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Introduction 

Why bring you this report? 
On 3 March 2021, the USS Trustee published seven documents (see 
“Document downloads”) which set out its decision on how current benefits 
are to be priced, along with various supporting information, following the 
consultation on the Technical Provisions.  

After UUK’s request for the USS Trustee to review its decision, the USS 
Trustee has provided five further documents (same link as above, but 
under “Engagement”). The USS Trustee has said that it will not review its 
approach until an alternative proposal (on covenant support measures, 
contributions and benefit reform) or proposals are put forward, or until new 
information materialises. 

In our 24 September 2020 paper, we suggested that the debate among 
stakeholders would be more meaningful if the USS Trustee provided 
options centred around the current contribution rate. Unfortunately, the 
USS Trustee has chosen to continue to focus on the cost of current 
benefits, which it believes is the appropriate process to follow. 

We have been asked by UUK to comment on the USS materials, and to try 
to identify what benefit reform options may be plausible to the USS Trustee 
as part of an overall package – taking into account the alternative covenant 
support set out in UUK’s paper.  

Summary 
Our view is that the USS Trustee is being overly prudent on the pre-
retirement discount rate, but we acknowledge that this is the USS Trustee’s 
decision to make. We believe there is scope for the USS Trustee to revisit 
the discount rate – particularly in light of different covenant support and 
benefit packages, which may enable a resolution to the valuation. We also 
note that favourable market movements after the valuation date may help. 

For benefit reform, we comment on a potential hybrid approach, and an 
alternative conditional indexation design which we explain in this paper. 
Ultimately, benefit reform is a matter for the JNC. 

Please read our report alongside UUK’s consultation. 
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 At a glance… 

The USS Trustee has determined the cost of current benefits 
based on three covenant support scenarios. 

The USS Trustee has handed the baton on to the JNC to decide how to 
respond. Universities UK (UUK) is consulting with employers to give the 
employer representatives at the JNC a clear mandate. This is not an easy 
task. The ultimate cost of benefits will be determined by an iterative loop 
involving the precise covenant support that is provided, and the nature of 
any benefit reform. The four key strands of the valuation are as follows: 

 
 

 
 

Covenant support 
The USS Trustee sets contributions that vary depending on the 
covenant support provided. They also mention additional scenarios 
are possible, including potentially contingent assets or contingent 
contributions.  
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 Prudence 
There remain disagreements in the approach taken by the USS 
Trustee, and the approach advocated by UUK in its response on 
behalf of employers. Ultimately, this is a USS Trustee decision due 
to the way the contribution Rule was drafted when the stakeholders 
established the scheme. 
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 Benefits 
If current contributions are to be maintained, then the USS 
Trustee’s materials suggest that member benefits will need to be 
reformed. Benefit changes can also lead to revised actuarial 
assumptions, as reduced DB risk leads to less reliance on sponsor 
covenant in future. In this report we consider two broad paths – 
continuing with the DB hybrid, and conditional indexation. 
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 Post valuation experience 
Most schemes have seen positive experience since 31 March 
2020. In USS’s case, the bulk of the contribution rate is made up of 
the cost of new benefits. The position is not yet clear on whether 
post valuation experience will help overall, but it is something the 
USS Trustee will examine at 31 March 2021 – and this could 
become an important part of the discussions. 

 

4 

 
 



USS valuation | 1. Covenant support 
 
 

   
4  Aon 
 

1. Covenant support 

We have been asked by UUK to focus primarily on Scenario 3, 
for consistency with the companion UUK report. 

 

 

Impact of covenant support 
The Trustee’s contribution rates for current benefits are 56.2% for 
current covenant, 49.6% if employers agree to the support package 
proposed by UUK, and 42.1% for an alternative set out by the USS 
Trustee (so-called Scenario 3). For reasons we explain, the first 
two scenarios are unlikely to be implementable with members. 

While the extent of the difference in contribution rates is somewhat 
surprising, the USS Trustee’s covenant advisers have in the past 
defended a Strong covenant rating to the Pensions Regulator 
(TPR), with TPR viewing the covenant as Tending to Strong. For 
this to continue, the USS Trustee requires additional covenant 
support. UUK comments on covenant support in more detail in their 
paper. 

 

 

Contingent assets 
The USS Trustee states that better outcomes may be possible on 
contributions if employers are willing to pledge contingent assets. 
However, in a multi-employer scheme, it is difficult for employers to 
pledge specific assets to benefit other employers. Also, the special 
purpose vehicle mooted by the USS Trustee in the March 2020 
consultation required cash contributions to be paid to this vehicle. 
While there was technically a saving on cash contributions to the 
scheme, this was offset by additional contributions to the special 
purpose vehicle, so the contribution savings were a mirage. UUK is 
again consulting on this topic. 

 

 

Contingent contributions 
The arguments on contingent contributions are similarly well-
rehearsed. It is difficult to see why the USS Trustee benefits from 
contingent contributions when it can unilaterally call a valuation and 
set contributions. The other main point encountered in earlier 
incarnations of this debate are that employers (and employees) 
require a high degree of budgeting certainty. Thus, the scope for 
contingent contributions is very modest, meaning they will have 
limited value. Similarly, UUK is consulting again on this. 

 

 

 

https://www.uss.co.uk/-/media/project/ussmainsite/files/about-us/valuations_yearly/2020-valuation/2020-valuation-discussion-document-final.pdf?rev=a8a8d1363c704891ae6096d65e034cf0&hash=07DC09942B57833F69D830585147B91F


 USS valuation | 2. Prudence 
 
 

 
Aon  5 
 

 2. Prudence 

The actuarial valuation involves considering a best estimate 
cost of delivering benefits, and deciding how much prudence 
to layer on top. We agree with the USS Trustee that different 
stakeholders can legitimately hold different views on what 
prudence is appropriate. But given its unilateral contribution 
power, it is incumbent on the USS Trustee to explain very 
clearly why it has made particular decisions.  

Technical Provisions 
The Technical Provisions assumptions determine the amount of deficit or 
surplus, and the cost of new benefits. The USS Trustee has a unilateral 
contribution power. The USS Trustee must take advice from their Scheme 
Actuary, and consult with UUK. In practice they will also consider input from 
the covenant advisers, and from the Pensions Regulator since the USS is 
one of the schemes TPR has placed under regulatory supervision. 

In reviewing the approach, our primary focus has been to test the USS 
Trustee’s assumptions against the views of the Joint Expert Panel (JEP) 
set out in their two reports, allowing for Aon views on how these should be 
updated to the valuation date. The JEP conclusions, including the dual 
discount rate and suggestions for how these are set, were supported 
overwhelmingly by employers. And the experts on the JEP considered a 
range of views – some more prudent, some less prudent – before coming 
to a considered view. 

Viewed in this way, there is no disagreement on the technical provisions at 
31 March 2020 aside from: 

▪ The “pre-retirement discount rate”. This is the rate of interest used to 
value benefits in the period before members retire. It is a particularly 
important assumption for an open scheme. 

▪ The salary increase assumption (particularly as applies in Metric A which 
influences the pre-retirement discount rate, and also the Recovery Plan).  

Pre-retirement discount rate 

Our principal issue with the Trustee’s material is that they have not 
explained why UUK’s suggestion of Gilts+3.5% p.a. is unacceptable. There 
are references to the “employers having strong views”, and to the USS 
Trustee believing it has “given appropriate weight and consideration to 
UUK’s formal response to the TP consultation”, but no explanation for why 
UUK’s response has been rejected. We believe it is good governance to be 
able to explain why a specific discount rate was set, and why requested 
alternatives were rejected. 
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The range of discount rates considered in the September 2020 consultation 
was Gilts+2% p.a. to Gilts+3.5% p.a. Now, the range of the three scenarios 
is Gilts+2% p.a. to Gilts+2.5% p.a., i.e. we are confined to the bottom third 
of the original range – whereas we believe the top-end is appropriate as at 
31 March 2020.  

We have interpreted the USS Trustee’s assumptions through its IRM 
framework. The table sets out the “headroom” for the three metrics for 
Scenarios 1 to 3. In the rightmost column, we add Scenario 3* which uses 
a Gilts+3% p.a. discount rate. 

How does Gilts+3% p.a. stack up against USS Trustee’s own IRM framework? 

Headroom Threshold for  
green/red 

Scenario 1 Scenario 2 Scenario 3 Scenario 3* 
(Gilts+3%) 

Metric A £7-8Bn £9-11Bn £8-11Bn £10-13Bn £7.3-10.3Bn 

Metric B 0 -£7-9Bn -£5-8Bn -£2-5Bn -£2-5Bn 

Metric C £15-19Bn £28Bn £33Bn £41Bn £41Bn 
Source: Page 44 of main Trustee response, with Scenario 3* figures calculated by Aon. 
Please see this document for more detail of the USS Trustee’s metrics 

For metric A, the Scenario 3* headroom figures look more comparable to 
Scenarios 1 and 2 than Scenario 3 does, in our view. While Metrics B and 
C are unchanged. Indeed, we can see why Gilts+3% p.a. was the USS 
Trustee’s starting point before Christmas for Scenario 3.  

In the Trustee’s 29 March letter, the explanation for moving from Gilts+3% 
to Gilts+2.5% p.a. is that the trustee took time to refine and finalise its 
position – meeting nine times and considering a significant amount of 
additional analysis, and taking “proportionate account” of input from TPR. 
However, we are concerned that we are hearing about process, rather than 
why decisions have been made. If no rationale can be articulated, then this 
also casts doubt on how the assumptions will be set at future dates. We 
comment further on this in section 4. 

Scenario 3* differs from Scenario 3 only as it relates to Metric A. We set out 
the derivation of Metric A in more detail below: 

Metric A  
Scenario 1 Scenario 2 Scenario 3 Scenario 3* 

(Gilts+3%) 

*ARC 26-28 27-30 30-33 30-33 

Discount rate for  
calculating ARC 

Gilts+2.2% Gilts+1.9% Gilts+1.2% Gilts+1.2% 

**Self-sufficiency minus 
Technical provisions 

17.1 18.9 20.1 22.7 

Metric A (* minus **)  £9-11Bn £8-11Bn £10-13Bn £7.3-10.3Bn 
Source: ARC Discount rate provided by USS Trustee in respect to question from UUK  

Note: ARC = Affordable risk capacity = NPV of 10% of pay for 30 years 

Metric A is highly sensitive to the input parameters much in the same way 
as blighted Test 1. For example, if a salary increases assumption of 
CPI+1.5% p.a. was adopted as for the ARC calculation (rather than 
CPI+1% p.a.), then this would provide an additional £2.5Bn of buffer which 

Pensions jargon alert 
The three IRM metrics are 
extraordinarily technical, but Metric 
A in particular seems key for how 
the Trustee sets the pre-retirement 
discount rate. 

https://www.uss.co.uk/-/media/project/ussmainsite/files/about-us/valuations_yearly/2020-valuation/uss-trustee-update-and-appendices.pdf?rev=1cc9648005c7498da90aedb8ce32a3b6
https://www.uss.co.uk/-/media/project/ussmainsite/files/about-us/valuations_yearly/2020-valuation/letter-dkb-to-uuk-290321.pdf?rev=78d1937ad7424203809a6615666fb83b&hash=6A9F32981B566F80F38D3060C4E4885F
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could enable a Gilts+3.5% p.a. discount rate to be justified under this 
framework. A similar effect would arise if employers were assumed to pay 
10.5% rather than 10%. Another odd feature of Metric A is that the 
calculation is extremely sensitive to the “discount rate” the USS Trustee 
uses for calculating the ARC. This subjective judgement then informs what 
discount rate is used for the technical provisions. We find this circularity 
peculiar. 

While the USS Trustee does not explain why the UUK proposal (or indeed 
Gilts+3% p.a.) do not work, in various parts of the documents, we are 
presented with several arguments that relate to the discount rate. We 
consider these in more detail below. 

▪ Relative prudence. The USS Trustee pushes back on claims of 
excessive prudence by arguing that the 2020 valuation approach is not 
“more prudent” than 2018 when looked at through other “lenses”. 

▪ JEP report being overly relied on. The USS Trustee posits that the JEP 
did not recommend a set of discount rates, and claims that the 
“illustrations provided in its second report were simply to show how a dual 
discount rate approach could work”. 

▪ TPR influence. The USS Trustee comments on the role of TPR. 

Relative prudence 
Earlier in the valuation process, the USS defined prudence quite simply for 
the VMDF: “In the 2017 and 2018 valuations we defined the prudence to 
correspond to a 67% probability”. The deficit would have been lower had 
the 2018 valuation approach been adopted (with the same discount rate 
methodology, and using a 67th percentile).  

The USS Trustee has responded to the criticism of increased prudence by 
providing what feels like a hall of mirrors, where we are invited to compare 
the prudence in the 2020 and 2017/8 valuations using five different “lenses” 
(or in fact ten, since many of the lenses are shown in multiple ways). This 
attempts to show that prudence is unchanged if looked at differently. 

It is true that there is no uniformly accepted definition of prudence, and 
therefore different perspectives are possible. Our view is that the analysis 
does not demonstrate what USS thinks it does, and we set out more 
detailed comments in the Appendix.  

Curiously, after writing this section, we have seen the USS Trustee’s letter 
of 29 March. This now suggests that since the covenant is weaker for 2020 
than it assumed for the 2018 valuation, this corresponds to taking less risk 
which means higher contributions. So, the basis is more prudent after all. 
(Although, in response to one of UUK’s questions about the March 
materials, we understand that UUK were told the Trustee is not contending 
that the covenant is weaker than in the 2018 valuation. It is a little 
confusing.) 

JEP report 
The UUK response to the consultation placed material weight on the 
findings of the JEP. After all, this group – set up by UUK and UCU – 
provided an independent review of the valuation in its entirety, and made a 

Comment 
Our view is that a higher discount 
rate can be justified, and for a 
resolution to be found to the 
valuation, the final package 
(including covenant support and 
benefit reform) will need to include 
movement from the USS Trustee 
on the prudence applied. 

https://www.uss.co.uk/-/media/project/ussmainsite/files/about-us/valuations_yearly/2020-valuation/letter-dkb-to-uuk-290321.pdf?rev=78d1937ad7424203809a6615666fb83b&hash=6A9F32981B566F80F38D3060C4E4885F
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series of comments designed to help pave the way for better valuations in 
future.  

The USS Trustee has responded to this by focusing on the caveats 
included in the JEP document, and claiming the “illustrations provided in its 
second report were simply to show how a dual discount rate approach 
could work”. This explanation was repeated in the USS Trustee’s latest 
letter of 29 March 2021. 

To our mind, the JEP’s caveats about not wishing to provide a formal 
recommendation are understandable from a legal perspective given that 
the JEP constitutes seven private individuals.  

Moreover, in their second report, the JEP suggested a pre-retirement 
discount rate of Gilts+3% p.a. would “enable some reduction in deficit” and 
“strongly encouraged the Trustee to explore whether a move to this 
assumption may be permitted”. This does not suggest that Gilts+3% was 
put forward merely to help show how a dual discount rate approach could 
work. 

In our advice, we noted that Gilts+3.5% p.a. was comparable at the 
valuation date to Gilts+3% p.a. when the JEP issued its report, which led to 
the UUK position (following consultation with employers). 

Pensions Regulator 

The USS Trustee position on Scenario 3 changed from suggesting a 
discount rate of Gilts+3% p.a. before Christmas, to the Rule 76 report 
setting out a discount rate of Gilts+2.5% p.a. 

The Pensions Regulator states that it views Gilts+2.5% p.a. as being on the 
limit of compliance with legislation. 

TPR appears to have been partly responsible for the USS Trustee’s 
decision to change from a pre-Christmas position of Gilts+3% p.a. to 
Gilts+2.5% p.a. In its latest letter, the USS Trustee seeks to portray TPR’s 
input as being one of a number of factors, and we have no way of knowing 
whether it was decisive. In the past, the USS Trustee’s covenant advisers 
have stood firm with a different view on covenant to TPR. It does seem that 
the USS Trustee has been more malleable on the actuarial assumptions. 

Salary increase assumption 

On the salary increase assumption, UUK had supported CPI+2% p.a.  

▪ For the recovery plan, the Trustee has decided to adopt CPI+1.5% p.a., 
largely because only 70% of employers supported CPI+2% with around 
30% not giving a view. The practical impact of the difference is that 8.5% 
deficit contributions under Scenario 3 would become about 8.2% on using 
CPI+2% p.a. However, it is not clear at this stage whether this is worth 
pursuing since the final deficit contribution may be floored at 6% (the rate 
that applies from 1 October 2021). We comment further on this point in 
section 3a. 

▪ For metric A, the Trustee has decided to adopt CPI+1% p.a. described as 
“consistent with the long-run revenue growth rates”. This has a material 
impact on this metric, as noted above. Our main issue is on the suitability 
of metric A to make decisions. 

JEP suggestion 
It is clear to us that the JEP’s 
suggestion of Gilts+3% p.a. goes 
well beyond a mere illustration to 
show how a dual discount rate 
approach could work. 

https://www.uss.co.uk/-/media/project/ussmainsite/files/about-us/valuations_yearly/2020-valuation/uss-trustee-update-and-appendices.pdf?rev=1cc9648005c7498da90aedb8ce32a3b6&hash=AD1494ECA4BF65B351F06DC4BFC131EA
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Recovery Plan 
We are in a strange position where the USS Trustee has effectively 
decided the recovery plan for the purpose of the Rule 76 report, and has 
asked the JNC to decide what to do next, but we have not yet had the 
recovery plan consultation with UUK. (Having said that, the USS Trustee 
only need consult, and can disregard feedback in favour of its own views.) 

For Scenario 3, the proposed recovery plan is 15 years from the valuation 
date (with the new contribution rate assumed to apply from 1 October 
2021). It allows for asset outperformance of 0.5% p.a. which we understand 
from USS broadly equates to 30% of the estimated gap between the 
effective discount rate and the best estimate investment return, assuming a 
55% growth strategy at outset.  

On the face of it, this is an improvement on the illustrated recovery plan 
from the September 2020 consultation, which showed a minimum overall 
contribution of 40.8% on using an 8-year recovery plan with 0.5% p.a. 
asset outperformance. However, this used a Gilts+3.5% p.a. discount rate, 
so what the USS Trustee has given through the Recovery Plan, has been 
more than taken away by strengthening the discount rate leading to a 
higher contribution of 42.1%. 

Viewing the recovery plan in isolation, our overall view is that it is in line 
with the JEP recommendations. We believe that there is justification in 
extending the recovery plan to a figure higher than 15 years (and within the 
15-20-year JEP window), particularly under UUK’s suggested new 
covenant support package. We may not achieve a one-to-one 
correspondence in terms of extending the moratorium and extending the 
recovery plan (and TPR suggested this in their letter), however a small 
extension could help provide valuable breathing space for a solution. 

IRM framework (integrated risk management) 
The USS Trustee states that “having an Integrated Risk Management 
Framework (IRMF) is a regulatory requirement”. This is not strictly true, and 
many schemes do not have a formal IRM plan, although it is certainly good 
practice to do so. Our objections to the Trustee’s three IRM metrics are: 

▪ It is not entirely clear how they are used, and what impact employer 
feedback on the metrics would have on the end result. Our objections 
here remain, particularly in light of the discount rate discussion above. 
We question the merits of spending a lot of money and resources 
developing Metrics A to C and attempting to explain these to the 
stakeholders, if some other unspecified logic is used to override it. 

▪ Open vs closed schemes. For an open scheme with a long-term 
investment strategy, the valuation results will be very volatile from one 
valuation to the next – because the assets are mismatched. It is only by 
chance that the scheme will be anywhere near its “expected” funding 
level at the next valuation. We are therefore concerned that the risk 
framework is more appropriate for a closed scheme, with a much better 
hedged investment strategy.  

https://www.ussemployers.org.uk/sites/default/files/field/attachemnt/USS%20Technical%20Provisions%20consultation%202020%20valuation_0.pdf
https://www.uss.co.uk/-/media/project/ussmainsite/files/about-us/valuations_yearly/2020-valuation/m-birch-to-dame-kate_response_to_rule_76_1_report-260221.pdf?rev=3fb05381e94049299a2d6bb1170d427b&hash=3987A79C6AC136CBBB394066CB7C0684
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The USS Trustee also states that no credible alternative was put forward. 
We disagree. Linked to this, there is also some confusion about the 
smoothing approach UUK and Aon suggested:  

“UUK’s advisor Aon stated that the precise figures for the TP basis should 
not matter, provided that a sensible ‘smoothing’ approach is then applied to 
the information at the valuation date. ... This would normally mean taking 
market conditions into account at other dates – not just the valuation date. 
We will examine post-valuation experience when we finalise the deficit 
recovery contributions… Actual market movements since the valuation date 
would imply an increase in future service contribution rates, so smoothing 
across post-valuation dates would (at the time of writing) imply higher 
future service contributions.”  

The Aon suggestion, which USS modelled as part of the VMDF and which 
led to smoother contributions over time, made no attempt to use average 
market conditions after the valuation date (or before, for that matter). So, 
the bulk of the answer has no relevance. 

We set out our suggested risk framework in a paper to the VMDF dated 7 
April 2020. Much of the thinking around smoothing was informed by ideas 
presented by the USS Executive to the VMDF on 6 February 2020. As a 
recap: 

▪ A dual discount rate helps the scheme achieve a funding level close to 
self-sufficiency in a reasonable period if really needed, as following a 
scheme closure, the post-retirement discount rate would merge over time 
into the self-sufficiency discount rate. In such a scenario this would also 
envision some continued investment in growth assets, which may be a 
more realistic guide to what the Trustee would do (rather than switching 
to a self-sufficiency portfolio as soon as possible, which is captured in the 
“asset transition risk” for Metric A). 

▪ The post-retirement discount rate provides an in-built escape path to self-
sufficiency. Therefore, it would be reasonable given the unique 
characteristics of covenant visibility to monitor risk primarily through the 
technical provisions.  

▪ The primary risk to employers is that contribution rates increase. In turn, 
this leads to the risk of benefit reform being needed in a system where 
contributions are essentially fixed. A sensible IRM framework should 
avoid large changes in contributions (in either direction) to reduce cross-
subsidies between generations. 

▪ We suggested modelling a particular smoothed approach – with the post-
retirement discount rate to be Gilts plus a fixed margin, and a pre-
retirement discount rate of CPI plus a fixed margin. While this will not 
necessarily be perfect or capture every scenario, it provides 
transparency, and if there is adequate smoothing in converting the results 
to a new contribution rate, then some variability in implied prudence could 
be tolerated (rather than having a “perfect” discount rate, but introducing 
variability in overall prudence by adjusting the recovery plan parameters 
at each valuation anyway). 

 

Comment 
Given the VMDF discussions on 
smoothing, and the modelling 
carried out by the USS team for 
June and August 2020 meetings, 
we cannot fathom why the USS 
Trustee has equated the 
“smoothing” suggestion to taking an 
average of market conditions in the 
period after the valuation date.  
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▪ As to the details of smoothing, the Trustee could identify an acceptable 
corridor for future service contributions vs the future service cost at each 
actuarial valuation. We suggested a simple corridor of ±10% relative to 
the contribution rate paid for the previous actuarial valuation (so only 
contribution increases or reductions outside of the corridor are applied, 
with the rest smoothed through the Recovery Plan). Similarly, the 
Recovery Plan contribution could be based on 15-20 years with 30%-
60% asset outperformance. And then smoothing should be applied so 
that the Recovery Plan contribution is not changed from the deficit 
contributions as at the valuation date if this still results in a credible 
Recovery Plan.  

The Trustee provided some modelling based on this approach to the 
VMDF, which they have published in a document entitled “Scenario Testing 
& Stochastic Analysis: as discussed at the VMDF” dated 28 August 2020. 
The modelling showed that the smoothing mechanisms largely did their job 
and led to a much more stable pattern of contributions at successive 
valuations, and hence reduced the intergenerational cross-subsidies.  

Interaction between benefits and assumptions 
The USS is an open scheme with a payroll of around £9Bn. If current 
benefits were maintained, then the cost would be 31.1% under Scenario 3, 
and this would aggregate to around £8Bn of additional liabilities over 3 
years. Over time, relatively small changes to the DB benefits being accrued 
can therefore have a noticeable impact on the overall size of the DB 
section of the scheme, and hence on the need to rely on sponsor covenant. 

In discussions with UUK and Aon, the Pensions Regulator has indicated 
that, if future DB benefits are reduced, then it would assess any revised 
funding proposal overall and, as part of that, its views on the 
reasonableness of the discount rate. The USS Trustee has also signalled 
that the final assumptions would depend on both the final covenant 
support, and on any benefit reform agreed. 

Modifying the assumptions considering benefits would be consistent with 
the approach taken for the 2014 and 2017 valuations. Here, Test 1 enabled 
the USS Trustee to translate different benefit options into different 
underlying discount rates. With the 2020 valuation approach, the IRM 
metrics do not consider the position in 20 years’ time, so it is less obvious 
how to adjust the parameters if benefits are changed. It possibly makes 
sense to leave the post-retirement discount rate unaltered because it 
equals the self-sufficiency discount rate. And therefore, some relaxation of 
prudence could come either through the pre-retirement discount rate, 
and/or within the recovery plan parameters. In section 3a, we consider this 
further.  

 

Closing thoughts 
Employers will be disappointed with 
the USS Trustee’s decision on the 
assumptions.  

The benefit reform options that are 
illustrated by the USS Trustee do 
not appear implementable, unless 
the USS Trustee is prepared to 
relax the assumptions in light of 
updated covenant support 
proposals, and any JNC proposals 
for benefit reform. We return to this 
in more detail in the next section.  

https://www.ussemployers.org.uk/sites/default/files/field/attachemnt/Scenario%20Testing%20and%20Stochastic%20Analysis%2007092020.pdf
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3a. Benefits – Hybrid 

In this section, we consider what benefit reform may be 
affordable assuming UUK’s alternative covenant support 
suggestion is put to the USS Trustee, assuming 30.7% 
contributions are maintained, and making assumptions about 
how the USS Trustee would view the covenant support and 
benefit change. 

Ultimately, pricing is a trustee decision, and the USS Trustee has said that 
it will not revisit its pricing unless packages are put forward by the JNC. 
There is a therefore a danger that the USS Trustee prices the benefits 
more conservatively than illustrated below. Conversely, others will argue 
that the USS Trustee should price benefits more cheaply. From a practical 
perspective, the longer the valuation goes on, the more likely it is that the 1 
October 2021 contribution increase will apply. It is for this reason that Aon 
has been asked to fill in the gap and estimate what benefit packages may 
be affordable, noting the USS Trustee will not provide further information at 
this stage. 

USS examples 
The USS Trustee examples of benefit reform do not make for pretty 
reading.  

Scenario 1 would lead to the end of the hybrid benefit design with members 
effectively receiving a Defined Contribution (DC) benefit of 11.5% of salary 
but paying 9.6% of the costs.  

Turning then to Scenarios 2 and 3, UUK have been supplied with an 
expanded table of high level illustrations: 

 

The Scenario 2 examples similarly make difficult reading. Ultimately benefit 
design is a matter for the JNC, and we offer the following comments: 

▪ Moving the DC contribution rate from 20% to 12% will mean that 
members earning over the salary threshold (of £30,000 or £40,000) will 
pay contributions of 9.6% and will only receive an employer contribution 
of 2.4% on pay above the threshold. This will make the scheme materially 
less attractive to higher earners.  

 

 Comment 
The USS Trustee knows that the 
contributions for Scenario 1 are 
unaffordable, so it has reached the 
conclusion that without covenant 
support the scheme must close.  
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▪ Employers will pay 21.1% on earnings above the salary threshold, of 
which 2.4% would go to employees’ DC pension funds, and the rest 
would subsidise the DB benefits and recovery plan. Since some 
employers pay more on average than others, this will lead to more 
substantial cross-subsidies between individual employers, undermining 
the mutuality of the scheme. 

▪ The accrual rates are reduced substantially. The best rate illustrated is 
1/145. This is almost exactly half of the current rate of 1/75. It is important 
to note that the USS provides a pension and a lump sum (where the 
accrual rate is 3x the pension accrual rate), so the accrual rates are not 
directly comparable to many other pension schemes; but 1/145 is clearly 
a low accrual rate even allowing for the cash accrual on top. 

▪ For a member earning the current threshold of c.£60,000, they would find 
their DB benefits on the first £30,000 reduced by half; and they would 
only receive employer contributions of 2.4% on the remaining £30,000; 
and additionally, a 2.5% cap would apply to CPI linked benefit increases.  

The illustrations provided for Scenario 2 are likely to be unimplementable.  

For Scenario 3, our comments are: 

▪ Assuming CPI increases are capped at 2.5%, then this gives 1/95ths 
accrual with a £30,000 threshold, (or 1/100ths with a £40,000 threshold). 
The DC contribution rate is moved to 16%, otherwise the accrual rates 
would look materially worse (around 1/110ths for both thresholds). 

▪ For a member earning £60,000, the accrual rate would reduce by over a 
fifth on the first £30,000 of earnings. And for earnings between £30,000 
and £60,000, they would receive an effective employer DC contribution of 
6.4%. We are concerned that the resulting benefits would fail basic “value 
for money” tests by many employees, and therefore lead to opt-outs. 

▪ Similarly, employers with a greater proportion of higher earners would 
face increased cross-subsidy issues (as well as disgruntled employees). 

The USS Trustee’s position is that they determine the cost of current 
benefits, and then it is over to the JNC to decide what to do. While it is 
difficult to take issue with the factual accuracy of the position, even with 
Scenario 3, our concern is that the benefit structures illustrated would lead 
to industrial dispute, and/or mass opt-outs. 

Possible alternative – £40,000 DB salary threshold, 
1/85 accrual, CPI capped at 2.5%, and 20% DC  
Here are two potential approaches that could lead to the above benefits 
being achievable: 

Impact of changing assumptions 

Pre-
retirement 
discount rate 

Accrual rate Future 
service 

contributions 

Deficit 
contributions 

Total 
contributions 

Recovery 
plan length 

Gilts+2.75% 1/85 25.3% 5.4% 30.7% c.18 years 

Gilts+3% 1/85 24.5% 6.2% 30.7% c.15 years 

Source: Figures estimated by Aon based on data supplied by the USS Trustee 
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These figures are approximate and there are further options within the 
ranges shown, i.e. a discount rate between gilts+2.75% and gilts+3% 
coupled with a recovery plan length of between 15 and 18 years. In each 
case we assumed asset outperformance remains at 0.5% p.a. (albeit above 
a slightly higher average discount rate). 

The USS Trustee has decided that it is not appropriate to give its views on 
how the assumptions might change – until the stakeholders provide 
concrete packages of covenant support, benefit reform, and contributions.  

With the UUK covenant support proposal including a 20-year rolling 
moratorium, we note that the TPR letter implied that a longer recovery plan 
may be possible but that stakeholders should not expect a one-for-one 
correspondence between extending the moratorium and extending the 
recovery plan. In the latest USS Trustee response (Additional covenant 
support scenarios), our interpretation is that the Trustee may favour 
amending the discount rate rather than the recovery plan. We also 
understand that the USS Trustee may prefer to have a lower bound of 6% 
on the deficit contributions, since this is the rate due to apply from 1 
October 2021, and the deficit is higher at 31 March 2020 than at the 2018 
valuation and the 2017 valuation (when the 6% contribution was originally 
set, based on a deficit at the time of £7.5Bn).  

If an 1/85 accrual were adopted, a £40,000 threshold, and a 2.5% cap on 
CPI linked benefits, then this would have the following consequences: For 
our example member earning £60,000, their DB accrual rate would be 
reduced by around 11.8% on the first £40,000 of earnings. And for earnings 
between £40,000 and £60,000, they would receive an effective employer 
DC contribution of 10.4% (along with 9.6% of employee contributions), 
which is an above-median employer contribution for a DC scheme.  

If instead of reducing the accrual rate, it was maintained at 1/75, then a 
£30,000 salary threshold could be provided with a contribution rate of 
30.7%. This can be done with a discount rate of Gilts+3% p.a. and an 18-
year recovery plan; although this gives deficit contributions of about 4.7%, 
below the 6% due to apply from 1 October 2021. 

The trade-offs between the accrual rate, salary threshold, 2.5% cap, and 
DC rate are ultimately a matter for the JNC – and therefore employers, and 
members and their representatives. Other changes may be also considered 
by the JNC. 

Future proofing 
All else being equal, the more prudent the USS Trustee is in setting the 
actuarial assumptions, the more likely it is that the benefits are sustainable 
at future valuations. In any event, with prudent assumptions, there is a 
better than evens chance of benefits being sustainable at the next 
valuation. The sustainability could be improved if the USS Trustee were to 
adopt the smoothing mechanisms suggested earlier (which address cross-
subsidies across generations). It would also help if the USS Trustee were 
more transparent about how the funding position is updated over time, so 
that stakeholders can be confident that prudence will not be increased at 
future valuations.  

 

Value for money? 
While the example here shows a 
material change to benefits, the 
resulting package does at least 
offer more obvious “value for 
money” for employers and 
members (compared with the 
examples provided by the USS 
Trustee). 

It is for the JNC to determine what 
benefit reform is appropriate, and 
views on value for money are of 
course subjective. 

https://www.uss.co.uk/-/media/project/ussmainsite/files/about-us/valuations_yearly/2020-valuation/additional-covenant-support-scenarios.pdf?rev=263b6be2b9ba49508abafa51e10e8226&hash=74CED361BF00B55BE8921C0191D7D874
https://www.uss.co.uk/-/media/project/ussmainsite/files/about-us/valuations_yearly/2020-valuation/additional-covenant-support-scenarios.pdf?rev=263b6be2b9ba49508abafa51e10e8226&hash=74CED361BF00B55BE8921C0191D7D874


 USS valuation | 3b Benefits – Conditional Indexation 
 
 

 
Aon  15 
 

3b Benefits – Conditional 
Indexation 

We now consider an alternative design that leads potentially to 
members receiving unchanged (or even higher benefits), 
provided good investment returns are achieved. However, 
because the design is quite unusual, it may take too long to 
implement to help resolve the 2020 valuation. 

Introduction to Conditional Indexation 
Currently benefits for active and deferred members are increased by CPI 
up to retirement, and pensions in payment are also increased by CPI. A 
“soft cap” of 5% applies, meaning full increases are given up to 5%. Where 
CPI exceeds 5%, one-half of the excess above 5% is given with an upper 
ceiling of 10%. 

With conditional indexation, there would be no change to past service 
benefits. For new benefits, the following changes would be made: 

▪ Benefits for active and deferred members would not receive guaranteed 
increases up to retirement as currently, but instead would receive 
increases dependant on investment returns. The actual increase could be 
higher or lower than at present (and would not reduce once granted). 

▪ Benefits for pensions in payment could be subject to a 2.5% p.a. cap, 
making increases above 2.5% also conditional on future investment 
returns. 

USS Trustee illustrations 
The USS Trustee has provided illustrations of what benefits could be 
provided under this structure. 

 

Under Scenario 3, the scheme could maintain its current accrual rate but at 
the expense of bringing the salary threshold down to £40,000 and the total 
DC contributions above the threshold down to 16%. 
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What might be feasible under alternative path 
With guaranteed increases reduced, the amount of guaranteed DB benefits 
is reduced compared with the current benefits. This leads to the potential to 
adopt less conservative assumptions for a Conditional Indexation (CI) 
approach, for the same reasons as section 3a.  

As before, we do not have any information from the USS Trustee on what it 
would accept. 

We estimate the current threshold, accrual rate and DC contribution rate 
could be maintained if the USS Trustee were to accept a pre-retirement 
discount rate of Gilts+2.75% p.a., and deficit contributions of c.7.5% over a 
recovery plan length of 15 years, all else being equal.  

Implementation points 
The current hybrid structure is not particularly simple. However, there is no 
doubt that it would be much easier to amend this than put in place a CI 
structure. We explain why below. 

The main issues to address would include: 

▪ How conditional increases are decided. The increases could be 
defined to be within a range (of 0% to say CPI+2% p.a). There may be a 
tension here between the employers and members requiring an objective 
and transparent approach, and the USS Trustee wanting to apply 
judgement. The practical issues are trust, and concerns about the trustee 
“spending” positive investment returns on increased prudence or 
investment de-risking. 

▪ Frequency of increases. This should be an annual process, but means 
then that additional checks are needed by the Scheme Actuary on top of 
the usual three yearly valuation.  

▪ Uniformity or backfilling. If a nil increase is given in one year, then the 
missing increase could effectively be “made good” at a broad level by 
paying more than CPI in future years if investment performance allows. 
This would be simpler than trying to “back-fill” missing increases. 

▪ Annual allowance. Some members may receive an annual allowance 
tax charge if a high increase is given in a particular year. This should not 
be material for most members particularly if the maximum increase is 
capped, and there is no backfilling. 

▪ Past vs future. An element of investment return from existing assets 
could be used to help pay for conditional increases. Our starting 
suggestion is to follow a similar approach to the Royal Mail CDC scheme 
where an increase is granted provided that the scheme is predicted to be 
able to meet that level of increases for all future years on CI benefits 
accrued; subject here to a check that the increase does not put the 
recovery plan behind track. This would mean that the investment returns 
on assets accumulated for existing benefits would be used first to meet 
the assumed investment performance in the recovery plan, before being 
available for benefit increases for CI. An alternative approach would be to 
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sectionalise the scheme for past and future; with the dual discount rate 
structure providing a blue-print for how existing benefits are funded as 
this section matures. 

▪ Automatic enrolment. There is a practical issue with whether the benefit 
design meets automatic enrolment requirements. There are potential 
solutions to this, but it is another technical issue to work through. 

▪ Implementation – comprising member communications, administration 
and other processes. There would be a material amount of work to 
consult on this benefit design with employees, to put the structure in 
place, and to maintain the structure over time. 

Along with UUK, we have met with a delegation from the USS Executive 
and the Scheme Actuary to discuss each of these issues. This was a 
constructive discussion, and the USS Trustee seems keen to make a 
structure like this work if it is what the stakeholders want. One of the main 
barriers is timing. At this stage, it is not clear how long it would take to 
implement CI. An amended hybrid structure might therefore be needed for 
a temporary period while the CI structure is implemented, unless the USS 
Trustee is prepared to continue to offer current benefits for 30.7% for a 
short period until a CI structure can be put in place.  

Market practice 
Conditional indexations schemes do exist, but they are rare. Aon is aware 
of two schemes it advises that adopt conditional indexation before 
retirement. 

One of these cases is a very small subsection of a much larger scheme. 
Partly for expedience, full inflation increases have always been given, and 
it does not make a good case study.  

For the second case, increases are given only at the employer’s discretion. 
In practice, no increases were provided for around ten years (until 2020) 
with the employer preferring to ensure the scheme could de-risk and 
remain in surplus. This also does not make a good case study, as employer 
discretion would not work in a scheme where the USS Trustee has a 
unilateral contribution rule, or where benefit reform is a matter for the JNC. 

We are aware that the Scheme Actuary’s firm also has one case study. In 
addition, UCU’s actuaries designed a similar solution for Royal Mail (the 
“Wage in Retirement”, although Royal Mail adopted a CDC scheme design 
which is currently not possible for multi-employer schemes like the USS). 
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Conditional indexation vs Hybrid 
Ultimately, it is the views of the employers, members and their 
representatives that matter. However, as a starter for ten, we set out high 
level views on the advantages and disadvantages of introducing CI 
compared amending the hybrid scheme. 

Advantages of CI 

▪ May feel like less of a change from a member perspective if the accrual 
rate and salary threshold can be unaltered. 

▪ Members have possibility of similar or increased benefits compared with 
status quo, and if it transpires that the USS Trustee is being overly 
prudent in its assumption choices and good investment returns emerge. 

▪ Potentially reduces the need to redesign the scheme in future, as the 
scheme will move over time to have an increasing proportion of benefits 
that are CI in nature (rather than choose a hybrid structure at the edge of 
the USS Trustee and TPR’s comfort level, and find this needs to be 
revisited again at future valuations).  

Disadvantages of CI 

▪ If increases are not given, then this could lead to tension and possibly to 
increased opt-outs. In particular parties may expect that positive 
experience must come through over longer periods, but this may not 
happen in practice. 

▪ The stakeholders would be introducing CI at a point at which the scheme 
is assessed as having a record deficit. The USS Trustee will be focused 
on addressing this, and it may not be possible to agree to an objective 
mechanism to ensure that the wider stakeholders believe that conditional 
increases will actually be granted. 

▪ Approach is less well-known, and will inevitably be more complex to 
implement. 

▪ Some members may prefer an increased DC component through the 
Hybrid – where they may benefit more clearly from good investment 
returns on growth assets, rather than rely on the USS Trustee to pay 
higher benefits when investments perform well. 

 

 Next steps 
It is important for UUK to be given a 
steer from employers on whether 
this approach is worth investigating 
further.  

It will be a lot of work for the 
stakeholders to turn the concept 
into an approach that can be 
implemented. This should only be 
undertaken if there is a realistic 
prospect that this will be the 
favoured approach.  
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4. Experience post 
valuation date 

Generally, for UK pension schemes, 31 March 2020 was a 
poor date to carry out a valuation compared with market 
conditions at 31 March 2018. However, the position has since 
improved for most schemes. 
This is illustrated in the chart below, which shows how the funding position 
of schemes set up on Aon’s Risk Analyzer (a web-based daily monitoring 
tool) has developed since 31 March 2018 up until 28 February 2021. 

 

If we stop the clock at 31 March 2020, it is interesting to note that the 
average funding level was around 3% lower than at 31 March 2018. The 
USS funding level fell by around 14% on this measure, so broadly in line 
with the poorest 5%. This is not necessarily cause for concern as the 
scheme has a long-term investment strategy commensurate with an open 
scheme with a strong covenant, and one would expect the position to be 
more volatile. Volatility is not a problem, as long as the USS trustee does 
not react as if it were running a closed scheme. 

Schemes that performed less well over the two years to 31 March 2020 
tended to have a low level of interest rate and inflation hedging. But, 
typically, these schemes have seen their fortunes rebound since then. 

At 28 February 2021, the average scheme was around 5% better funded 
than at 31 March 2018, and the poorest 5% showed a fall of 3% or more. If 
the scheme had performed in line with the upper quartile, then it would now 
have a surplus which could be used to ameliorate the increased cost of 
future benefits. 

Please note that these figures cover the funding positions of several 
hundred schemes with different investment strategies, covenant strengths 
and maturities, that employ a variety of approaches to updating actuarial 
assumptions, and have a range of deficit contributions payable.  

 Poor date for valuation 
Given the exceptional 
circumstances at 31 March 2020, 
there is a danger that too much can 
be read into the conclusions of a 
valuation at that date.  
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The intention of showing this chart is to provide market context for how the 
last three years have been for other UK schemes, and to show that 31 
March 2020 was a particularly bad date. We comment further in the 
appendix.  

Improvement in funding position after valuation date 
If the funding position has improved following the valuation date, then the 
USS Trustee can allow directly for this, as the Scheme Actuary can certify 
the Schedule of Contributions at either the valuation date, or at date of 
signing. However, if date of signing is used, then the stakeholders run the 
risk of conditions worsening between the JNC making a decision, a 
consultation with employees taking place, and the Schedule ultimately 
being signed.  

This can be addressed as follows.  

▪ The USS Trustee can allow for a portion of the improvement (for example 
50%). This would lead to a “buffer” being maintained to give a good 
chance that benefits would not need to be revisited at the end of the 
process.  

▪ An additional valuation could be carried out as at 31 March 2021, with a 
short-lived Schedule of Contributions applying for the 2020 valuation that 
is expected to be superseded quickly, like the 2017/2018 pairing of 
valuations. 

▪ The USS Trustee could holistically take less prudence in the approach to 
reflect the known improvement in the position. 

Some care is needed to avoid accusations of double counting, as the USS 
Trustee may wish to review its asset outperformance assumption in the 
recovery plan, if allowance for actual outperformance is made. However, 
this can be addressed by looking at the margin between the prudent 
discount rate and best estimate return at a more recent date, and if there is 
still a comparable gap, then future asset outperformance can be justified in 
the same way as at the valuation date. 

Updating the USS’s funding position – Aon estimate 
It is normal market practice, particularly at the larger end of the UK market, 
for pension schemes to have daily updates available on the funding 
position over the internet and through a mobile phone app. This requires 
the valuation approach to be codified, meaning there should be a 
predefined way of working out how the financial assumptions update based 
on changes in market conditions.  

While there may always be extreme circumstances that may require a 
specific adjustment to the assumptions at a given date, generally, having a 
well-understood approach increases trust among the stakeholders. It also 
makes it easier to manage the investment strategy against the funding 
target.  

The approach suggested by the JEP was to adopt a post-retirement 
discount rate equal to the self-sufficiency discount rate. And the JEP 
suggested that the pre-retirement discount rate be set as a constant margin 
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relative to CPI. UUK supported this approach. As a reminder, the JEP saw 
merit in this “CPI+” approach for reasons threefold:  

• “aligning the discount rate more closely to the growth in assets for this 
part of the portfolio 

• aligning it more closely to the growth in the liabilities of the Scheme, and  

• making it considerably easier for Stakeholders to understand.”   

We believe the third point is particularly important against a backdrop of 
concerns that the USS Trustee is using the valuation as a means to secure 
unprecedented covenant support from employers, due we understand to 
Trinity College Cambridge exercising its right to leave the scheme, even 
though few other employers can afford the exit costs. 

We have estimated the Scenario 3 funding position as at 28 February 2021 
using the approach outlined by the JEP. We estimate that: 

▪ The funding position under Scenario 3 would improve by about £10Bn, so 
from a deficit of £14.9Bn to a deficit of about £5Bn at 28 February 2021. 

▪ The future service rate would be broadly unchanged compared with the 
position at 31 March 2020. 

The figures would clearly be better if the prudence were also relaxed. 

Notes: We assume that the post-retirement discount rate reverts to Gilts+0.75% p.a. for self-
sufficiency (on the basis that an exception was made to increase the discount rate to Gilts+1% 
p.a. as at 31 March 2020); updated the pre-retirement discount rate relative to CPI; and used 
a slightly increased CPI assumption of 2.3% p.a. (updating the 2020 assumption in line with 
the change in Aon’s best estimate views between 31 March 2020 and 28 February 2021). 

USS approach to updating the funding position 
UUK had asked the USS Trustee to explain how the updates of the funding 
position at 30 June, 30 September and 31 December 2020 have been 
carried out (approach used to derive assumptions, assumptions, and 
results); along with providing an updated assessment e.g. at 28 February 
2021.  

The USS Trustee’s response (see part a) is a qualitative description of the 
factors considered, and makes no attempt to set out the assumptions 
adopted or results. We also do not yet have an update that can be shared 
from USS as at 28 February 2021. 

The USS Trustee does not favour using the JEP suggestion of adopting a 
CPI+ pre-retirement discount rate (see here). The USS Trustee argues 
that: “the major challenge in using a fixed spread over CPI for discounting 
pre-retirement liabilities is that the assets that are notionally held for these 
liabilities will, as we move through time and as economic conditions 
change, effectively be valued reflecting a changing spread over CPI. If the 
spread over CPI used for valuing the liabilities does not also change then 
this creates a mismatch.”  

Our view is that this challenge is surmountable, for example as part of the 
investment consultation, the Trustee could consider a notional pre-
retirement asset portfolio that targets CPI plus a fixed margin (where the 
fixed margin is higher than used for the discount rate).  

 Important note 
These figures are approximate, and 
it is likely that the USS Trustee will 
update the figures in a different way 
to that recommended by the JEP. 

https://www.uss.co.uk/-/media/project/ussmainsite/files/about-us/valuations_yearly/2020-valuation/uuk-questions-29321.pdf?rev=2d952b6e001742aab0cea249f699f09f&hash=0EFFF53726AFFDBDAD09A79DEDDEE935
https://www.uss.co.uk/-/media/project/ussmainsite/files/about-us/valuations_yearly/2020-valuation/gilts-or-cpi-final-17321.pdf?rev=08ce56444b834235bdccc275ac457ef9&hash=85B6A7DA010DDB3F30BDFA3F02C841DE
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We also believe that transparency would provide greater trust, and this is of 
more benefit to the stakeholders than having a discount rate that might be 
theoretically superior but known only to the USS Trustee. 

The USS Trustee’s technical response also seems to conflate how a 
discount rate is presented at a particular date, with how it is updated over 
time. In its 17 March note on using Gilts+ and CPI+ discount rates, the USS 
Trustee extols the virtue of presenting pre-retirement discount rates relative 
to gilts. We view this as an unwelcome change in position compared with 
the 2018 valuation consultation, where the USS Trustee stated: “The 
Trustee considers that measuring discount rates relative to CPI is the most 
appropriate approach, as the scheme’s liabilities for the main part are 
explicitly linked to CPI. By contrast, the Pensions Regulator prefers 
measuring discount rates relative to gilt yields.” 

Of course, given the USS Trustee’s unilateral contribution rule, it can in 
practice update the funding position as it sees fit. But we believe it would 
be in the USS Trustee’s interests to explain clearly how it determines the 
final discount rate based on the packages put forward by the JNC, and to 
demystify the funding updates so that stakeholders are not reliant on 
Trustee judgement being exercised to know the funding level.  

More positively, in her 29 March 2021 letter, the USS Trustee chair states 
that “The board will also consider the funding position at 31 March 2021 in 
detail when it meets in May. This is ahead of when we expect UUK to have 
concluded their consultation with employers and finalise their proposals”. It 
is therefore possible that material new information may come to light 
sometime next month on this topic, and ahead of detailed JNC discussions 
on what benefit reform may be needed. 

 Update to follow 
In providing an update at 31 March 
2021, we encourage the USS 
Trustee to embrace any market 
improvements following the 
valuation date, to help mitigate the 
impact of this valuation on 
employers and members. 

https://www.uss.co.uk/-/media/project/ussmainsite/files/about-us/valuations_yearly/2020-valuation/gilts-or-cpi-final-17321.pdf?rev=08ce56444b834235bdccc275ac457ef9&hash=85B6A7DA010DDB3F30BDFA3F02C841DE
https://www.ussemployers.org.uk/sites/default/files/field/attachemnt/2018-technical-provisions-consultation.pdf
https://www.uss.co.uk/-/media/project/ussmainsite/files/about-us/valuations_yearly/2020-valuation/letter-dkb-to-uuk-290321.pdf?rev=78d1937ad7424203809a6615666fb83b&hash=6A9F32981B566F80F38D3060C4E4885F
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Next steps 

This report should be read alongside the UUK consultation 
document.  

If you have any questions on the Aon report, please raise them 
with UUK, or ask them on the upcoming webinars. 
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USS briefing: Prudence in 
the 2020 valuation 

This is a somewhat technical note from the USS Trustee. 

March 2020 consultation 
In the original March 2020 consultation, the Trustee noted that “the 
confidence levels shown were higher than those adopted at the 2018 
valuation. Given the volatility and uncertainty in outlook based on market 
conditions at the valuation date, it is difficult to draw any firm conclusions 
from this analysis.” 

The USS commented that using the same (67th) confidence interval at the 
2018 valuation this “would result in pre-retirement discount rates of 
gilts+4.5% and gilts+3.4% for strategies of 55% and 40% growth assets 
respectively. The post-retirement discount rate would be gilts+1.2%. 
However, these rates fall outside the range we are prepared to accept for 
the valuation based on advice from the Scheme Actuary, taking into 
account our views of the employer covenant, the factors outlined above, 
and the proposed RMF [IRM] risk metrics.” 

Comments on Trustee’s latest materials 
The Trustee focuses on the question of how the prudence in the approach 
compares with the 2018 valuation.  

The Trustee explanation relies on defining five separate “lenses”, or ways 
of looking at prudence. There are a number of “sub-lenses”, meaning that 
ten prudence measures are advanced in total. 

Lens 1 (Confidence level compared with last valuation) 
Lens 1a is essentially what was set out in the March consultation, and 
shows the USS Trustee adopting a higher confidence level compared with 
the previous valuation. The figures are not comparable as different 
investment strategies are assumed, however we understand that a more 
direct comparison using the 31 March 2018 valuation approach and a 67th 
percentile discount rate would have given a lower answer than the 
proposed technical provisions, so the overall message seems correct. 

Lens 1b is the LCP version of 1a. This is described as “approximate 
analysis”, so limited reliance can be placed on the conclusion, and no 
details are given on what is assumed. The information is only provided for 
the 2020 valuation, rendering the information useless for comparing 
prudence to the previous valuation. It is reasonable for the Scheme Actuary 
to carry out their own sense check on prudence based on their 
assumptions, but we question why this information is provided since the 
margin for error could mean that the figures are misleading.  

https://www.uss.co.uk/-/media/project/ussmainsite/files/about-us/valuations_yearly/2020-valuation/prudence-brief.pdf?rev=27addc786e104c709ec79a1cd693b0db&hash=607122333042BC476102DB5DA3F74E92
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Lens 1c is in our view misleading. It is obvious that allowing for investment 
returns in the Recovery Plan will lead to lower contributions than if one did 
not. So, in isolation, we would agree that this is less prudent. However: 

▪ Using a higher percentile rather than 67th percentile means stakeholders 
keep paying contributions until the scheme hits a higher technical 
provisions target, so it is inherently more prudent in the long-term even if 
you do allow for outperformance. 

▪ If one uses the c.82nd percentile return for the pre-retirement discount 
rate, and the 67th percentile return on assets in the Recovery Plan, then 
based on USS’s figures, this would lead to around 0.6% - 0.9% p.a. 
outperformance in the Recovery Plan. This is higher than the 
outperformance assumed of 0.5% for Scenario 3, so suggests a more 
prudent approach overall. 

Lens 1d is the LCP version of 1c, again described as approximate and 
carried out only at a single date. Our comments from 1b and 1c apply. 

Lens 2 (Ratio of TP to best estimate liabilities) 
We agree that lens 2 provides a view on prudence – in essence it is a less 
sophisticated version of lens 1a. However, it is not clear what underlying 
investment strategies have been assumed for the comparisons. In 
particular if the dual discount rate approach assumes a different investment 
strategy is applied in practice, then the figures are not comparable. 

Lens 3 (Comparing TP and SS liabilities) 

Lens 3 is also a typical way of considering prudence for a closed scheme. 
USS quote that the ratio of TP/SS was 80% in 2018 (67.3/84.5) and 81% in 
2020 (66.5/101.5). Therefore, there is here a slight increase in prudence. 
They also argue that prudence has increased because the SS-TP margin 
has increased (from 17.2 to 18.9). The equivalent pound figure was not 
provided for lens 2, perhaps because it showed a decrease. 

The self-sufficiency target is predominantly a gilts-based measure. For an 
open scheme, with a strong covenant, and a long-term growth-oriented 
investment strategy, we would expect the valuation approach to vary 
relative to gilts over time. At the valuation date, we would anticipate a 
higher margin relative to gilts to reflect poor market conditions at this point. 
This suggests that the USS Trustee may not have adequately adjusted for 
unusual market conditions. 

Lens 4 Asset outperformance 

While not relevant for the prudence in the technical provisions, in isolation, 
it is welcomed that the USS Trustee is being more flexible with the recovery 
plan for the 2020 valuation.  

Lens 5 (TP – SS) / Affordable Risk Capacity 

USS have TP-SS increasing slightly and Affordable Risk Capacity 
decreasing slightly so prudence is reducing. This statistic is sensitive to the 
Affordable Risk Capacity, which is a fairly arbitrary calculation.  
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Justification for 31 March 
2020 valuation 

The USS Trustee sets out why it is carrying out a 31 March 
2020 valuation. 

March 2020 consultation 
According to the USS briefing, the two original drivers for carrying out a 
2020 valuation (rather than waiting until 2021) were: 

▪ TPR’s concern that the 2018 valuation did not adequately cover the 
economic backdrop at the time. 

▪ UUK and UCU’s concern that the 2018 valuation did not adequately take 
on board JEP’s suggestions. 

A 31 March 2020 valuation therefore gave a chance for these to be 
considered more fully prior to the contribution increases due to come in 
from October 2021. (The timescale for agreeing an actuarial valuation is 
normally 15 months). We cannot comment on the first of these drivers, but 
we recognise the second driver in respect of UUK. 

In the event, the 2020 valuation date has coincided with the worst of the 
Covid-19 pandemic, in terms of market conditions. Given the exceptional 
circumstances at that time, there is a danger that too much can be read 
into the conclusions of a valuation at that date and we would caution 
against making decisions based predominantly on them. Nonetheless, we 
do acknowledge that at least in respect of the post-retirement discount rate, 
the USS Trustee has recognised this to some extent by proposing a 
discount rate based on gilt yields plus 1% (rather than the normal long-term 
target of gilts plus 0.75%).   

However, this still brings us back to the original drivers for the 2020 
valuation. We do not believe that it is impossible to agree an actuarial 
valuation as at March 2020 – however, a more balanced approach would 
be required, recognising more fully what has happened since and the 
extreme conditions that existed at that date. Nevertheless, it may be easier 
to make decisions based on March 2021 conditions. TPR has provided its 
views to all the parties but these can be considered equally based on 2021 
market conditions.  

We believe that not all of JEP’s suggestions have been considered 
adequately in the 2020 valuation (in particular, the pre-retirement discount 
rate). However, perhaps these can be considered better in more normal 
conditions, which we are hoping will apply around March 2021. This does 
not necessarily mean that the 2020 valuation should be abandoned, and a 
2021 valuation considered instead. As mentioned, there are mechanisms 
available to take account of March 2021 conditions (at which point TPR and 
JEP suggestions can be considered better) in the 2020 valuation.  

https://www.uss.co.uk/-/media/project/ussmainsite/files/about-us/valuations_yearly/2020-valuation/march-31-2020-valuation-date.pdf?rev=5131ad9118334ef5a03e8f1027d62480&hash=B212B6EE12CF2BC65D218992BF3E2E5C
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This still leaves the issue of the contribution increases due from October 
2021. These were set out in the Schedule of Contributions signed off as 
part of the 2018 valuation even if the expectation was that these would be 
consulted on as part of the 2020 valuation before coming into force.  

A change in the Schedule of Contributions would be required to avoid the 
contributions increase at October 2021. It was expected that this would be 
considered as part of the 2020 valuation, which would be agreed before 
October 2021. The timescale for this is now looking unrealistic based on 
the current 2020 valuation proposals. However, it remains possible to 
change the Schedule of Contributions based on the 2018 valuation. One of 
the drivers for the increase in October 2021 was that it gave time for the 
2020 valuation to be completed – however, at the time the pandemic and 
the difficult conditions in March 2020 were not forecast. So, it would seem 
reasonable to us to delay this by a few months if needed to allow enough 
time for discussions to take place. 

 
  



 

  

 Advice framework 

This document, and the work relating to it, complies with ‘Technical Actuarial Standard 100: Principles for 
Technical Actuarial Work’ (‘TAS 100’) and 'Technical Actuarial Standard 300: Pensions’ (‘TAS 300’). 

The compliance is on the basis that Universities UK (UUK) is the addressee and the only user and that the 
document is only to be used for the purposes of UUK's consultation with employers on the 31 March 2020 
valuation. If you intend to make any other decisions after reviewing this document, please let us know and 
we will consider what further information we need to provide to help you make those decisions. 

The document has been prepared under the terms of the Agreement between Universities UK and Aon 
Solutions UK Limited on the understanding that it is solely for the benefit of the addressee.  

We have also given permission for this presentation to be shared by UUK with the participating employers 
of the USS on a non-reliance basis.  

We have estimated certain liability and contribution figures in the report where stated. The figures we have 
provided are illustrative and based on broad brush approximations. It is possible that more accurate 
calculations carried out by USS and their advisers (who have access to individual member data) would be 
different to those shown. In particular: 

▪ We have made some basic assumptions relating to the duration of the liabilities using sensitivities in the 
Scheme Actuary’s Rule 76.1 report. 

▪ For the alternative benefit structures considered, we have adjusted the future service rates 
approximately. In doing so we have used the benefit illustrations provided by USS and adjusted 
approximately to extrapolate to different salary thresholds and accrual rates and to allow for alternative 
discount rates. 

▪ Our recovery plan calculations are based on simplified projections of the assets and liabilities over the 
recovery period. 

We have used information from the following sources: 

▪ Deficit and future service rate figures contained in the Scheme Actuary’s Rule 76.1 report. 

▪ The latest USS consultation materials published on 3 March 2021. 

▪ Benefit modelling illustrations provided by USS on 29 March 2021. 

▪ Supplementary information contained in USS's 2020 Technical Provisions consultation and the 2018 
valuation report. 

 
John Coulthard 
Partner 
john.coulthard@aon.com 
  

 
Andrew Claringbold 
Principal Consultant  
andrew.claringbold@aon.com 
  

 
Joanna Davies 
Senior Consultant 
joanna.davies@aon.com 
  

       

 

 

Aon plc (NYSE:AON) is a leading global professional services firm providing a broad range of risk, 
retirement and health solutions. Our 50,000 colleagues in 120 countries empower results for clients by 
using proprietary data and analytics to deliver insights that reduce volatility and improve performance. 

 

Copyright © 2021 Aon Solutions UK Limited. All rights reserved. aon.com. Aon Solutions UK Limited is authorised 
and regulated by the Financial Conduct Authority. Registered in England & Wales No. 4396810. Registered office: 
The Aon Centre | The Leadenhall Building | 122 Leadenhall Street | London | EC3V 4AN. This document and any 
enclosures or attachments are prepared on the understanding that they are solely for the benefit of the addressee(s).  
Unless we provide express prior written consent no part of this document should be reproduced, distributed or 
communicated to anyone else and, in providing this document, we do not accept or assume any responsibility for any 
other purpose or to anyone other than the addressee(s) of this document. In this context, “we” includes any Aon 
Scheme Actuary appointed by you. To protect the confidential and proprietary information included in this document, 
it may not be disclosed or provided to any third parties without the prior written consent of Aon Solutions UK Limited. 
 

 

 

   

http://www.aon.com/

	Introduction
	Why bring you this report?
	Summary

	At a glance…
	Covenant support
	1
	Prudence

	2
	Benefits

	3
	Post valuation experience

	4
	1. Covenant support
	We have been asked by UUK to focus primarily on Scenario 3, for consistency with the companion UUK report.

	2. Prudence
	Technical Provisions
	Relative prudence
	JEP report

	Recovery Plan
	IRM framework (integrated risk management)
	Interaction between benefits and assumptions

	3a. Benefits – Hybrid
	USS examples
	Possible alternative – £40,000 DB salary threshold, 1/85 accrual, CPI capped at 2.5%, and 20% DC
	Future proofing

	3b Benefits – Conditional Indexation
	Introduction to Conditional Indexation
	USS Trustee illustrations
	What might be feasible under alternative path
	Implementation points
	Market practice
	Conditional indexation vs Hybrid

	4. Experience post valuation date
	Generally, for UK pension schemes, 31 March 2020 was a poor date to carry out a valuation compared with market conditions at 31 March 2018. However, the position has since improved for most schemes.
	Improvement in funding position after valuation date
	Updating the USS’s funding position – Aon estimate
	USS approach to updating the funding position

	Next steps
	USS briefing: Prudence in the 2020 valuation
	March 2020 consultation
	Comments on Trustee’s latest materials
	Lens 1 (Confidence level compared with last valuation)
	Lens 2 (Ratio of TP to best estimate liabilities)


	Justification for 31 March 2020 valuation
	March 2020 consultation



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /PageByPage
  /Binding /Left
  /CalGrayProfile (None)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.7
  /CompressObjects /All
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.1000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType true
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Preserve
  /UCRandBGInfo /Preserve
  /UsePrologue true
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /JPXEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG2000
  /ColorACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /ColorImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /JPXEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG2000
  /GrayACSImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /GrayImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (None)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /False

  /CreateJDFFile false
  /SyntheticBoldness 1.000000
  /Description <<
    /JPN <FEFF3053306e8a2d5b9a306f300130d330b830cd30b9658766f8306e8868793a304a3088307353705237306b90693057305f00200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /FRA <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
    /ENU (Aon default PDF creation settings.  Acrobat 8 \(PDF 1.7\) is the most current PDF specification.)
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


