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Dear Emma, Tom and David,
Mercer is a global consulting leader in talent, health, retirement, and investments. In the UK, our client base includes employers and trustees providing occupational pension schemes to employees in all sectors of industry. We provide pensions advice and services to companies in the FTSE100, but we also have a large proportion of clients that are employers classed as “Small to Medium sized Enterprises”, or trustees of pension schemes with sponsoring employers in this class. 
Mercer was a founding signatory, in 2006, of the United Nations supported Principles for Responsible Investment (PRI). 
We welcome the opportunity to respond to this consultation.  It is pleasing to see that the government has taken into account many of the comments and concerns raised by Mercer, and other respondents, in the August 2020 consultation.  We remain supportive of using the TCFD as the framework for disclosure of climate-related risks and opportunities for UK pension schemes.  Our detailed responses to the questions are set out in the letter and many of our comments relate to requests for clarification with respect to timing and exclusions.  
In summary, our key points are as follows:
We suggest the Statutory Guidance has a clear statement stating that trustees may set a ‘net zero’ emissions target if that is right for their scheme but it is not a mandatory requirement.  
We support the aspiration of the government to ensure climate related risks and opportunities are considered across all asset classes, however we urge the government to be more specific in how it expects UK gilts and derivative based exposures (such as interest rate or inflation swaps) to be included in the assessment of climate risk for pension schemes and how trustees should use the information to help mitigate climate risk exposure, given defined benefit trustees invest in these assets for wider risk management purposes.
We would request the definition of ‘popular defaults’ is revised as the 250 member threshold may require large schemes or master trusts with many technical default funds to have to carry out scenario analysis on a large number of default funds.

Yours sincerely
[image: ]
Lucy Tusa
Partner


Question 1
Do you have comments on the proposals to change the “reference date” used for the purposes of determining whether a scheme is in scope, or the arrangements made for schemes which obtain their audited accounts later than 1 October 2021, or 1 October 2022? Do you have comments on the draft regulations on scope and timing? Please include in your answer any comments on whether you consider that they meet the policy intent stated in this chapter.
General comments
The change in the reference date to the scheme year end on or after 1 March is positive and gives greater clarity to large pension schemes, with year ends in the spring, of when they fall in scope of the regulations.  We are also supportive of the removal of the calendar year end reporting deadline, which would have caused issues for schemes with year ends in the latter half of the year.
Regarding the caveat for schemes receiving audited accounts after 1 October 2021 or 2022, we would request clarity concerning whether this is only intended for schemes which happen to have a scheme year of more than 12 months and whose relevant scheme year end therefore does not fall when it would otherwise be expected to, or whether it also applies to cases where audited accounts are received more than 7 months after the scheme year end and after 1 October 2021 or 2022.  That is, does a breach of the requirement to obtain audited accounts also delay the commencement of the governance requirements and shorten the period to be covered in the TCFD report?
Additional voluntary contributions
With regards to the draft regulations and draft Statutory Guidance on scope, we suggest more clarity is provided around assets in respect of additional voluntary contributions (“AVCs”).  In particular:
The draft Statutory Guidance does not require scenario analysis to be undertaken in respect of DC assets that are solely attributable to AVCs however, these assets are included in the net asset total used in the Threshold Test.
Trust based schemes can hold AVCs that are in life policies, unit-linked policies or with-profit arrangements.
We suggest, for clarity, that all AVCs are excluded from the threshold test and the current wording in the draft Statutory Guidance (related to the scope of sections for the purpose of scenario analysis) is updated to say:
Part 2, Paragraph18… However, any pool of assets, including DC assets, which are solely attributable to Additional Voluntary Contributions may be disregarded for the purposes of the above. 


Timing for scenario analysis
We are supportive of the change to reduce the frequency for the requirement to produce scenario analysis.  We have identified several areas of ambiguity where we request the government provides greater clarity in the Statutory Guidance, which states:
Scenario analysis must be undertaken in the first scheme year during which trustees are subject to the requirements in the Regulations– even if the first year of application is a part year – and every three years thereafter.
It would be helpful to have clarification that the chosen reference date does not have to remain fixed.
Some trustees have already undertaken scenario analysis in respect of their scheme assets and some trustees of schemes with <£5bn assets are looking to do scenario analysis before they fall in scope of the governance requirements.  As it stands, the trustees will be required to re-do their scenario analysis in the first year during which trustees are subject to the requirements in the Regulations.  The government has made it clear in the consultation policy response document that it does not want trustees to delay looking at climate risk therefore we propose that previous scenario analysis carried out in the prior three years before a scheme falls in scope of the regulations can be included as the first statutory scenario analysis.
Timing for annual assessment and review of metrics and targets
It would be helpful to have clarification that the chosen reference date for calculating metrics does not have to remain fixed.  
Defined Contribution/Master Trusts – defaults
Defined contribution default arrangements that are in scope are those defined to be ‘popular defaults’ in the draft Statutory Guidance (Part 2, paragraph17):
 
One meeting the definition of default arrangement in regulation 1 of the Occupational Pension Schemes (Investment) Regulations 2005 in which 250 or more members are directly invested, irrespective of whether they are actively contributing. 

We propose this definition is revised as the 250 member threshold may bring disproportionately small arrangements into scope for the biggest schemes and could lead to an excessive/disproportionate number of scenario analyses. Our suggestion is to express the threshold as a percentage of the DC membership or of the DC funds.

Question 2
a). Do you have any comments on the draft regulation on trustee knowledge and understanding?
b) Do you have any comments on the draft guidance?
Please include in your answer any comments on whether you consider that they meet the policy intent stated in this chapter.
Most climate metrics and analysis will be unfamiliar to many trustees (and to some individual advisors in the short term) and they will require some additional education.  Whilst trustees do not need to be detailed experts, as with all investment risks (including climate risk), it is important for trustees to understand, interpret and interrogate risk metrics to ensure they are making well informed decisions with regards to their scheme.  
In the draft Statutory Guidance, the need to understand “how scenario analysis works, why climate change poses a material financial risk and its relevance to overall risk management” are capabilities trustees already have in terms of the general requirements related to investment decision-making.  Trustees will require the support of those carrying out the scenario analysis to help interpret the outputs so that the right decisions can be taken in the interests of their members.
We have heard requests from independent trustees for the Pensions Regulator to provide a Trustee Toolkit training module on climate-related risks and opportunities.  This will also benefit those trustees of smaller schemes who do not have regular access to advisor support but may want to start considering climate change risks for their schemes.
Question 3
a). Do you have any comments on the provisions on governance in the draft regulations?
b). Do you have any comments on the draft statutory guidance on governance?
Please include in your answer any comments on whether you consider that they meet the policy intent stated in this chapter.
The provisions in the regulations seem reasonable as regards the requirement for the trustees to establish and maintain oversight of climate-related risks and opportunities. The requirement for trustees to satisfy themselves that persons undertaking governance activities or advising the scheme take adequate steps to assess climate-related risks and opportunities is also reasonable.


[bookmark: _GoBack]Fiduciary managers and platform providers
It is helpful that the draft Statutory Guidance (Part 3, paragraph12) states that asset managers are excluded from the governance activities for the reasons defined in Part 3, paragraph19, namely the requirement to assist or advise trustees on scheme-wide decisions.  In line with that definition, Part 3, paragraph 19 of the draft Statutory Guidance includes fiduciary managers in the list of external advisors who fall under governance activities of the trustees.  Given there are different shades of fiduciary management, we believe it would be helpful to be clear which types are captured by this requirement.  
We recommend the DWP uses the CMA 2019 Order’s definition of fiduciary manager (to be replaced by the DWP’s when they bring the CMA Order into pensions law) to capture those fiduciary managers that are in scope for the assessment of how they assist trustees with ‘taking adequate steps to identify and assess relevant climate-related risks and opportunities’.
We would also appreciate explicit reference to whether defined contribution platform providers are in scope of the trustees’ governance activities.  In our view, they should be included given they will construct default and lifestyle pathways for trustees to use for their scheme, and will provide access to all the asset manager/blended funds that will be offered to defined contribution members of a scheme.  In addition, trustees have direct access to the platform providers but not to the underlying asset managers accessed through the platform either directly or in blended funds.
Consistency of risk management approaches
The draft Statutory Guidance acknowledges that trustees may choose to take an approach to the oversight and management of climate change risks that replicates the process by which they consider other risks and opportunities. At a high level, this is logical though we note that climate risk is materially different to other investment risks which can have material financial impacts over short (1-3 year) time horizons and there are many years of historical data on which to analyse and make informed decisions.  Transition risks may dominate over periods longer than 1 year but there is no historical data for analysis therefore most scenario analysis will be based on deterministic pathways rather than stochastic analysis.  Therefore, the way that climate risk is analysed and interpreted is different to other investment risks though the overall framework to considering the risk will be consistent.
Asset classes in scope
We believe that the degree to which it is possible to assess climate risk varies by asset type and time horizon. In general, we believe that low risk investment strategies are low risk in terms of general risks, including climate change. For most low-risk assets, the residual exposures to climate risk will exist, but they cannot be quantified. To take an example, it is not possible for a UK pension scheme to model the long-term climate risk impacts on the UK’s fiscal position in order to produce any reliable assessment of the UK government defaulting on its obligations to gilt holders.
We understand the government’s intention to avoid trustees automatically discounting an asset class as having no material climate related risk exposure, however, the draft Statutory Guidance as drafted will lead to a disproportionate amount of time and cost to analyse the climate risks of some asset classes, like UK gilts, where the conclusion is ‘minimum risk’ or where there are few levers for the trustees to make a change or influence via engagement.
Time horizons
We understand the intent in the requirement for trustees to consider climate risk over different time horizons.  The draft Statutory Guidance defines the time horizon for a defined benefit scheme in Part 3, paragraph 39 as “the likely time horizon over which current members’ benefits will be paid. This may be the longest time horizon they will need to consider”. We request there is some clarity around this definition for schemes that are looking to buy-out the scheme’s assets and liabilities with an insurer within a target period of time.  The definition given above implies long term is when the last member’s pension payment is made, regardless of whether this is in the scheme or with an insurer.  In our view, the period of time where the trustee is expected to have fiduciary responsibility over the scheme assets and members’ benefits should form the long term horizon.
It would be helpful to emphasise that defined benefit trustees should take into account any potential plans to de-risk the investment strategy for defined benefit schemes when defining time horizons and carrying out their climate scenario analysis as this can be influential in understanding how the exposure to climate related risks will evolve over time.
For defined contribution schemes, the short-, medium-, and long-term time horizons should be linked to the de-risking pathways used in default arrangements and therefore it would be beneficial to clarify this in the Statutory Guidance.
Question 4
a). Do you have any comments on the provisions on strategy in the draft regulations?
b) Do you have any comments on the draft statutory guidance on strategy?
Please include in your answer any comments on whether you consider that they meet the policy intent stated in this chapter.
As noted in our answer to question 1, we request the government to reconsider the scope of defined contribution default arrangements that will be required to undertake scenario analysis.  We propose this definition is revised as the 250 member threshold may bring disproportionately small arrangements into scope for the biggest schemes and could lead to an excessive/disproportionate number of scenario analyses. Our suggestion is to express the threshold as a percentage of the DC membership or of the DC funds.

We support the guidance that trustees may carry out the strategy activities in respect of self-select funds or AVCs and that this is not obligatory.
Question 5
a). Do you have any comments on the provisions on scenario analysis in the draft regulations?
b) Do you have any comments on the proposal that relevant contracts of insurance are within scope for scenario analysis?
c) Do you have any comments on the draft statutory guidance on scenario analysis?
Please include in your answer any comments on whether you consider that they meet the policy intent stated in this chapter.

Contracts of insurance and longevity swaps 
From an asset exposure point of view, we do not see there is merit in trustees including contracts of insurance in scenario analysis.  Whilst an insurer will invest in a way to support its book of business, a scheme with a bulk or individual annuity policy will not have direct exposure to those assets therefore it will be challenging to understand how to model the exposure.  For longevity swaps, it will be important for trustees to understand the extent to which climate related risks have been taken into account in the mortality tables and longevity assumptions used to construct the longevity swap contract.
There may be value in understanding the exposure of the insurer to climate related risks, particularly if the insurer has books of general insurance business as well as life business.  This will be a useful criteria for trustees to consider before placing new business with an insurer.  For existing contracts of insurance, if climate risk exposure is deemed to be high, the cost of surrendering a contract of insurance can be substantial and in the event of an insurer failing, the trustees and members are protected by the FSCS. In particular:
For UK regulated bulk annuities and “streamlined intermediated” (uncollateralised) longevity swaps, the counterparty risk exposure will be with the insurer and whilst it is important to understand the viability of the insurer and its exposure to climate related risks, the contracts are protected by PRA regulation of the counterparty (and ultimately the FSCS) which mitigates the risk exposure of the counterparty failing.
For UK regulated “traditional intermediated” (collateralised) longevity swaps, the counterparty risk exposure will be with the insurer and whilst it is important to understand the viability of the insurer and its exposure to climate related risks, the contracts are protected by PRA regulation of the counterparty (and ultimately the FSCS) as well as collateralised monthly/quarterly which mitigates the risk exposure of the counterparty failing.
For “captive” insurer and “pass through” insurer longevity swaps, the counterparty risk exposure will be with the reinsurer and whilst it is important to understand the viability of the reinsurer and its exposure to climate related risks, the contracts are collateralised monthly/quarterly which mitigates the risk exposure of the counterparty failing. 
Annual and triennial updates
As noted in the response to question 1, it would be helpful to have clarification that the chosen reference date does not have to remain fixed.
We are assuming when trustees come to update their scenario analysis, they have the flexibility to do different types of analysis each time which could be qualitative as well as quantitative.  This will depend on the availability of data and the development of models.
Part 3, paragraph 78 of the draft Statutory Guidance lists the ‘Circumstances which are likely to lead trustees to decide that new scenario analysis should be undertaken in a year where it is not mandatory’.  Given the list provided (and we note this is not exhaustive) is quite broad and may lead trustees to unnecessarily (in terms of materiality) updating their scenario analysis, our suggestion is to amend the wording to say:

Circumstances which are likely to lead trustees to decide that new scenario analysis should may be undertaken in a year where it is not mandatory’

Critical assumptions in scenario analysis
Part 3, paragraph 81 of the draft Statutory Guidance states that “the critical assumptions for the scenarios used and the key limitations of the modelling (for example, material simplifications or known under/over estimations)” should be described in the TCFD report.  It would be helpful for the Guidance to include a high level summary of what the government considers to be critical to aid trustees with the level of detail required in their report.
Modelling UK government gilts
The specific risk facing a pension scheme holding gilts to hedge liability interest rate and inflation exposures is UK government credit risk. To model this requires a whole economy model of the UK, including its fiscal and monetary policy, and the dependences these have on climate change, in order to make an assessment of the likelihood of the UK government defaulting on its gilt obligations. The uncertainties in any model of this kind are vast and not restricted only to climate change uncertainties. Even over the short-term, such models can be unreliable for risk assessment – as far as we are aware, neither the Bank of England nor the OBR were reporting in mid-2019 on the impacts of a pandemic scenario for the UK over the next 18 months. 
As noted in our answer to question 3, we understand the government’s intention to avoid trustees automatically discounting an asset class as having no material climate related risk exposure, however, the draft Statutory Guidance as drafted will lead to a disproportionate amount of time and cost to analyse the climate risks of some asset classes, like UK gilts, where the conclusion is ‘minimum risk’ or where there are few levers for the trustees to make a change (as gilts are held for risk management purposes) or influence via engagement.
Modelling derivative exposures
Pension schemes make use of derivatives, such as interest rate and inflation swaps, for hedging liability risks. The consultation response notes the exposure to bank counterparty risk, which certainly does exist. However, as positions are collateralised daily (again, often with gilts, bringing UK government solvency into this equation too), the specific risk is both that the bank fails and that the collateral proves insufficient to cover the position. 
Again, the problem is one of complexity: to model the risk attaching to derivatives requires a pension scheme to model, separately, the balance sheets of each of its bank counterparties and to do this not just short-term but long-term. Commercial sensitivities again mean that detailed data is unlikely ever to be available, but does not resolve the complexity problem even if it were. Bank balance sheets are, we would expect, significantly more complicated than insurer balance sheets and highly changeable over time. 
We note the intent to include exposures to equity derivatives, such as futures, where there is exposure to the underlying equity index and therefore to climate related risks via the constituent companies of the index. 
Question 6
a). Do you have any comments on the risk management provisions in the draft regulations?
b) Do you have any comments on the draft statutory guidance on risk management?
Please include in your answer any comments on whether you consider that they meet the policy intent stated in this chapter.
The three questions for starting to consider climate risk exposures, as set out in Part 3, paragraph 85 of the draft Statutory Guidance are helpful for trustees to start considering climate risk.  Part 3, paragraph 88 of the draft Statutory Guidance sets out possible approaches for trustees to identify and assess transition risks and physical risks.  Given the time and cost required to carry out the suggested actions, we suggest the wording is amended to say:
Trustees may rely on other persons, including advisers and asset managers, to help them identify and assess climate-related risks. However, trustees have overall responsibility for the management of these risks and also the opportunities arising from climate change. Possible approaches to identifying and assessing transition risks and physical risks may involve the trustee: 

Question 7
a). Do you have any comments on the provisions on metrics in the draft regulations?
b) Do you have any comments on the draft statutory guidance on metrics?
Please include in your answer any comments on whether you consider that they meet the policy intent stated in this chapter.
We welcome the change to annual monitoring of metrics.
Understanding metrics
We are supportive of the change to set three metrics which have different focusses and the ‘as far as you are able’ provision helps address concerns around data availability, viability and accessibility. This is important from a decision making perspective as each metric will only give trustees part of a wider story.  Over reliance on any single metric is likely to lead to sub-optimal decision making given methodological and data limitations.  When trustees use climate related metrics, it will be key for them to fully understand exactly what a metric does and doesn’t show in order that trustees do not make ill-informed decisions with regard to their investment strategy. 
Scope 3 emissions
We note the government’s requirement for trustees to obtain scope 3 emissions, as far as they are able.  This data is currently limited and unreliable and trustees may utilise metrics in the near term that are based on scope 1 and 2 greenhouse gas emissions.  There may be unintended consequences of taking action today to reduce exposure to scope 1 and 2 emissions.  This will typically lead to a bias towards the technology and financial sectors.  When scope 3 emission data improves, a scheme’s carbon footprint may increase due to holding a higher exposure to the technology and financial sectors.
Question 8
a) Do you have any comments on the provisions on targets in the draft regulations?
b) Do you have any comments on the draft statutory guidance on targets?
Please include in your answer any comments on whether you consider that they meet the policy intent stated in this chapter.
We are supportive of the explicit statement in the draft Regulations that targets will be non-legally binding.  We are also supportive of the acknowledge in the draft Statutory Guidance that targets may be changed, if trustees feel that is appropriate given the circumstances of the scheme and the availability and reliability of climate related metrics.
We suggest the Statutory Guidance has a clear statement that trustees may set a ‘net zero’ emissions target if that is right for their scheme but it is not a mandatory requirement.  For some schemes, it may not be possible or appropriate to do so.  For example, the consultation acknowledges that metric targets may be unsuitable for some pension schemes, particularly those very near to implementing a “clear end game” strategy. However, the statutory guidance does not contain this qualification. 
Finally, it is easy to set a target but harder to achieve it, therefore trustees should consider what actions they would need to take to reach their target.  We suggest a statement to this effect is included in the Statutory Guidance, which, at the moment, focusses more around the metrics used to monitor progress against the target rather than considering the practical and strategic elements of setting a target.  As an example, trustees may not be able to achieve their targets if there are limited available or suitable investment solutions (particularly pooled investment funds) to help achieve their objectives.
Question 9
a). Do you have any comments on the draft regulations on disclosure? 
b). Do you have any comments on the draft statutory guidance on disclosure? 
Please include in your answer any comments on you have on whether you consider that they meet the policy intent stated in this chapter.
Our only comment is in respect to the wording around the additional disclosure requirement in the Scheme Return.  The Consultation Policy response document states that:
Trustees who have not yet produced their first TCFD report are required to inform TPR whether the period for doing so has ended in the scheme return.
We find this wording is ambiguous and should be rephrased for clarity.  Our interpretation is that trustees who are in scope should declare whether they have failed to produce their first TCFD report within the statutory deadline.  
Question 10
a). Do you have any comments on the draft regulations on penalties? 
Please include in your answer any comments you have on whether you consider that they meet the policy intent stated in this chapter.
We have no comments on this section.
Question 11
In relation to the changes we have made to the original policy proposals, do you have any comments on the regulatory burdens to business and benefits, and wider non-monetised impacts which are estimated and discussed in the draft impact assessment?
In our view, the indicative cost estimates provided in the consultation response underestimate the cost to schemes for getting the TCFD reporting and supporting processes in place.  In subsequent years, we would expect the ongoing costs to be lower than the initial costs though this will depend, in part, on the availability of new data and metrics and the requirement to carry out scenario analysis more frequently than every 3 years if trustees deem that is necessary for their scheme.  We see a similar outcome in terms of trustee time where trustees will need to dedicate more time in the first year to get their governance structures, processes and monitoring in place.
Question 12 
Do you have any other comments you would like to raise?
The Regulations, Statutory Guidance and non-statutory guidance documents will help trustees to assess and manage a fundamental, systemic risk and we are very supportive of both the intent and the guidance provided by the government.  We also appreciate the changes the government has made to the original proposals in light of the responses received from its initial consultation in August 2020.
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