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We’re approaching the end of a year defined by 
social unrest, political change and a global  
pandemic — significant challenges that have led 
to an uncertain economy and volatile financial 
markets as well as historically low interest rates. 
We encourage defined benefit (DB) plan sponsors 
to note the lessons learned and plan accordingly 
for the impact of the new environment on their 
financial realities. The considerations outlined in 
this paper address a range of topics, from the effects 
of COVID-19 to opportunities for diversification, 
rebalancing and risk-transfer strategies to the 
routine exercise of setting financial assumptions. 

Mercer’s consultants are ready to help guide you 
through each of these issues.
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Assessing the short- and  
long-term impact of COVID-19 
on your plan’s assets

The COVID-19 pandemic has taken a 
significant toll on lives, employment, the 
economy and financial markets. The extent 
of its short- and long-term impact is not yet 
fully known. However, plan sponsors should 
take inventory to uncover hidden risks in their 
asset portfolios that have developed due to 
the uneven impact of COVID-19 on various 
economic sectors. Some sectors have been 
harmed and others helped. This has created 
a wide dispersion of investment returns both 
within and between asset classes. 

Within equities, market concentration has led to wide 
dispersion, with five tech-oriented companies driving the S&P 
500’s investment returns in 2020. The other 495 companies in 
total have generated flat to negative returns. US Treasuries, 
especially those of longer maturities, have provided greater 
returns than many other asset classes during 2020 as interest 
rates fell sharply. Interest rates are expected to stay low for 
longer, given a shift in the Fed’s policy framework. Plans 
should assess the impact of these structural changes on their 
portfolios and revisit their investment policy statements (IPS) 
to identify any necessary adjustments. 

Plan sponsors would be wise to stress test their portfolios 
using scenario analysis, with an eye toward a post-COVID 
investment environment. The goal of scenario testing is to 
provide an assessment of the impact of different economic 
environments. This may, in turn, inform the optimal strategic 
asset allocation over the long term.

1
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Evaluating the impact of 
COVID-19 on your liabilities

The saddest effect of COVID-19 is the number 
of premature deaths it has caused — a 
tragedy that weighs on us all. As mortality 
and other demographic assumptions are 
key in measuring pension obligations, plan 
sponsors must address the virus’s effect on 
their population. Because deaths have been 
unevenly distributed across age groups 
and geographies, the effects will vary from 
plan to plan.

In most cases, routine data updates will capture the 2020 
mortality experience. This process is standard whenever 
a plan has an outlier experience, but the pandemic’s true 
toll will not be clear for several years. Some reports have 
documented that COVID-19 survivors will have lingering 
health problems, for example. But on the positive side, 
attempts to mitigate the pandemic may have introduced 
good habits into mainstream culture — better hand hygiene, 
for instance — that could have a favorable impact on future 
mortality. Additionally, although the pandemic has affected 
our population’s more fragile members, those who remain 
may be relatively healthier and have longer expected 
lifespans. New data and technologies allow sponsors to 
review mortality at the zip-code level for a more customized 
view of expected future longevity and better understand the 
attendant impact on program financials.

The pandemic has also caused a great deal of financial 
turmoil, resulting in both expansion and contraction across 
different parts of the economy. It has also disrupted the usual 
hiring and termination patterns, which may have rippling 
impacts on payroll, turnover and retirement incidence.  

Given the impact on liabilities and costs, these various effects 
need careful consideration from plan sponsors.
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Although the pandemic has 
affected our population’s 
more fragile members, those 
who remain may be relatively 
healthier and have longer 
expected lifespans.
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Setting assumptions in a 
low rate environment

As plan sponsors pursue budget-setting for 
2021, many will find that the outlook for 
capital market returns is materially lower than 
in years past. This will be particularly true 
for fixed income investments, where current 
and equilibrium yields are the key drivers for 
future return expectations. Economic views 
that assume yields remain static will result in 
the low yields dominating the expected return 
calculation. A view that yields will rise to a 
higher long-term equilibrium level will result 
in an expectation that fixed-income returns, 
especially for longer-duration instruments, will 
be lower than current yields and potentially 
negative, dampening the long-term return 
outlook. Significantly, few economists are 
building into their forecasts further reductions 
to long-term rates, which would lead to higher 
return expectations.

In any case, the time horizon over which the return 
expectations apply can also have a material impact. For 
shorter time horizons (five to 10 years), current yields may 
dominate return expectations. For longer time horizons 
(20+ years), the return expectations will increasingly reflect 
the assumed ultimate yield levels and the change in yields 
from current levels. For equity return assumptions, the run-
up in the market over the past several years has resulted in 
higher-than-average valuation levels, which may lead to a 
lower outlook for equity returns. The combination of lower 
expected fixed income and equity returns can have a chilling 
impact on setting the return assumptions, especially related 
to the expected return on asset assumption used for pension 
accounting purposes. 

Of course, the expected return assumption is not the only 
one affected by low rates. Cash balance and pension equity 
plan sponsors should consider the impact of current low 
rates on their account balances’ interest accruals as well. 
And they should also consider whether rates will stay low 
indefinitely or, if not, how quickly they will rise. Many plans 
have interest-crediting rate floors built in, which need to be 
accounted for. Although assuming the floor rate will be in 
place indefinitely may be a simple shortcut, it might not be in 
sync with other assumptions that reflect rising rates. In these 
situations, running simulations of interest-crediting rates 
can help develop the ultimate assumptions that build a more 
consistent picture of the plan’s future experience. 
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The combination of lower expected fixed income and equity 
returns can have a chilling impact on setting the return 
assumptions, especially related to the expected return on 
asset assumption used for pension accounting purposes.
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Rebalancing and executing changes 
quickly in a turbulent world

Following the 2008 global financial crisis 
(GFC) and the longest market rally on record, 
2020 saw a marked increase in equity-market 
and interest-rate volatility. Given that equity 
and interest-rate risk are two of the most 
significant risks pension plans face, it’s critical 
to have processes in place to manage these 
risks and take advantage of opportunities as 
they arise. 

Timely rebalancing ensures that asset allocation is maintained 
in line with a long-term investment policy. Market movements 
can be significant, with increased volatility, and plans 
can substantially deviate from their target allocations. 
Rebalancing needs to be weighed against the transactional 
costs of realigning an asset mix as market spreads increase, 
particularly related to fixed income instruments. Lower 
liquidity leads to higher trading costs, which can make 

transactions prohibitive. Mercer recommends that, as far as 
possible, clients consider rebalancing their exposure halfway 
back to their targets.1 

Within the liability-hedging portion of the portfolio, plan 
sponsors may want to consider the relative value of Treasuries 
versus higher-yielding credit instruments, allowing for 
incremental return opportunities to help close the funding 
gap. Rebalancing lets sponsors decide where to source 
funds and where to allocate assets, providing for selective 
rotation of the fixed income portfolio as opportunities permit. 
During the first quarter of 2020, clients who implemented a 
rebalancing transaction were able to add significant value.

A rigorous governance process, either through dedicated 
in-house staff or through a delegated outsourced chief 
investment officer (OCIO) relationship, can help navigate the 
nuances of timely implementation and focus committees on 
bigger-picture strategic considerations for the pension plan. 2

4

1 Mercer. Rebalancing in Troubled Markets, 2020, available at https://www.mercer.com/content/dam/mercer/attachments/global/gl-2020-rebalancing-in-
troubled-markets.pdf.

2 Mercer. How to Be Ready for Investment Opportunities, August 2020, available at https://www.mercer.com/content/dam/mercer/attachments/private/gl-2020-
how-to-be-ready-for-investment-opportunities.pdf.
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Buying annuities

Sponsors sitting on large fixed income gains 
from falling rates might want to consider 
using those gains to purchase annuities, 
which have seen highly competitive pricing. 
Despite the COVID-19 pandemic, many plan 
sponsors’ asset portfolios have performed 
well. In particular, those with liability-driven 
investment (LDI) policies saw the returns 
for long-duration fixed income plans keep 
pace with liability increases driven by falling 
discount rates. The obvious question then is 
“what next”? 

Although it might be tempting to sell high and transfer assets 
out of long-duration fixed income, such a move likely would 
leave liabilities underhedged and exposed to further rate 
declines. Interest rates are at historic lows, but the same could 
have been said in late 2019, 2016, 2015, 2012 and 2011. Each 
time, rates fell further, and plans that did not hedge enough 
interest rate risk suffered.3 

Fortunately, plan sponsors have another alternative to 
potentially lock in funded status gains: pension risk transfer. 
Annuity purchases are not new, having gone mainstream 
in 2012, and have steadily increased in volume from 2013 
onward. And the pension risk transfer marketplace was 
extremely resilient during the pandemic crisis — not only did 
deals continue to close in March and April of 2020, but pricing 
on these deals was as competitive as we have ever seen.

The insurer marketplace’s competitive dynamics continue 
to evolve, with two new entrants in 2020 and potentially 
more on the horizon. The number of insurers actively writing 
pension risk transfer business now sits at 18, more than 
double the amount a decade ago. This increased number of 
players has led to more competition, resulting in some truly 
outstanding deals for plan sponsors. The Mercer Pension 
Buyout Index, which tracks the pricing of retiree annuities 
relative to a plan sponsor’s balance sheet liability with market-
neutral assumptions, dropped to 98% in Q2 2020. Many 
plan sponsors now have an opportunity to settle portions of 
their pension obligations at a cost below the liability held 
on their balance sheets. However, we subsequently saw the 
index rise to 99.9% in Q3, emphasizing the importance of 
monitoring markets and being ready to take advantage of 
fleeting opportunities.

5

Although it might be 
tempting to sell high and 
transfer assets out of long-
duration fixed income, such 
a move likely would leave 
liabilities underhedged 
and exposed to further 
rate declines.

3 Past performance is no guarantee of future returns.
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While the pricing relative to liability will be different for 
every deal and population, we are seeing many transactions 
that unlock significant economic value for plan sponsors, 
especially when you consider that the liability held on 
the balance sheet does not include future costs for PBGC 
premiums, administrative expenses or downgrade/default 
risk. It is common to see an annuity purchase deal that 
saves 5% to 10% in the cost of the total economic liability 
for the sponsor.4 

Looking ahead to 2021, we believe the pension risk transfer 
marketplace will remain competitive, though sponsors would 
be wise to plan carefully to best position themselves for 
success. For example, as we enter the fourth quarter of 2020, 
we have seen activity pick up, which strains insurer resources. 
This leads to some insurers declining to bid on some deals, 
thereby reducing competition and potentially driving up 
pricing. We anticipate a more favorable environment, with 
potentially better pricing, for plan sponsors who are able to 
bring their deals to market in the first half of 2021.

Looking ahead to 2021, 
we believe the pension 
risk transfer marketplace 
will remain competitive, 
though sponsors would be 
wise to plan carefully to 
best position themselves 
for success.

4 Savings are estimates and cannot be guaranteed.

© 2020 Mercer LLC. All rights reserved.
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Updating your glide path’s interest 
rate triggers and adjusting hedge ratio

Well-hedged portfolios performed well in 
2020. How should you position your plan’s 
portfolio for the future? Is it time to update 
your glide path’s interest rate triggers? 

Over recent years, many plan sponsors have extended the 
duration of their fixed income portfolios to improve interest 
rate hedge ratios. We have found that an effective way of 
phasing into a higher interest rate hedge ratio has been 
a glide path with interest rate triggers that allow plans to 
capture opportunities and increase duration as interest rates 
rise through certain predetermined thresholds. Increased 
hedge ratios provided significant downside-funded status 
protection with the onset of the COVID-19 pandemic as 
Treasury rates plummeted to new historic lows. Plans with 
long-duration Treasuries, Separate Trading of Registered 
Interest and Principal of Securities (STRIPS) and leveraged 
duration strategies realized strong returns from those 
asset classes that dampened the funded status decline as 
growth assets fell in value and lower interest rates pushed 
liability values higher.

Having experienced the benefit of additional downside 
protection with falling rates, should sponsors consider 
adjusting down their hedge ratios? In general, such a 
reduction results in further funded status volatility. That 
volatility can work in a plan’s favor if interest rates rise. But for 
a reduction in the hedge ratio to be prudent, a combination of 
the following factors would need to be present:

1. A funding deficit. A plan would see more benefit from an 
underhedged position in a rising rate environment. A fully 
funded plan has less upside potential from reducing the 
hedge ratio.

2. Tolerance for additional downside risk. Although we 
believe the potential rate downside is dampened at current 
levels and we don’t anticipate a negative Treasury rate 
environment, this remains uncertain, and Treasury rate risk 
still exists. The portfolio protection provided by extended-
duration Treasuries remains valuable in a falling-equity/
widening-spread environment, and stress-tested scenarios 
should be quantified to assess the potential impact on 
portfolio returns and funded status.

3. A multiyear time horizon. Predicting interest rates over 
the near term is difficult, and Fed policy is likely to keep 
downward pressure on the yield curve over the next few 
years. We would not recommend adding rate risk for a plan 
with a short time horizon (such as termination expected 
over the next 12 to 24 months). 

For plans with interest rate triggers that are significantly 
above current levels (particularly those more than 200 basis 
points away), consider adjusting the level of interest rates that 
will trigger future increases in the hedge ratio. We set rate 
triggers to phase in from a current interest rate hedge ratio to 
a long-term strategic hedge ratio that would be appropriate 
in a fair-value rate environment. Over the past year, in addition 
to current rate levels declining, our long-term equilibrium 
rate expectation has been reduced. Although the timing and 
path for reaching a fair-value rate level are uncertain, the 
lower starting level and reduced equilibrium rate imply an 
appropriate rate-trigger strategy would shift trigger levels 
down and potentially incorporate additional triggers. The 
right adjustments will depend on the difference between 
current and long-term strategic hedge ratios, the plan’s 
funded position and the expected time horizon.

6
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Diversifying — and why it’s more 
important than ever

With all the upheaval of 2020 — and more 
broadly, the economic evolution since the 
GFC — much has changed in the investment 
landscape, with interest rates historically 
low and asset valuations relatively high. 
High valuations mean that many assets are 
priced for strong future growth and have 
little room for disappointing growth without 
prices dropping. If earnings or the economy 
disappoint, there is a significant risk that 
asset prices could fall. This risk has been met 

in recent years by aggressive central bank 
intervention through lower interest rates. 
By lowering rates, the Fed, in particular, has 
assured markets that it supports the economy 
and has supported higher asset valuations. 

However, the Fed has largely pushed this effort as far as it 
can go (with interest rates near zero) and has indicated it 
does not intend to pursue a negative interest rate policy. If 
there are disappointments in the economy or earnings, this 
could result in a meaningful decline in investment markets. If 
equity markets fell, the bond market might not be able to rise 
through declining interest rates, leaving asset owners much 
more exposed across their portfolios than they have been in 
the past, when interest rates usually fell with equity markets 
and bonds thus produced strong returns.

7
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That being said, static or rising rates are generally positive 
for DB plans’ funded status since most plans continue to 
underhedge their interest rate risk. One way to diversify 
beyond the traditional equity/bond portfolio is to add assets 
that are less dependent on the broad economy for their 
returns, such as hedge funds and other skill-based strategies. 
There has been some disappointment with the low level of 
returns from hedge funds as the equity market has roared 
higher. Still, even a sedate 5% return could be welcome if 
equity markets plummet and bonds fail to compensate.

One of the most broadly damaging potential scenarios we 
could face is deflation, or a general fall in the price of goods. 
This is dangerous to the economy because it causes people 
to spend less on the assumption that their money will buy 
more in the future, creating a downward spiral. Because this is 
so challenging, the Fed will err on the side of higher inflation 
rather than falling into a low or negative inflation regime. 
With this in mind, the risk of higher inflation, which is helpful 
to growth in moderation, is the more likely outcome.

Historically, higher inflation has been a net positive for DB 
plans since it comes with rising discount rates. However, this 
time could be a bit different. The Fed has stated its intention 
to keep rates low, and while it could have difficulty controlling 
nominal rates (through traditional Treasury yields), it is likely 
to keep even these rates as low as possible.

Seeking out assets that could do well in a lower-growth/
higher-inflation environment isn’t easy, but there are some 
options. In the hedging portfolio, Treasury Inflation-Protected 
Securities (TIPS) are one method. These bonds move with real 
interest rates (that is, rates after inflation) and could still rise 
in a higher-inflation environment even if the Fed attempts to 
keep nominal borrowing rates low to spur growth. Although 
TIPS won’t track liabilities as well as traditional Treasuries, 
they may provide an essential source of positive returns 
in a down market.

Another inflation-sensitive strategy is real assets. While 
there is undoubtedly much uncertainty about real estate 
in the current environment, resourceful managers could 
have substantial opportunities. Of course, plan sponsors 
should always consider their liabilities’ sensitivity to inflation 
when determining whether these strategies will be a 
beneficial diversifier. 

Overall, diversification has not paid off since the GFC, as 
declining rates have inflated most assets and pushed the 
largest and liquid assets up significantly. However, this 
sequence may have reached its limit, and diversification may 
finally be beneficial to investors.

One of the most broadly 
damaging potential scenarios 
we could face is deflation, 
or a general fall in the price 
of goods. This is dangerous 
to the economy because 
it causes people to spend 
less on the assumption that 
their money will buy more 
in the future, creating a 
downward spiral. 
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Increasing diversification within a 
liability-hedging portfolio

Liability-hedging portfolios generally 
comprise an allocation to investment-grade 
corporate and Treasury bonds. As clients 
are increasingly de-risking their portfolios, 
the high concentration of issuers, especially 
of high-quality bonds, is hampering their 
ability to develop well-diversified portfolios. 
To combat the lack of diversification and still 
maintain the necessary liability-hedging 
characteristics, defined benefit plan sponsors 
can look at the insurance world for examples 
of investment approaches they can deploy. 
These strategies gain exposure to high-
quality credit-like returns in a manner that 
seeks diversification from the long corporate 
marketplace that has traditionally been the 
domain of pension funds. Below are some 
examples of the types of strategies in use: 

Securitized bonds
The market for securitized bonds has boomed in recent years, 
with Wall Street innovation slicing and dicing portfolios into 
tranches that suit individual investor needs. Although trading 
can be thin, long-duration tranches of bonds securitized by 
residential mortgages and other asset-backed securities are 
natural places for liability-hedging portfolio investors to seek 
investment exposures with perhaps higher-quality corporate 
assets than might be traditional and slightly different return 
characteristics.

Investment-grade private debt 
Several large insurers are offering investment capabilities 
in this area to pension investors. These bonds are usually 
purchased in private placement deals negotiated directly 
with the issuer, allowing the development of preferred bond 
covenants. This can offset the slightly lower credit quality 
typical of issuers in this market. The market is highly illiquid 
and requires a buy-and-hold approach. Bond issuers in this 
market are typically from different industries than the largest 
corporate bond issuers in the public market, which has led to 
industry diversification.

Commercial mortgage loans 
These bonds are effectively mortgages secured by large real 
estate holdings. Again, high-quality property loans offer 
potentially more robust return profiles than publicly traded 
bonds and potentially stronger covenants. These loans 
sacrifice liquidity for better returns and terms. Real estate skills 
are a must in this market, which has also been dominated by 
insurance investors. Holding a portion of a liability-hedging 
portfolio in these mortgages would be viewed as both a 
diversifier and a return enhancer. Given that the pandemic 
will continue to drive significant changes in commercial real 
estate demand, investors should exercise caution and not 
over-allocate to this sector.

Although some of these strategies might sacrifice liquidity 
and may not track the credit sensitivity of the liability as 
closely as publicly traded corporate bonds, they can offer 
better covenants or better credit quality than would be 
available with publicly traded bonds offering comparable 
yields. And where investors cannot find enough duration 
in these alternatives, enhanced use of derivative-extension 
programs, such as using Treasury STRIPS and futures, can 
help maintain target interest rate hedge ratios. Overall better 
returns, better covenants and the same or lower risk levels can 
result. Although the governance effort required to implement 
these strategies may be higher, we have seen experienced 
managers in this space begin to develop products that 
would be less onerous for the typical defined benefit 
plan to implement.

8
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Managing credit-spread risk 

In an environment where spreads are 
greater and more volatile than Treasury 
rates, managing credit-spread risk requires 
consideration.

Discount rates used to calculate the liability for defined 
benefit plans are generally based on the yields of high-
quality corporate bonds. These yields comprise an underlying 
Treasury yield and a spread component to compensate for 
the additional risk of holding corporate bonds. Below is a 
comparison of those components as of December 31, 2019, 
and September 30, 2020:

Table 1. Treasury yield versus credit spread

Spreads now account for more than 50% of the discount 
rate, compared to less than 30% at the end of 2019. The 
combination of the increase in the relative size of the spread 
component and the spreads’ rise in volatility more broadly 
has changed the contribution of spread risk to total funded 
status volatility. Shown in Figure 1 on the following page are 
attributions of funded status volatility for a plan that was 
90% funded, had a duration of 13 years, and was invested 
50% in global equities and 50% in long government/
credit fixed income using assumptions as of January 2020 
and October 2020.

9

Component Conditions at 
December 31, 2019

Conditions at 
September 30, 2020

Delta

Treasury yield 2.3% 1.2% - 1.1%

Credit spread 0.9% 1.3% + 0.4%

Total 3.2% 2.5% - 0.7%

Sources: Bloomberg, Mercer.
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The traditional approach to managing liability risk has focused 
on the impact of changes in Treasury yields. In fact, most 
plans that have target interest rate hedge ratios set those 
targets relative to changes in Treasury yields. Because the 
effect of credit spreads is now a larger contributor to funded 
status volatility, we believe it is vital to manage this risk 
more precisely. 
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Figure 1. January 2020 capital market outlook Figure 2. October 2020 capital market outlook

Source: Mercer.

The first step in that process is properly quantifying the risk, 
capturing the impact of changes in spreads on fixed income 
assets, which is both a function of maturity (that is, duration) 
and quality. Once the actual amount of credit spread risk is 
quantified, plan sponsors can look for ways to better manage 
the risk. Some options to consider include: 

• Modifying the investment manager guidelines to adjust 
the credit quality in the portfolio 

• Considering investments in intermediate-duration credit 

• Adjusting the allocation between Treasury and corporate 
bonds to achieve the desired results

Starting with an understanding of the risks associated with 
credit spreads, the relative contribution to total funded 
status risk and options to consider has become an essential 
component of pension risk management. 

5 Expected returns are hypothetical average returns of economic asset classes derived using Mercer’s Capital Markets Assumptions. There can be no assurance that 
these returns can be achieved. Actual returns are likely to vary. Please see the Important Notices for further information on return expectations.
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Harnessing the benefits of diversity

Research continues to reinforce the value of 
diversity in any business. Mercer believes the 
question is no longer, “why diversity?” but 
“how do we improve diversity and benefit 
from its advantages?” We acknowledge that 
diversity comes in many forms, including 
how individuals think differently and identify 
themselves (for example, gender, sexuality, 
nationality, age and ethnicity). We believe 
diversity to be crucial within any organization 
since more inclusive teams offer many  
benefits — in particular, their ability to  
create solutions.  

With regard to selecting investment managers, diverse teams 
can bring a broader understanding of the marketplace. We 
believe the combination of different cognitive styles and 
personal backgrounds is more likely to produce innovative 
and creative solutions to the many complex problems that 
arise in financial markets. Diverse teams can better probe 
and challenge each other’s ideas, providing the checks and 
balances needed to ensure robust solutions and guard against 
the behavioral biases we see in the investment industry. To put 
it another way, diverse teams are less likely to fall into the trap 
of “groupthink.”

Considering diversity within our manager research teams has 
long been a critical part of our research process. Specifically, 
there are three broad areas we recommend evaluating when 
measuring a manager’s diversity:

• Aspects of the team diversity that can be objectively 
measured (for example, gender or age)

• Measures of team diversity that are harder to see (for 
example, thinking styles or team culture)

• Corporate policies that support a culture of diversity

Successful investment teams come in many shapes and sizes. 
At Mercer, we firmly believe a diverse team with shared values 
is more likely to outperform its less-diverse peers.

10

We believe diversity to 
be crucial within any 
organization since more 
inclusive teams offer many 
benefits — in particular, their 
ability to create solutions.
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Finally, environmental, social and corporate 
governance (ESG)-related investing 
provides an opportunity to generate both 
capital returns and societal benefits, as 
well as helping to mitigate downside risks. 
Environmental or climate investing has 
transformed asset owner and investment 
manager behaviors, shifting capital flows into 
and out of specific sectors and companies. 
New sustainable investment strategies are 
designed to capitalize on the shifting market 
opportunities, especially over the short/
intermediate term.

Regulatory and technological tailwinds will make climate-
related considerations applicable for years to come across 
all market investments (including equity, fixed income, 
real assets and hedge funds). Companies that prioritize 
sustainability, worker safety, income equality, diversity 
initiatives and solid management teams stand to benefit from 
the supply/demand of capital flows in the future.

Looking forward, we believe investor approaches will benefit 
from the increasing pace of these product improvements, 
especially in measurement (for example, carbon footprint, 
gender and income inequality) along with transparency about 
how changing consumer preferences and concerns directly 
impact corporate revenues and profits. There likely is an early-
mover advantage as capital flows away from underperforming 
ESG companies and sectors toward more influential players, 
which will help mitigate downside risk.

What’s Mercer’s best approach to climate and ESG investing?

• Exclude and divest. 

• Allocate selectively to screened companies within  
each segment.

• Engage managers and companies to incentivize 
transformative behaviors that balance out their businesses’ 
negative internalities and externalities.

We believe each approach has unique merits and is likely 
to be used to a certain extent over time. Choosing the right 
direction requires considering each organization’s mission and 
vision, governance framework, and implementation model. 
Key factors to address often include fiduciary responsibility, 
existing internal and external resources, expertise, and 
available implementation pathways. 

At Mercer, we believe it’s beneficial to review potential 
investments in companies, organizations and funds that seek 
to generate measurable social and environmental impact as 
well as a financial return.  

Positioning for transition
11

Environmental or climate 
investing has transformed 
asset owner and investment 
manager behaviors, 
shifting capital flows into 
and out of specific sectors 
and companies.
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Expected returns 
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