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FTSE 350 DB Pension Scheme Report 2020

Defined benefit pension
schemes and their impact on
company accounts at 31
December 2019

Welcome to the ninth Willis Towers Watson
report discussing the impact of defined
benefit (DB) pension schemes on FTSE 350
company accounts.

Uncertainty associated with Brexit was to
the fore during 2019, reversing some of the
past improvements in funding, reflecting
falling bond yields only partially offset by
rising asset values.

Towards the end of 2019 the Pension
Schemes Bill was published, containing
new powers and sanctions for The Pensions
Regulator (TPR), and proposals on changes
to the RPI were raised.

This is the background against which
companies prepared the pension numbers
in their 2019 accounts. This report analyses
what they disclosed.

However, COVID-19 and the associated
economic crisis could potentially have a
much larger impact on pension schemes
and so we also look to examine the impact
felt in the first half of 2020.

willistowerswatson.com
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Executive summary

Accounting positions — A period of sustained volatility

From £4bn surplus
to £3bn deficit

2 A £65bn swingin 2019

And a £120bn+ swing in
first half of 2020

Aggregate funding position showed moderate decline
over 2019. 39% of FTSE 350 reported a surplus.

But there was material volatility in 2019, due to
movements in discount rates and asset markets.

Credit spreads jumped in March 2020, then fell back
again in April and more gradually to end-July.

Assumptions — Falls in discount rates, inflation and life expectancy

1 £80bn liability increase

2 -24bps move in RPI

3 £5bn liability reduction

Falling discount rates added c£80bn to liabilities,
partially offset by movements in other assumptions and
asset returns.

Assumptions for RPI increases fell 24bps and the wedge
with CPI fell 12bps. With possible changes to RPI in the
future this could decline further.

6-in-10 companies reduced their life expectancy
assumptions in 2019, reducing liabilities by c£5bn.

Key trends - Closure of DB stalls, bulk annuity market soars

40% of companies
1 reported DB plans open
to future accrual

£44bn bulk annuity
business written in 2019

£5bn paid in DRCs in
3 total compared to £54bn
paid in dividends

willistowerswatson.com

DB plan closure slowed in 2019, but may accelerate in
2020 — half of companies with plans open to accrual
have made dividend cuts this year.

2019 was a record year for the bulk annuity and longevity
hedging market. FTSE 350 account for nearly half of
activity. Q1 2020 continued to see high levels of activity.

Little change in typical deficit reduction contributions
(DRCs) in 2019. Aggregate dividends over 10 times
aggregate DRCs. 2020 dividend cuts may reduce ratio.

WillisTowers Watson L1*"1"l:l
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Balance sheet positions WillisTowers Watson LiI*I'Ll

Accounting deficits/surplus (£bn)

After a sustained period of 2011 2012 2013 2014 2015 2016 2017 2018 2019
improvements, aggregate funding 40
positions on an accounting basis
declined marginally over 2019, 30
from an aggregate surplus of £4 £
billion at the end of 2018 to an £ 2
aggregate deficit of £3 billion by 3
the end of 2019. S 10
- 4 4
As a result the percentage of & i |
FTSE 350 companies reporting a g 0 ' ' ' ' ‘ ' ' THN
surplus on an accounting basis T II -3-3
dropped from 43% in 2018 to 2 -10 I P
39% in 2019. '§ :
4 -1
g 2 -8 - -20
< 30 26
-40 s

m All companies with 31 December year end ®m Companies present in the 2019 report

Data prior to 2018 is from past reports, matching the December year end for each year

willistowerswatson.com FTSE 350 DB Pension Scheme Survey 2020 4



Balance sheet positions WillisTowers Watson LiI*I'Ll

The change in accounting position was primarily due to  This was only partly offset by deficit

a mismatch between the performance of scheme assets contributions, falling inflation expectations,
and changes in the bond yields used to calculate and lower assumed life expectancies.
pension liabilities: 2019 was not a year to be ‘on risk’.

The change in accounting position: 2018 to 2019

2 10
° 8 4
©
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> 6 |
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Lo~ J Positive impact
] 2
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o« 2 [ l Negative impact
c ................
£ 4 P— L |
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w

-8
£ LYo ..
b -10

Net surplus in Deficit Investment Mortality Other Net Deficit
2018 contributions  strategy 2019
relative to
liabilities

‘ ‘ The impact of falling discount rates, of c£80bn in additional liabilities, has only been , ,
partially offset by falls in RPI and better than expected asset returns.

Charles Rodgers, Senior Director, Retirement

willistowerswatson.com FTSE 350 DB Pension Scheme Survey 2020 5



Balance sheet positions WillisTowers Watson LiI*I'Ll

FTSE 350 — All companies with DB liabilities

900

For all FTSE350 companies, we
8007 estimate that March 2020 saw an
aggregate deficit of £76bn turn into a
266 surplus of £47bn in the space of 10
days, as corporate bond yields rose:

> counterintuitively, the market turmoil

600 which saw asset values plummet
was good for funding levels, at least
from an accounting perspective.

£ billion

Assets — Liabilities

Net Balance Sheet position
504

7 However, as corporate bond yields

reverted to their continuing
downward trend, large accounting
deficits returned, reaching £47bn by
31 July 2020.

Oﬁ

£ billion

-254

-50

-5+

T T T T
Jan 2019 Jul 2019 Jan 2020 Jul 2020

Yet the story of deteriorating accounting  This was magnified, significantly further in
positions hides the wide swings and 2020 with the impact of COVID-19 and
volatility seen across 2019, with Brexit the associated economic uncertainty.
uncertainty to the fore.

willistowerswatson.com FTSE 350 DB Pension Scheme Survey 2020 6



Discount rates significantly lower WillisTowers Watson Li"I'Ll

Average year-end 2.81%
discount rate

Discount rate assumptions fell sharply
during 2019, from an average of 2.81% in

2018 t0 2.00% in 2019.

@ @ This would typically increase pension
; liabilities by around 15% and was the

primary driver of deteriorating accounting

0
2.00% positions amongst FTSE 350 companies.
50% 46% B 2018 Yet 2020 has seen even more pronounced
45% 42% movements in liabilities due to moves in
40% 39% W 2019 corporate bond yields (which shape the
. 33% discount rate assumption).
30% In early March 2020, yields hit record lows.
550 However, within two weeks corporate bond
. yields spiked sharply, with the credit spread
20% doubling, shrinking liabilities.
15% 14%
1% 9% Over the past couple of months corporate
10% 5ot bond yields have fallen further, setting fresh
5% ° 19 record lows, and leading to accounting
0% . _° positions deteriorating again.

1.9% 2.0% 2.1% 2.2% 2.3% 2.4% 2.5% 2.6% 2.7% 2.8% 2.9% 3.0% 3.1% 3.2%

Discount rate

Note: data from December 2019, versus the data from December 2018.

willistowerswatson.com FTSE 350 DB Pension Scheme Survey 2020 7



Inflation assumptions fall, with WillisTowers Watson LI'I'Ll
changes proposed to RPI

Average assumptions

Average RPI Average CPI Average RPI/CPI
assumption assumption differential

In September 2019, the UK Statistics
Authority announced plans to align RPI
with CPIH. It can do this unilaterally from
2030 but would need the Chancellor's
consent to make the change any earlier.
A consultation on when between 2025
and 2030 this should be permitted is
due to close on 21 August.

3.00% 2019 2.09% 2019 0.91% 2019

1 24 bps 1 11 bps 1 12 bps

Hence, the narrowing of the gap in
assumed RPI and CPI figures likely
reflects some (initial) anticipation of
potential changes to RPI.

Note: data of December 2019. versus the data of December 2018.

The story of 2020: A continued convergence of RPI and CPI

1 January 2020 to 30 June 2020

The moves seen in RPI expectations will
though reflect both a period of ‘no

change’ in the earlier years and a bigger
change later on — at least after 2030.

RPI -0.07% CPl +0.06%

Source: RPI and CPI market price 15 year swap rates

willistowerswatson.com FTSE 350 DB Pension Scheme Survey 2020 9



Lower life expectancies reported WillisTowers Watson LiI*I'Ll

Average life expectancy for members aged 65 (years) r. " A Al A N
{
A

91 Sadly, the COVID-19 pandemic means that
fewer scheme members will remain alive at the
end of 2020 than had been anticipated. The
Continuous Mortality Investigation estimates
that, by 24 July 2020, the number of UK deaths |
registered was around 62,000 more than if

mortality rates had remained at 2019 levels. ¥
Pension scheme members are, however, more

likely to belong to socio-economic groups a

90

89

387 Female

88

87.7 876
87 81.5 ‘ 87.4

Male

?
88.0 88.0 879 lil

where the effect has been smaller.

86
Viewed as a one-off event, 2020’s high death

g count should not have a large effect on pension

2011 2012 2013 2014 2015 2016 2017 2018 2019 scheme liabilities. However, changes to
i assumptions about how long member will live
Life expectancies disclosed for On average, life expectancy Z " the future could have a more material effect
scheme members reaching the assumptions for a member ’ on liability estimates — both because there are
age of 65 peaked in 2014 (88.0 for  reaching age 65 fell 0.2 years for many more of these members and because
men, 90.0 for women) and have men and 0.5 years for women, they are typically younger.
fallen every year since then. with life expectancies of 87.2 and

These assumptions may in time be affected as
evidence emerges about the longer term
effects of the coronavirus — from enduring
medical effects on people who have recovered,
to the backlog of untreated illnesses, and to
economic and behaviour changes.

88.7 respectively.
2019’s accounts incorporated
further reductions: 6-in-10
companies have reduced their
future life expectancy assumptions
(for a 65 year old male).

S FN -

willistowerswatson.com FTSE 350 DB Pension Scheme Survey 2020 8
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Change in 2019

Cash contributions to DB are falling

Aggregate company contributions (£bn)

2019

* Median deficit reduction contributions
unchanged from 2018 at £14 million

2018"

6.2

*  Median future accrual contributions fell by

12%

2017 * Median DC contributions rose by 14%

0 2 4 6 8 10 12 14 16 18
Aggregate company contributions (£bn)

. Deficit reduction contributions . Cost of accrual® . DC contributions

Note: Shown for companies with data in 2017, 2018 and 2019.
*This has been estimated based on the service cost. **RBS paid over £2 billion DRCs in 2018

ol et Y e S AT

In a change from previous years, these payments in
respect of past promises were smaller than the aggregate

Not all companies disclose how much they pay in deficit
contributions, but we derive an approximate estimate by

deducting service cost from total contributions to DB plans.
On that basis, deficit contributions in 2019 totalled £4.9bn.

This is a decline in aggregate (with fewer very large one-
off payments), but ‘typical’ deficit contribution payments
are little changed.

willistowerswatson.com
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value of employer contributions to the defined contribution
plans that most employees are now in (£5.3bn), even
though companies which have only ever offered DC plans
are excluded from the analysis.

We have also seen a decline in contributions paid towards
the cost of further DB accrual, suggesting DB membership
numbers are falling even if closures have stalled.

FTSE 350 DB Pension Scheme Survey 2020 10



Deficit contributions vs dividends —
unchanged, for now

Dividends as a multiple of deficit reduction contributions (DRCs)

40%

35%

30%

25%

20%

15%

10%

5%

0%

m 2019

= 2018
36%

34%
26%
200, 23%
20%
16%
1%
8% I
3 I

Less than or equal to 1to 10 times DRC 10 to 20 times DRC 20 to 50 times DRC More than 50 times
DRC DRC

Note: Shown for companies making DRCs in 2018 or 2019.

Of those companies paying deficit contributions in 2019, only one in 20
paid deficit contributions that were at least as big as their dividends —
although that is perhaps understandable for this group of large, global
companies. Nevertheless, we expect these ratios to change significantly
in 2020 — not because deficit contributions will rise, but because they
should fall by less than dividends do. , ,

Edd Collins, Senior Director, Retirement

willistowerswatson.com
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Since the onset of the COVID-19
pandemic, many companies in the
FTSE350 have stopped shareholder
distributions before they have
contemplated renegotiating pension
payments.

Looking at the FTSE350 as a whole,

roughly 40% of companies cancelled,
cut or suspended dividends in March
and April 2020.

Meanwhile, the Pensions Regulator
says that around 10% of DB scheme
sponsors (not just those in the FTSE
i 350) have agreed a suspension of
q deficit contributions with scheme
trustees, though this number may yet
increase.

The Regulator says trustees should
make dividend suspension a red line
when agreeing to contribution deferrals
and that dividends should not resume
until deferred contributions have been
paid.

AR O A
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Plan closures stall in 2019 WillisTowers Watson LI"I'll

DB plan closure

100% 96% 96% 95%
90%

91% 91%
L 8% g

, .
82% ‘ ‘ In some cases, DB plans remain

open to accrual because the
sponsor has no choice (for
example, where conditions were
0 guaranteed on privatisation); in
100 41% 40% others, the tiny number of active
. /43% members means that closing a
30% " 33% scheme may appear not worth
20% 730, 25% 26% 8% the efforts involved.
0, 0
a5 4% 5% 18%
0, oy 12% O But, for a number of companies,
0% the fi ial strai d by th
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 e Inar_]CIa strain Ca'USGI y e
coronavirus pandemic will put
=e=Open to future accrual Closed to future accrual closure firmly back on the
agenda as a cost-saving
measure. , ,

80%

1o 60%
59% o
7%

60%
9%
50% %

10%

The proportion of defined benefit plans still open to future accrual barely
moved in 2019, falling from 41% to 40%. It had previously fallen sharply;
as recently as 2014, 72% had (some) members still accruing DB
pension benefits.

Edd Collins, Senior Director, Retirement

willistowerswatson.com FTSE 350 DB Pension Scheme Survey 2020 12



Pension risk transfer transactions WillisTowers Watson LI'I'Ll
soar

2019 Volume of business (£bn) 2019 was a record year for bulk annuity

Bulk e ti transactions with £44bn of pension liabilities
201 9 = anm'”ty FERaCaUS secured. FTSE 350 companies accounted for

around half of this activity.

K —_— In 2020, wider credit spreads during the early
/ T/ stage of the coronavirus crisis contributed to

attractive bulk annuity pricing and already
there have been a number of transactions both

Volume of business (£bn i
(Ebn) Longevity swaps in Q1 and during lockdown in Q2.

The aggregate value of bulk annuities to date
in 2020 is, though, down on the previous year

Bulk annuity transactions
(largely because there were not the same

40 number of very large deals).
A single deal in January 2020 saw the second
30 biggest longevity swap ever, with pension

schemes sponsored by Lloyds Banking Group
reinsuring £10bn of longevity risk. This was not
far short of the total amount of liabilities subject
to longevity swaps in 2019 (£12bn).

£ billion
)
o

Pricing has now weakened (with narrowing
credit spreads) but activity is expected to
continue in 2020 and pricing may improve
again later in the year as the year-end
approaches.

242
10 1328153 122
72
4-5 .
" 45

2011 2012 2013 2014 2015 2016 2017 2018 2019

willistowerswatson.com FTSE 350 DB Pension Scheme Survey 2020 13



Prospects for 2020

Volatile accounting positions
Accounting positions in the first half of
2020 have seen huge swings due to
moves in equities and credit spreads
(corporate bond yields reached record
lows), and we expect volatility to be a
feature of the rest of the year.

Ratio of deficit contributions to
dividends to shift in 2020

c60% of companies in the FTSE350
with DB plans cut dividends in March
and April 2020. But only around 10% of
all UK schemes have so far agreed
suspensions or cuts to deficit
contributions.

De-risking activity expected

to continue in 2020

2020 has seen high levels of de-risking
transactions, if not quite at the levels of
last year. Pricing has now weakened,
but potentially greater capacity for “end
of year sales” in 2020.

=______ - "

willistowerswatson.com
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Economic crisis strengths case
for DB plan closure

Of those companies with DB plans still
open to accrual, nearly half have
already made dividend cuts in 2020,
suggesting further cost saving
measures may be required.

Expectations of RPI fall

Pricing of RPI has fallen reflecting the
broader economic environment and the
potential for reform to RPI. But there is
potential for further material falls in 2020
and 2021.

Increase in deaths linked
to COVID-19

Possibly limited immediate impact
on liabilities (c0.2%), as
predominant effect felt at older
ages. But could have more
significant long-term effect on
health of younger pensioners.

FTSE 350 DB Pension Scheme Survey 2020 14



About the survey

FTSE 350 DB Pension Scheme Survey

with December

FTSE 350 anoJyeer

165 95

Companies with

_Companies financial year end
with DB pension  as December 31t
liabilities

Marketcap £2.0 trillion £1.5 trillion

DB liabilities £732 billon £532 billion

willistowerswatson.com
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Further information

If you would like to discuss the content
of the survey, or understand how your
DC arrangement compares to a peer
group, please contact your usual Willis
Towers Watson consultant or:

Edd Collins

Senior Director, Retirement
edd.collins@willistowerswatson.com

Charles Rodgers

Senior Director, Retirement
charles.rodgers@willistowerswatson.com

This report is based on the published
disclosures of 95 FTSE 350 companies
with defined benefit pension liabilities
reporting at 31 December 2019.

These companies comprise around 75%
of all FTSE 350 DB pension obligations.

FTSE 350 DB Pension Scheme Survey 2020 15



About Willis Towers Watson

Willis Towers Watson (NASDAQ: WLTW) is a leading global advisory,
broking and solutions company that helps clients around the world turn risk
into a path for growth. With roots dating to 1828, Willis Towers Watson has
45,000 employees serving more than 140 countries and markets. We
design and deliver solutions that manage risk, optimise benefits, cultivate
talent, and expand the power of capital to protect and strengthen institutions
and individuals. Our unique perspective allows us to see the critical
intersections between talent, assets and ideas — the dynamic formula that
drives business performance. Together, we unlock potential. Learn more at
willistowerswatson.com.

m n willistowerswatson.com/social-media

Towers Watson Limited (trading as Willis Towers Watson) is
authorised and regulated by the Financial Conduct
Authority in the UK.

The information in this publication is of general interest and
guidance. Action should not be taken on the basis of any

article without seeking specificadvice.

Copyright © 2020 Willis Towers Watson. All rights reserved.
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