are worried about
discretionary benefits

)
22%
Of them cannoft return the
surplus to the sponsor
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Schemes are torn between complexity and buy-out

When deciding endgames, schemes feel like they must choose between buy-out and retaining regulatory and
macro risks - but this need not be the case.

Looking at the next three to five years, 67% of schemes targeting buy-out are concerned about the growing regulatory
and reporting burden (see chart below and also page 6). In contrast, over half of schemes targeting run-off worry
about the impact of rising inflation and interest rates on scheme returns. The risk of geopolitical instability is an
additional worry for 43% of them, as well as many schemes with an undecided endgame. This suggests that when
choosing a long-term objective, schemes feel they are confronted with the choice to either retain regulatory and
macro risk or conduct a buy-out and wind up the scheme. This need not be a binary choice. For example, fiduciary
management can combine liability hedging with a return component to enhance funding levels, improving outcomes
and freeing up internal frustee resources.

Topconcernsfor By endgame
. ) . next3-Syears TOTAL ' BUY-OUT  RUN-OFF  UNDECIDED
Dealing with complexity
Growing regulatory/reporting burden 44% 67% 14% 45%
TOTAL Rising inflation and/or interest rates 33% 1% 57% 36%
Geopolitical instability impacting returns 30% 22% 43% 2%
Hire an 40, Cyber-attacks on scheme or suppliers 48% 33% 57% 55%
(]
outsourced CIO Member and benefit data quality 33% 22% 43% 36%
GMP equalisation 22% 56% 0% 9%
Work with Pensions Dashboard implementation 22% 44% 14% 9%
another large 4%
scheme Ability to attract/retain high calibre staff # 15% 1% 43% 0%
Climate change impacting returns 15% 0% 14% 27%
Sponsor - o e
Keeping up with with technology for members 1 11% 1% 0% 8%
covenant 0% SRR : & : : : 18
deterioration Lack of liquidity in the scheme ¥ 11% 22% 0% 9%
Sponsor covenant deterioration 11% 0% 14% 18%

In this context, it is surprising that so few schemes are thinking about an outsourced CIO or a fiduciary manager. This is
despite 43% of schemes on the path to run-off worrying that they will not be able to attract high-calibre staff.

Finally, cyber-security is the top concern for schemes targeting run-off or with undecided plans. These two groups are
most likely to change administration providers or software, so cyber-security will likely be a major consideration (see
page 6).*

*Some groups are represented by a small sample, so our analysis is only indicative. For example: schemes aiming for buy-out = 9, run-off = 7. The full chart about
dealing with complexity is available on page 6.

Key otatistics
67%

of schemes aiming for
buy-out are worried about
the regulatory and
reporting burden

S7%

of schemes targeting run-
off are worried about
inflation and interest rate
volatility

43%

of them also worry about
geopolitical risk impacting
returns

43%

of schemes in run-off are
also worried about hiring
and refaining high-calibre
staff, yet would not
consider outsourced CIlOs
or fiduciary managers

55%

of schemes with
undecided endgame plans
are worried about cyber-
attacks
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Part 2:

Surplus generation needs a rethink

Schemes are run to meet the promised benefits to members or improve their outcomes, not to
increase the return to the sponsoring employer. However, using a surplus as a volatility buffer can be
attractive and needs a change in ideology. In this context, it is not surprising that illiquid assets are
still seen as an obstacle rather than an opportunity.



Schemes are not run to generate a surplus

While many schemes are not yet fully funded, those in Surplus are not doing anything about it - largely
hecause they do not have such an objective.

One-half of large schemes targeting run-off do not currently have a
surplus, compared with just a third of their peers (see chart to the
right). For the remainder, the surplus is simply part of their asset
portfolio, irrespective of the endgame. Just one scheme is investing
its surplus to grow it over time — and, surprisingly, no scheme in our
survey is using an escrow account.

As a result, investment strategy is not driven by surplus
accumulation (see chart below). Even if the government change the e
rules to make the return of surplus to employers easier (e.g. by

reducing the 35% tax charge or other measures), 70% of schemes 0% 20, 10 60% 100%
will not change their investment strategy — and just one in ten
would stay invested in growth assets for longer.

Current surplus

Buy-out*

Run-off*

= No surplus currently Simply part of the asset portfolio

m Invested to grow the surplus Held in an escrow account (0%)

A partial explanation is found in when and how the surplus may be distributed — it
should be shared with members, but there are no ways to do so before winding up
the scheme (see next page). More importantly, trustees emphasise they are not
running the scheme in order to generate a surplus.

Impactof 35% Tax chargechange

/0% Whatever the endgame, trustees go on to explain that schemes are run to meet the
promised benefits to members and protect their outcomes, not to increase the return
to the sponsoring employer. If the endgame objective is low dependency on the
sponsor, then an additional goal could be to reduce the need for further sponsor
contributions. In both cases, trustees contend that letting prevalent tax rates or
employer profit and loss (P&L) drive investment strategy would be a bad idea.

For other schemes, the problem is that they have already conducted a buy-in and
are close to buy-out, so they do not have the ability to change the investment
strategy. A handful of trustees share they would consider re-risking if faced with full
funding on a buy-out basis, but not on technical provisions. It would also help if they
were not already locked into buy-ins. Finally, open schemes are simply too far away
from a surplus.*

Do not know
= Increase growth/illiquid assets (0%)
Stay invested in growth/illiquids for longer

= No change toinvestment strategy

*Some groups are represented by a small sample, so our analysis is only indicative. For example: schemes aiming for buy-out = 9, run-off = 7. The opinions
expressed on this page come from an open-ended question asking about the reason why schemes would not change their investment strategy in the
circumstances explained above.

Key Statistics
57%

of schemes aiming for
run-off do not have a
surplus at present

64%

of schemes with an
undecided endgame
simply keep it invested
with all other assets

o)

no schemes are using an
escrow account

70%

would not make any
changes to investment
strategy if tax rates upon
surplus return are adjusted

11%

would hold growth assets
for longer in such a
scenario
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Surplus return is not possible except on wind-up

Trustees helieve the surplus should he shared hetween members and the Sponsoring employer - in part to
create a buffer for funding level volatiity.

More than half of trustees report that scheme surplus cannot be returned except
on wind-up (see chart to the right). Just one in ten have such an ability, and a
similar proportion are thinking about making this possible.*

wind-up

"

Two in every five schemes say any surplus should be shared between the
members and the sponsoring employer (see left chart below). Additionally, some
believe it should be given to DB members as a discretionary increase or shared
with members of the DC scheme instead. In general, just one scheme thinks the
surplus should automatically go to the sponsoring employer. This may be
appropriate when the scheme is non-contributory for employees and the surplus is
used to reduce employer contributions.

In all cases, the treatment of surplus would depend on the scheme rules. More
importantly, 22% of trustees believe the surplus should be held in the scheme in
case the funding level changes, as a buffer for asset underperformance or a
reserve for a future pension risk transfer transaction.

Do not know

No

It is interesting that schemes in run-
off particularly favour this option
(see chart fo the right). As
discussed, these schemes are

Distribution of Surplus TOTAL

Not at the moment but thinking ¢

Surplusreturn other than

bout it

= Yes, can be returned at other times

11%

- . Shared between members and sponsor 41%
exposed TO- ‘geopollf{cal risks ahd Held in case the funding level changes 22% SR T e
rates volatility but wish to continue ' € afs — ’ fundinglevel changes
generaﬂng value for their members Give DB members a discretionary increase 15%
(see pages 7 and 8). In this context, Shared with members of the DC scheme 7%
i 43% 18%
running a surplus fo create a Returned to the sponsor 4% ’ ?

funding level buffer could be highly
desirable, but an ideology change
and regulatory support is needed
for trustees to feel comfortable with
taking this approach.

The sponsor should decide | 0%

of schemes

I have a different opinion 11%
F ° targetingrun-off* undecided plans

*Some groups are represented by a small sample, so our analysis is only indicative. For example: schemes aiming for buy-out = 9, run-off = 7. Unless shown,
there are no significant differences by endgame in this part of the analysis.

of schemeswith of schemesaiming

for buy-out*

Key otatistics
43%

of schemes aiming for
run-off say the surplus
should be held in case the
funding level changes

S56%

of all schemes say the
surplus cannot be returned
at any other point except
on scheme wind-up

41%

say it should be shared
between the members and
the sponsoring employer

15%

say it should be given to
DB members as a
discretionary increase

o
4%
of all schemes say the
surplus should be returned

to the sponsoring
employer

Page 1



[lliquid assets remain a barrier instead of an opportunity

A high allocation to illiquids is the top obstacle to most endgames - which Sugdests a need for innovative
solutions to Support productive capital.

One-half of schemes targeting run-off are hindered by a high allocation to illiquid assets. More surprisingly, this view is
shared by many schemes which are open, running on or yet to decide their endgame. This suggests that illiquid assets
are still perceived as an obstacle rather than an opportunity in the mid to long-term. This is likely a consequence of the
LDl crisis of 2022, which put scheme liquidity to the test but left many overweight such assets. Additionally, the DB
funding regime has historically encouraged schemes to de-risk and focus on cashflow matching as they mature. This
may change under the new DB funding regime, which was announced in January 2024 and is less prescriptive than
its original draft, but it is too early to say.

In addition, a third of schemes targeting buy-out are worried about agreement with the sponsor or whether closing
the funding gap faster would be affordable. This is interesting to see, given the reluctance of such schemes to
consider capital-backed journey plans (CBJPs) or fiduciary management to improve funding levels (see page 6).
With just one in five doubting the capacity in the buy-out market, many schemes aiming for this endgame may be
underestimating their exposure to funding level volatility and macro risks.

Topobstacleson Byendgame

Schemes aiming for run-off may also struggle
endgamejourney  TOTAL | BUY-OUT  RUN-OFF  UNDECIDED

reaching agreement with their employer, but not
because of the funding gap. Not only are schemes in

Highallocation to illiquid assets 42% 33% 50% 44%
this position more likely to call upon CBJPs, but they Mo agresment with sponsor [ 25% . o -
also enjoy the financial backing of a strong sponsor ) - ;

Not affordable to close funding gap 17% 33% 0% 1%
(see pages 6 and 7).
Hard to access the assets we need [l 12% o 17% 22
AS fOI’ open schemes and ThOSG WITh Undecided Too many active/deferred members 12% 0% 0% 33%
endgames, the obstacle of having too many active Lack of capacity in the buy-out market 1 8% 2% 0% 0%
and deferred members is CaUSing many to delay Not affordable to conduct a transaction ¥ 8% 1% 0% 1%
SeTTlng a long_Term ObJeCTlVe. Whlle it ShOU|d not be Sponsor covenant is not strong enough | 4% 0% 0% 1%
taken in haste, this decision should also not be -
. . . . Operational/execution costs toohigh | 0% 0% 0% 0%
delayed unnecessarily, as it will facilitate long-term
Other™ 42% 22% 33% 67%

investments and planning. After all, run-on is a
perfectly acceptable choice.*

*Some groups are represented by a small sample, so our analysis is only indicative. For example: schemes aiming for buy-out = 9, run-off = 7.
**Other obstacles include a variety of responses with no clear trend: benefit equalisation and rectification, capacity in the administrator market, dealing with
international accounting implications, data and administration shortcomings, and a lack of trust between the trustees and the sponsor.

Key otatistics
50%

of schemes going for run-
off say they do not have
an agreement with their
sponsor

50%

of them also state that a
high allocation to illiquid
assets is an additional
challenge

44%
of schemes with an

undecided endgame share
this concern

33%

of schemes targeting buy-
out are worried about
agreement with their
sponsor, as well as their
ability to close the funding
gap faster

o
4%
of schemes without an
endgame say they have

too many active or
deferred members
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Morten Nilsson Amy Mankelow Ally Georgieva Ryan Daley

Head of Communications and Head of Insight, mallowstreet Senior Researcher, mallowstreet
External relations, Brightwell e: albena.georgieva@mallowstreet.com e: albena.georgieva@mallowstreet.com

CEO, Brightwell

e: m.nilsson@brightwellpensions.com
e: a.mankelow@brightwellpensions.com

Disclaimer

Mallowstreet Limited, a company registered in England and Wales, is authorised and regulated by the Financial Conduct Authority. Information provided in this Report is intended to
provide general information on matters of interest only. The information does not constitute accounting, financial, consulting, investment, legal or any other professional advice. Your
use and reliance on information or statements made in this Report is at your own risk and Mallowstreet Limited shall have no liability to any person or entity for any claim, loss or

damage relating to the information in the Report.
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