
Understanding employer covenant 
in volatile economic times

Key topics to consider

Employers are currently managing a plethora of economic headwinds. As a sign 
of the times, The Pensions Regulator’s 2022 Annual Funding Statement takes 
over 10 paragraphs to set these out and encourages trustees to speak to their 
sponsoring employer to understand how they are being impacted. 

We set out below some exploratory questions that trustees can use to open 
a discussion with their sponsoring employer. 

1.	Business performance and plans

•	 How have recent economic events impacted on performance?

•	 What recent updates have been made to the business plan?

•	 What downside scenarios has the business assessed in light of current economic conditions?

•	 What actions, if any, is management taking as a result? 

•	 What information is management producing regularly to monitor performance which can be 
shared with the trustees?
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In all cases it is best to have an open dialogue between trustees and employers so that trustees 
can understand how the business and employer covenant are being impacted, and the actions that 
management are taking. The following questions are provided to help start that dialogue.

There will be overlap between the areas covered (for example rising inflation, the impact of the war  
in Ukraine on supply and energy costs) and it is likely that management will be taking several actions  
which manage a number of the areas at the same time (for example sourcing of supplies).  

The challenges that companies are dealing with include the impact of:

•	 high inflation and inflation uncertainty;

•	 possible future interest rate rises on borrowing costs;

•	 energy costs;

•	 the war in Ukraine;

•	 the implementation of the withdrawal from the European Union (Brexit); and

•	 the COVID-19 pandemic – both on the workforce and following the removal  
of government support.
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3.	Interest rates
•	 Is the business being impacted by rising financing costs?

•	 Does the business have sufficient financing and contingencies to manage any  
downside scenarios?

•	 Does any debt need to be refinanced in the short term?

4.	Energy costs
•	 How is the business being impacted by rising energy costs?

•	 What actions are being taken to manage the impact of rising energy costs?

5.	War in Ukraine
•	 Are any supplies or products sourced from Russia and Ukraine?

•	 Have sanctions impacted any key suppliers, customers, or areas of operation?

•	 Are there other countries where management is reviewing its business operations because  
of potential future fallout from the war?

6.	Brexit
•	 Has the business lost any key customers or access to markets due to Brexit?

•	 Has the business lost access to labour or key expertise?

2.	Inflation
•	 How is inflation affecting business running costs?

•	 Is the business able to pass on the impact of inflation to its customers?

•	 How is inflation expected to impact customer demand for goods and services, e.g. through 
reduction in disposable income?

•	 What actions are being taken to manage the impact of rising input costs?
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 For further information, please get in touch with Elen Watson or speak to your usual XPS contact.

About us
XPS Pensions Group is the largest pure pensions consultancy in the UK, specialising in actuarial, 
covenant, investment consulting and administration. The XPS Pensions Group business combines 
expertise, insight and technology to address the needs of more than 1,500 pension schemes and  
their sponsoring employers on an ongoing and project basis. We undertake pensions administration 
for over 948,000 members and provide advisory services to schemes and corporate sponsors in 
respect of schemes of all sizes, including 51 with assets over £1bn.

Find out more 
For more information, please read our XPS Insight on the Annual Funding Statement 
here. The full Annual Funding Statement can be read here.

XPS  
Insights
April 2022

The Pensions Regulator’s Annual Funding 

Statement 2022
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•	Understand the impact on covenant of recent events and monitor how it changes – consider independent 

advice especially for a complex or deteriorating covenant and ensure dialogue between trustees and 

employers is ongoing.

•	Plan for the long term, looking firstly to recover any technical provisions deficit then continue the journey  

to a long-term funding target (LTFT), all whilst managing risk in an integrated way. 

•	Choose key actuarial assumptions, such as inflation and mortality assumptions, carefully in light of current 

understanding of the position. Consider carrying out scheme-specific analysis to robustly determine the  

impact of COVID-19 on your scheme members.

Actions you can take

What you need to know

• The Pensions Regulator (TPR) published its Annual Funding Statement (AFS) on 27 April 2022.  

It is aimed at both trustees and sponsors, particularly those with triennial actuarial valuations between  

22 September 2021 and 21 September 2022.

• TPR highlights the uncertainties for scheme funding and employer covenant driven by significant  

recent events: the conflict in Ukraine, the COVID-19 pandemic and Brexit. This is alongside the current 

background of high inflation, high energy prices, rising interest rates, slower economic growth and  

greater market volatility. 

• Favourable investment conditions over the last three years may mean that, for many schemes, funding levels 

are ahead of plan. TPR also comments on key considerations for schemes at or approaching full funding on 

their technical provisions basis and the importance of robust risk management.

• Where trustees consider it appropriate to adjust their mortality assumptions, TPR have confirmed it expects any 

reduction to liabilities to be no more than 2%, unless there is strong evidence supporting a larger reduction.

Impact of significant recent events on schemes and employers 

Event
Potential impact

Current economic 

uncertainty

Current high price inflation may increase employer costs which, in turn, could impact covenant  

if the higher costs cannot be passed on to customers. High inflation may also significantly increase 

scheme liabilities, or materially affect asset values.  

Higher energy and fuel prices could affect the profits of employers that use significant amounts 

of energy. Further increases in interest rates could affect schemes’ assets and liabilities, as well as 

increasing borrowing costs for employers.

Conflict in Ukraine

For most schemes, holdings in Russian assets are likely to be small/negligible. However, there could  

be indirect effects on inflation, interest rates and asset values, as well as volatility and liquidity of 

assets. Employers could be indirectly affected e.g. by effects on customers/suppliers. Trustees should 

also be aware of the possibility of sanctions impacting on liquidity and covenant. 

COVID-19

Disruptions caused by the pandemic could still affect employers (e.g. impact of lockdowns in China 

on supply chains). Removal of government support means that some employers may see pressures 

on working capital, which might be worsened by the need to repay COVID-19 loans.

Brexit
The true impact of Brexit may not be fully understood for many impacted businesses until regulatory 

issues are clear and the impact of COVID-19 has been normalised. 

7.	COVID-19
•	 Has the workforce been materially affected by COVID-19?

•	 Have any changes to business operations and workforce been required following  
the removal of government support?

•	 Does the business have any government COVID-19 emergency loans that it is repaying?

8.	Broader questions that may be relevant
•	 How has the business been affected by current constraints on global supply?

•	 How has the business been affected by capacity constraints on freight and transport?

https://www.xpsgroup.com
https://www.xpsgroup.com
mailto:elen.watson%40xpsgroup.com?subject=
mailto:elen.watson%40xpsgroup.com?subject=
https://www.xpsgroup.com/media/4023/xps-insights_tpr-annual-statement_april-22.pdf
https://www.thepensionsregulator.gov.uk/en/document-library/statements/annual-funding-statement-2022
https://www.xpsgroup.com/media/4023/xps-insights_tpr-annual-statement_april-22.pdf

