SECURITY FOR OCCUPATIONAL PENSIONS

a consultation document

1 This consultation document seeks views on the Minimum Funding Requirement (MFR)
that applies to most private sector defined benefit (DB) occupational pension schemes. It is
issued in parallel with areport on the MFR from the Pensions Board of the Faculty and Institute
of Actuaries. It also seeks views on aternatives to the MFR in the light of both the Actuaries

report and in the context of Paul Myners review of institutional investment commissioned by the
Chancellor of the Exchequer earlier thisyear.

2. Occupationa pensions are important. About 4.5 million people aready get pensionsfrom
private sector DB occupational pension schemes and about another 8.5 million people of working
age have pension rights through such occupationa schemes which will become payablein future.
The Government is determined that al these scheme members — both pensioners and people still
working — can have ahigh level of confidence that their pensions will be paid when they fall due.

3. To provide for their liabilities, defined benefit occupational pension schemes build up
funds. These are subject to the Minimum Funding Requirement introduced under the Pensions
Act 1995. Schemes whose assets fall below the minimum set by the MFR test have to make up
the shortfall within prescribed time periods.

4. However, the MFR does not provide a guarantee that, in the event of an employer
becoming insolvent, its pension scheme members' rights will be honoured in full. And there
have been indications that the MFR also adversely influences the investment decisions of scheme
managers. This could damage the longer term prospects for such schemes, which remain an
important way of providing for retirement. Further to that in the last budget the Chancellor
announced that he was asking Paul Myners to review the factors that influence institutional
investment decisions. Responsesto his review, for example from the National Association of
Pension Funds (NAPF), suggest that the MFR has distorted investment decisions.

5. In March 1999 the Department of Social Security commissioned a report on the MFR
from the Faculty and Institute of Actuaries, which is published alongside this consultation
document. It contains proposals for reform and identifies a number of wider issues concerning
the security and costs of defined benefit pensions. But it aso suggests that the current MFR may
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not be the most appropriate approach for the future. This document therefore seeksto explore
these wider issues with a view to achieving security for defined benefit pensions from well-
performing schemes. A number of options are put forward and the Government welcomes
comments on the alternatives specifically discussed as well as other suggestions.

6. Paul Myners has also been asked for his views on the MFR and the possible alternatives
as part of the consultation process. He will report at the time of the Pre-Budget Report. In order
to allow timeto reflect on his recommendations all other responses to this consultation document
areinvited by 31 January 2001. Please send them to:

Ms Andrea Garman

Room 311

Pensions Directorate
Department of Social Security
The Adelphi

1-11 John Adam Street
LONDON

WC2N 6HT

Td:  020-7962-8753
Fax: 020-7962-8591
email: mfrreview@ms41l.dss.gov.uk

Further copies of this consultation paper are available on the following web-sites:
DSS: www.dss.gov.uk/publications/dss/2000/mfr/index.htm
HMT: www.hm-treasury.gov.uk/pub/html/reg/index.html

The Actuaries report accompanying this consultation paper is available on:
www.actuaries.org.uk/pensions/mfr_index.html

The responses to this document may be made available to the public. If you do not wish your
views to be made available in thisway, please say so in your reply.

Department of Social Security
HM Treasury September 2000
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the importance of occupational pensions

7. DB occupational pensions have served successive generations of pensionerswell. Inthe
private sector there are some 38,000 such schemes and about 3,500 schemes which provide a mix
of defined benefit and defined contribution. Their sizes range from very large to very small.
Employers are under no obligation to set up occupational schemes. However, from 8 October
2001, those employing 5 or more people will have to provide employees with access to a defined
contribution (DC) stakeholder scheme unless they provide an occupational scheme or they
support a personal pension plan for employees. And most people in occupational schemes will
be able to supplement their pension rights by topping up through a stakeholder scheme.

8. There will thus be avariety of waysin which people can save for their pensions. Different
approaches will suit different people. If people have the opportunity to join an occupational
pension scheme, they are usually best advised to do so because the employer makes a
contribution. If they do not have that opportunity then a DC arrangement such as a stakehol der
scheme will often provide the best fit.

0. The Government wants to help people understand their pension rights and appreciate the
value of saving for pensions. In future, growing numbers of people with pensions will get a
pension forecast each year bringing together their state and occupational pension rights. The
Government’sintention is that 15 million forecasts a year will be issued by 2005. Thiswill help
people gauge how well their prospective income in retirement is developing. Combined with the
Government’ s new pension education material, this should help people make sensible informed
decisions about their pensions.

existing protection for scheme members

10. Private sector occupational pension schemes are established under trust law and are run
by trustees for the benefit of their members. So the normal fiduciary duties and disciplines for
trustees apply.

11. In the case of DB schemes, scheme members' rights are usually defined in terms of
formulae related to their earnings - for example in relation to members' final salaries and length
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of service when they retire or leave the scheme. For these schemes, there is no intrinsic guarantee
that the accumulated funds will be able to deliver members pension rights. These rights are
underpinned by the scheme’s sponsoring employer, who must take action to make up any
funding deficiency asit arises.

12.  Oneof the additional disciplinesintroduced by the Pensions Act 1995, which came into
forcein April 1997, requires nearly all private sector DB schemes to make up any shortfalls, that
emerge between their assets and a minimum level judged necessary to meet their obligations,
within prescribed time periods to protect pensioners and other scheme members' rights. There
isno equivalent requirement for DC schemes: in these, pensions are determined by the level of
contributions paid in, how well the scheme’ sinvestments have performed, and what it costs to
buy a pension when they retire. Whereas under-performance of investments by DB scheme
funds usually leads to additional expense for the employer, in DC schemes it means that the
scheme member has alower pension.

13. The standard brought in for DB schemes in 1997 is known as the Minimum Funding
Requirement or MFR. It isintended to provide protection for pensioners and other scheme
members’ rights by setting a benchmark for the acceptable level for the scheme' s assets. With
this floor in place, there is a reasonable chance that if the employer becomes insolvent, the
pension scheme' s assets will be able to meet the cost of paying out pensions for those already
retired and provide for other scheme members’ rights. It isnot asolvency test assuchanditis
sometimes misunderstood to offer amore powerful guarantee about payment of pension rights
than it actually delivers when a scheme winds up.

14.  The previous Government set the objectivesfor thisMFR test. The valuation method and
assumptions for the MFR were then developed by the Faculty and Institute of Actuaries in
1995/1996 to meet the objectives set by Government. Thetest isintended to be carried out every
3 years and all schemes should have carried out atest by April 2001.

the MFR review

15. In March 1999, as part of the Government's overall strategy for pension provision the
Pensions Board of the Faculty and Institute of Actuarieswas asked to review the new MFR test.
Theterms of reference of the review are set out at Annex A.
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16.  The Government was and is determined that the long-term security of pensioners and the
interests of other pension scheme members should be protected. It isright that the Government
should look carefully at whether the MFR is working as was intended and ensure reliable
methods are used to meet the key objectives. One aspect of the review was thus to explore
alternative methods of delivering protection for scheme members and assess the effectiveness and
reliability of those methods relative to the MFR.

17. In May 2000, the Pensions Board of the Faculty and Institute of Actuaries responded to
the review remit with the report which is published alongside this document. The Government
is very grateful to the Actuaries for their careful and thorough work, which included in-depth
analysis and some far-reaching proposals and comments.

18.  TheActuaries report dealswith the way in which the MFR is calculated, and the report’s
recommendations focus on certain specific features of the MFR calculation, in accordance with
the terms of reference. In addition, the report identifies some wider issues about the operation
of the MFR in practice, and in particular its ability to protect scheme members, including
pensioners, in the way intended.

19.  The Government believesthat it isimportant to explore these wider issues to see whether
there could be more effective or more reliable ways of protecting scheme members' rights. This
consultation document is intended to launch awide ranging consultation on the issues identified
by the Actuaries' report.

how the current MFR works

20. TheMFRisdesigned to underpin the employer’s commitment to support the DB scheme
it sponsors, so that in the event of the scheme having to cease, whether the employer isinsolvent
or not:

scheme members who are already retired can expect their pensions to be paid in
full;

scheme members who are not yet retired have a reasonable expectation of
receiving the value of their pension rights when they come to retire.
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21.  Asthe Actuaries report identifies, the amount of reassurance the MFR can deliver is
commonly misunderstood to be agood deal greater than it redlly is. Some people think the MFR
test amounts to afull guarantee of scheme members pension rights. It isnot asolvency test. A
funding requirement that gave full protection to members when their scheme ceased would lead
to significantly higher costs than is the case under the MFR. The additional amount needed to
bring schemes’ funding to a full solvency level —alevel at which they could buy out all their
liabilities with annuities when discontinued — could be in the region of £50-100 billion.*

22.  Thecurrent MFR test works by comparing a scheme' s assets and liabilities calculated in
aspecified way broadly asfollows:

the scheme’ s assets (gilts, equities and so on) are valued at market levels,

the scheme’ sliabilities are divided between pensioners and those who have not
yet retired and discounted to a capital value at different discount rates, broadly:

° for pensions already in payment, the rate isthe prevailing market yield on
gilts (though for large schemes, some of these liabilities can be discounted
using an assumed long term rate of return for UK equities);

° for pension rights of scheme members not yet retired, the rate is broadly
the assumed long term rate of return for UK equities before retirement and
for gilts after retirement, adjusted by a‘* market value adjustment’ factor
to reflect prevailing UK equity dividend yields. Therights are valued asiif
they had left service immediately.

23. If the scheme’ s assets are less than its liabilities in the terms of thistest, the schemeis
allowed one year to reach 90% of the MFR level and 5 years to reach 100%. In practice this
normally means payment of additional contributions certified by the scheme actuary as being
adequate to meet these targets.

1 Figures based on very broad estimates made by the MFR Review working party of the actuarial profession looking at
Solvency Insurance, using NAPF survey figures on minimum funding levels.
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24. TheNAPF intheir response to the Myner'sreview, infer that the existence of the MFR, and
theway it is caculated, may have made pension scheme trustees and their advisers more cautious
about their investment decisions. They add that they believe that there is an inherent conflict
between the MFR which imposes the risk of short term fluctuationsin funding requirements, and
the long term asset alocation to produce the best (financial) results for pension fund members.
This tension between the short term and long term considerations is aso highlighted in the
Actuaries report. To the extent that this has happened, the effect might damage the long term
interests of schemes, pensioners and other members. So the imposition of the test in the past
years could also have caused some trustees to base their investment decisions on short term
considerations. Funds must apply the test at least every 3 years although, in practice, many
schemes do check their position more frequently and the scheme actuary must check the
continued adequacy of the contributions being paid each year.

25.  Thereisnothing in the way the MFR test works which formally requires any particular
pension fund to invest in any particular way. A typical pension scheme might have about 75%
of its assetsinvested in equities, about 20% in gilts and bonds, with the remainder in other assets,
such as cash and property. But any scheme only just able to meet the MFR test will reduce the
risks of failing the test in future by having an investment mix close to that implied by the MFR's
calculations used to assess liabilities. In that way it will be more likely that the value of the
scheme's assets and of the liabilities, as calculated under the MFR, will broadly move in line,
thereby reducing the possibility of failing the test and the need for additional contributions to be
made to the scheme. Schemes may be incentivised toward amore risk averse investment strategy
than they might otherwise choose, to make the funds performance against the MFR more
consistent.

26. Thereisanindication that some pension schemes are becoming inclined to adopt this kind
of strategy. To the extent that this happens, it will result in less diversification in investments and
sgueeze out investment in such assets as unlisted equities, foreign securities and physical assets
such as property which are not used in working out liabilities cal culated under the MFR. If these
trends were to become widespread, it could mean lower investment returnsin the long run, which
may result in either lower pensions or higher contributions to the fund.

27. Some of these effects may be unavoidable. Thereisanatural tension between looking to
schemes to invest their schemes’ assets for the long term and at the same time requiring them
to carry out regular valuations followed up by prompt action to restore any identified deficiencies.

In their response to the Myners' review the NAPF commented that one of the consequences of
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the MFR was that it favours the short-term equilibrium at the expense of the long term interests
of members. The Government’ s objectiveisto protect theimmediate interests of pensionersand
other scheme members without damaging the longer-term prospects for current and future
members.

the Actuaries’ report

28. TheActuaries report recognises these concerns, noting that in the event of the employer
becoming insolvent, the current MFR test does not in practice deliver very much consistency over
timeinthelevel of protection of pension rights of scheme members who have not yet retired.
The Actuaries report discusses the extent to which the role of the MFR is understood by scheme
members, trustees and employers. It notes wide misunderstanding of the effectsit is designed
to secure. The report then goes on to discuss the case for bringing home to scheme membersthe
scale of the protection which the MFR can deliver, perhaps by disclosing to scheme members
what benefits could be delivered should the scheme wind up.

29. Thereport also concludes that the current MFR formulais not a suitable approach for the
future because of the difficulty of modelling returns on equities in assessing liabilities for
pensions not yet in payment and of finding an objective way of allowing explicitly for variations
in equity market prices using indicators of value such as dividend and earnings yields. The
essence of the difficulty is having to predict long term equity returns for a statutory standard on
the basis of prevailing market conditions.

30. If the MFRtestisto survivein anything like its current form, the report recommends that,
it should be redesigned. It recommends that liabilities for pensions in payment should be
discounted using a composite index of gilts and corporate bonds while liabilities for pension
rights not yet in payment should be discounted at arate with afixed premium of 1% per annum
above this composite index. The premium was derived from a 2% per annum extrareturn less
1% per annum for the expenses of investing in an appropriate pensions vehicle and is broadly
in line with assumptions underlying the current MFR. In thisrevised approach, there would be
no explicit modelling of actual equity yields. Instead, the margin in the new discount rate would
be an attempt to ssmulate over the long run the expected higher performance of assets other than
gilts and corporate bonds, such as equities.

31. If this approach were adopted, there would be scope for adjusting the margin over the
composite index for pensions not yet in payment. The Actuaries’ report concentrates on the
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principle of adopting thisform of discounting, but leaves the actua size of the margin for further
debate within the context of this broader consultation.

32. AstheActuaries report explains, if it were possible to recast the MFR in the way described
in paragraph 30, it would have the advantage that a fund which is able to meet the test would be
able to offer its members a more consistent level of security for their pension rights. Thisis
because the valuation methodology is more closely aligned to the costs of securing members
benefitson winding up. That is, afund which could passthe recast MFR test would have amore
consistent degree of assurance that it would be able to offer its members a certain minimum
standard of underpinning for its commitment to pay their benefits.

33. Thisdegree of consistency would be an advantage - although it would still amount to less
than the guarantee of funding that many mistakenly believe the MFR provides. Even with this
reservation, and as acknowledged in the Actuaries report, it is achieved at the price of possibly
imposing significant practical difficulties on pension schemes, their trustees and in turn their
beneficiaries. These difficulties arisein two different ways but with similar consequences:

funds which retain current levels of investment in equitieswill find that the results
of thenew MFR test are more volatile. In practice this may cause them to go for
ahigher average funding level to decrease the chance of failing the MFR test. So
the short term cost of running a DB pension scheme may rise, and thisin turn
could lead to lower benefitsin an effort to reduce costs. The report addressesthis
volatility by extending the periods within which deficits must be made up.

Though thiswould help significantly, it isnot clear that it would be fully effective;

in practice, some funds may be inclined to take the more risk aver se route of
switching out of equities into corporate bonds and gilts. This would make a
fund’ s performance against the MFR test more consistent, but at aprice in terms
of possible sub-optimal asset allocation for the fund. Past experience suggests
that over aperiod the investment performance of the fund may be lower and thus
the cost of running a DB pension scheme may rise. The additional demand for
relatively scarce gilts and corporate bonds is likely to push up prices and drive
down investment returns, with potential for adamaging spira which could further
push up the cost of operating a DB scheme. In thisinstance equity investments
as well as unlisted securities might be squeezed out of funds investment
portfolios.

page 9



34.  Asacknowledged inthe Actuaries report, it is difficult to forecast with any meaningful
precision what behavioural changes might occur if the proposals for revising the MFR in the
report were implemented. For instance, extending the periods within which deficits must be
made up might counteract the short term focus referred to in paragraph 27, leading to greater
emphasis on long term investment policy with consequent greater diversification eg into overseas
equities, property and unlisted securities. The scenario testing in the report offers some insight
but there can be no certainty that recasting the MFR in this way would really deliver a more
reliable level of security for pension scheme members' rights without substantial additional
funding.

35.  The potentially higher cost of funding in both the scenarios in paragraph 33 could prove
difficult for some employers to meet despite the extended period which the Actuaries report
recommends for making good underfunding. This cost would fall on employers - provided of
course that they remain willing to continue to offer DB occupational schemes. |f employerswere
not able or willing to bear higher costs, the pensions available to scheme membersin the future
might well be reduced.

36. And till the reassurance provided by the MFR test would fall along way short of the full
guarantee that many people assume exists. Itisalso possiblethat higher costs would discourage
firms from continuing to support DB schemes. If, instead, employers chose to support DC
schemes of comparable quality, scheme members might be no worse off on average; but asthe
member would have to bear the investment risk there can be no confidence that this would be the
case.

a wider debate

37.  TheActuaries report concludes that the current MFR, which relies on equity returns to
value liabilities, cannot be made to work as a statutory standard. The report suggests an
alternative way of valuing liabilities under the MFR, but also looks at other ways of providing
protection for members.

38. It isimportant that scheme members are provided with areasonable level of protection
for their pension rights but without imposing unreasonable burdens which could threaten the
future of defined benefit occupational schemes, and without creating adverse effects on
investment behaviour. Before reaching a final view, the Government is therefore looking to
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explore amore diverse range of waysin which scheme members' rights could be protected. A
wide ranging debate should help evaluate other waysin which scheme members' rights could be
underpinned.

39. In opening up debate in thisway, the Government’ s purpose is to protect the interests of
pensioners and other pension scheme members. It considers that the concernsidentified by the
Actuaries al deserve informed and thorough discussion among the various interest groups
concerned. This was something which the Actuaries understandably were unable to do in
preparing the report in view of the market sensitivity of any revision to the form of the MFR test.
The Government is grateful to them for identifying the issues for wider debate.

40. In addition, in the Budget earlier this year, the Chancellor announced an investigation by
Paul Mynersinto arange of policy issues relating to institutional investments generally. It will
be important for these discussions to proceed in paralel and so help the Government reach
consistent policy conclusions.

41. From theinitia feedback on the Mynersreview consultation document, it isaready clear
that many peopl e recognise the considerable overlap between the two sets of issues. The NAPF
identified some of the same issues as the Actuaries report, including the MFR’s potential to
create a bias toward short term considerations at the expense of pension fund members' long
term interests. It went on to recommend replacement or at least significant restructuring of the
MFR.

options for protecting pension rights

42.  The Government wishes to explore a range of approaches to protecting pensioners
interests and securing other scheme members pension rights. In seeking to achieve thisit is
important that any proposed measures do not damage the long-term future of defined benefit
pensions or risk reducing the benefits that they provide. There are anumber of waysin which
these objectives could be addressed, ranging from amending the current MFR formula to
abolishing it entirely and finding another structure, for example an insurance arrangement,
through which to ensure security for pensions. It will be worth exploring how a combination of
solutions would work, for example an amended MFR test coupled with insurance or supervision
of schemes.
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43. In considering amending the M FR itsalf, the weaknesses in the current calculation need
to berecognised. Asthe Actuaries report identifies, the current test failsto reflect equity price
movements accurately, the benchmark by which it is intended that future liabilities for non-
pensioners should be calculated. The Actuaries proposed 1% premium above the composite
index yield represents an approximation to long-term equity yields (less 1% for expenses), but
using this as the discount rate might simply exacerbate the current supply-demand mismatch for
giltsand bonds, increasing funding costs in the process. It might also create a greater divergence
between a scheme’s actual portfolio and one that would match the discounting applied to its
liabilities, imposing greater volatility on afund and also increasing the cost of providing a defined
benefit pension scheme in order to provide a buffer against the volatility.

44.  The Government therefore wants to investigate other objective ways to incorporate a
measure of equity returns in discounting certain liabilities to avoid these potential problems.
Possibilities include using returns measured over a period leading up to the relevant date, but
other ideas are invited along with views on their likely consequences for investment behaviour,
funding levels and costs to schemes.

45.  The current MFR test seeks to provide security for pensions in the event of the
discontinuance of the scheme but it might be in the longer-term interests of present and future
scheme membersto view the funding of a scheme on an ongoing basisfor al scheme members.
This is broadly how the Inland Revenue’'s Surplus Funds rules work and there are obvious
administrative benefits at least to be gained from any alignment of the two. But there are issues
surrounding whether asimilar perspective is appropriate for atest aimed at ensuring adequate —
as opposed to excessive — scheme funding. The Government recognises that this would imply
a change in the underlying rationae for the funding test, particularly in respect of pensioner
liabilities. It welcomes views on which measures would be suitable for a minimum funding
requirement framed in this way, whether they should be combined with some other form of
protection and the extent to which they would encourage a long term view to be taken in
investment decisions.

46. Proposed revisions to the MFR need to be assessed not just in isolation but also in
conjunction with other ways of protecting pensions. A revised funding requirement might
require the support of supervision or insurance in order to meet the Government’ s obj ectives of
security and affordability for defined benefit pensions. Equally, approaches such as insurance
or a central discontinuance fund might necessitate the continued existence of a funding
reguirement in order to meet the objectives.
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47.  Among the possible aternatives to a funding requirement on its own is prudential
supervision by aregulator. This would constitute a more proactive form of regulation than
currently exists, but would enable funding to be monitored more regularly, perhaps reducing the
impact of volatility in the adequacy of funding levels generated by short term market fluctuations.

It would also allow the qualities of a scheme beyond simply its funding, for example its
management, to be regulated and for the financial strength of the employer to be taken into
account in the supervision process. But the additional administrative burden that supervision
would bring cannot be ignored as this option would imply expanding the role of an existing
regulator or creating anew one. The benefits of prudential supervision would have to be weighed
against the difficulties and costs that this would bring. Whilst the required funding level of a
scheme could be more sensitive to schemes' circumstances under this approach, prudential
supervision is unlikely to eliminate the need for a funding requirement altogether.

48. A further option is compulsory insurance, either mutual or commercia terms. Such
insurance would allow risksto be pooled across the sector, offering greater protection to scheme
members than any individual scheme which is dependent on the health of its sponsoring
employer, can provide.

49.  Compulsory commercial insurance would also work with the grain of the market - an
employer would be able to compare the upfront cost of improving the funding of its pension
scheme against areduced insurance premium. However, insurance brings with it the clear moral
hazard of some employers neglecting their obligations in the knowledge that, in the event of their
insolvency, their pension liabilities will still be met. Commercia insurance premiums would
inevitably depend on employers solvency and their schemes' funding levels but it is unclear
whether, given the difficulties in assessing risks in this area, an insurance market could be
developed or, if it were, be affordable. It isalso uncertain whether the schemes most in need of
insurance could obtain it or afford it. In view of the circumstances in which large-scale claims
might be made on this insurance, it may also be necessary to address the case where insurance
could not fully provide for all claims.

50. Compulsory mutual insurance would be one way forward if acompulsory commercial
insurance market is not feasible, or only feasible for some schemes. This would require other
defined benefit pension funds to stand behind the fund of an insolvent company in certain
circumstances. Mutual insurance could operate with insurance premiums related to the extent
of scheme underfunding and risk of insolvency of the sponsoring employer, paid into a central
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fund, but the discipline generated is likely to be less than in acommercia regime. To mitigate
moral hazard some form of funding requirement would probably have to accompany such an
arrangement.

51.  Again, the conditions in which the insurance would be put under most strain have to be
contemplated. In an economic downturn, when a relatively large number of scheme failures
might lead to greater claims on other struggling employers, amutua insurance arrangement might
not be able to carry the full cost. It would be inappropriate for the Government to act as
guarantor, so reinsurance would probably be necessary. A market would need to develop and
ameans found of sharing the costs of thisamong diverse schemes. But there may aso be acase
for using mutual insurance more narrowly, perhapsfor larger, similar schemes as an aternative
to commercial insurance.

52.  Similar issues arise with a central discontinuancefund (CDF), where discontinued funds
are pooled and run on as asingle closed scheme. A major advantage of such an arrangement,
particularly for smaller schemes, isthat by running on as a closed scheme it typically costs less
to deliver scheme benefits than to buy out guaranteed pensions with annuities, although smaller
schemes can’t generally do this alone. However, a CDF on its own would have only the
investment returns from the funds transferred to it and would therefore be unlikely to deliver all
benefits to members of discontinued schemes; unless additional funding could be secured benefit
entitlements might have to be scaled down in some way. As with mutual insurance, any cost
could fall on the remaining population of schemes, which would be charged alevy from timeto
time. But thelevy would have to be affordable, and even if it were, there may be aneed for an
ultimate guarantor which could not be the Government.

53.  Theremay aso be further policy options worth exploration. The Government welcomes
suggestions on them, particularly putting them in the context of its objectives and the potential
obstacles identified in the above discussion of anumber of aternatives. Equally, views on how
the above alternatives could be used in combination, or on how they may be used for certain
types of schemes, would be welcome.

4. For some of the policy optionsit is easy to see how the approach might be more suitable
for larger schemes. It may therefore be desirable to develop atiered policy in which smaller
schemes would be subject to different requirements from larger ones, with the objective of
providing consistent levels of reassurance to scheme members but through use of different
operators. But this might increase burdens on small schemes relative to larger ones and

page 14



discourage growing employers from starting up DB schemes for their employees. Dealing with
the interface between the different regimes and deciding where to draw the dividing line might
also be complex.

55. Equally it might be possible to devel op the existing distinction in treatment within agiven
fund between pensions in payment and pension rights for payment in future. For example,
different funding standards could apply to them, or one set of liabilities could be compulsorily
insured while the other isnot. The Government would welcome views on how mixed approaches
of these - or other - kinds might be devel oped.

56.  One of the key recommendations in the Actuaries report is for disclosure to members
about the security of their benefits. Their concerns stem from the fact that the MFR is not a
solvency test but that thisis not always fully understood by members. The report recommends
that there should be disclosure to members of, broadly, the extent to which their benefits could
be secured by means of annuity purchase if the scheme were to wind up. This approach could
be considered whatever policy isadopted. The Government would welcome views on thisidea
and how it might be achieved.

57. At Annex B isalist of questions which may help readers engage with these difficult
issues. Itisnot intended to deter anyone from considering other associated issues, or generating
alternative policy approaches. The Government welcomes constructive ideas with potential for
helping secure the rights of all members of DB occupational pension schemes. Such ideas may
cover abroad range of options and may lead to different blends of options to ensure security for
pensioners and future pensioners at reasonable costs. In the light of the consultation the
Government will seek to work up costed options and explore the regulatory impact.

updating the current MFR

58.  Adjustments to the existing MFR could probably be implemented towards the end of
2001. However, any of the alternative ideas for underpinning the security of pensioners and
other members' rights in occupational pension schemes outlined in paragraphs 43 to 52 would
require some time to implement. In the meantime it isimportant to keep the MFR up to date,
while recognising its limitations and the Actuaries report has recommended some limited interim
changesto the existing MFR as set out in Annex C.
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conclusion

59. The Government welcomes the report from the Pensions Board of the Faculty and Institute
of Actuaries and seeks views on the considerations set out in this document. Paul Mynerswill
also report at the time of the Pre-Budget Report before this consultation ends on 31 January 2001.
In the meantime, the Government is considering whether to put in place some limited changes
recommended in the Actuaries report. The proposed changes are set out in Annex C. A
regulatory impact assessment is attached at Annex D. The main purpose behind these changes
isto keep pace with economic trends, and improving life expectancy in order that the level of
protection afforded by the MFR is consistent with that originally envisaged.
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Annex A: terms of reference for review of the MFR

Underlying objectives:

Benchmark funding level for salary related occupational pension schemes to protect
members accrued rightsin the event of the sponsoring employer becoming insolvent.

Protection at alevel to enable pensionsin payment to continue in full (excluding future
discretionary increases) and give non-pensioners a reasonabl e expectation of receiving
benefits at alevel that would have been paid if they had become deferred members and the
scheme continued as an ongoing scheme.

“Reasonabl e expectation” means an “even chance” on transfer to an appropriate alternative
pensions vehicle.

The benchmark funding level should be derived from an objective test which isindependent
of the circumstances of each scheme (except for gilt-matched schemes).

In most circumstances, meeting MFR should not require, in the long term, contributions
which exceed the contributions produced by ongoing valuations for a scheme which isfully
funded on the ongoing basis on reasonably prudent actuarial assumptions.

Analysisof existing valuation method against those objectives:

Consider the extent to which adjustments might be made to the existing valuation method
(within the existing framework of primary legislation) so that it is better adapted to the
objectives (e.g. whether it should also include assumptions about investment in overseas

equities and property, and whether it takes proper account of capital growth).

Consider fundamental changes in approach which could achieve the underlying objectives
and advise the DSS on these aternatives.
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Other factorsto takeinto account:

Variationsin the valuation basis for schemes of different size/maturity and for insured
schemes.

The effect of taking greater account of market values and capital growth compared with
the greater reliance on long term rates of return (taking into account proposals from the

Accounting Standards Board in relation to a more market based approach to accounting
standards).

The desirability (or otherwise) of smoothing out volatility in outcomes and the means of
achieving this.

Possible changes to the supporting structure of the MFR (eg the schedule of contributions
and time limits for underfunded schemes).

Links between the MFR and minimum cash equivalent transfer values, deficiency
calculation on wind-up/employer insolvency, solvency test for contracting-out, calculation
of compensation.

Consideration of a central discontinuance fund/employer or scheme
insurance/compensation with alevy.
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Annex B: questions for feedback

Current MFR

1 How great alevel of assurance doesthe MFR provide to the members of DB occupational
schemes either in the immediate or long term? In the light of time limits allowed under
the MFR for restoring underfunding is it expected that schemeswill be better funded in
future on winding up?

2. Does the current MFR affect pension schemes’ investment decisions?

3. What problems have been found in using the current MFR? What would be required to
make it work effectively?

4. In respect of the basis for the valuation of pensioner liabilities (paragraph 4.5.3 of the
Actuaries report) could an appropriate composite/gilt/bond index be devised? What
problems might there be in the use of such an index?

5. In respect of members who are not yet pensioners, what would be the practical effect of
introducing the aternative MFR approach together with the longer deficit correction
period and the removal of annual certification, proposed in the Actuaries' report?

6. Are there any other ways in which the existing MFR could be redesigned to provide a
more appropriate and reliable test which would secure scheme members' interests no less
effectively?

7. Should al of the proposed interim changes be made to the current MFR test in advance
of any changes arising from awide ranging debate? |sthe case stronger for some rather
than others? If so, which? What effect would the increased funding requirements have
on employers willingness to continue to provide DB occupationa pension schemes?
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Other approaches

10.

11

12.

13.

14.

Would any of the approaches mentioned in paragraphs 43 to 52 work more effectively?
If so how and why? How would their costs and benefits compare with existing
arrangements?

Are there other ideas for providing protection for DB occupationa scheme members
rights which should be considered?

Would it be better to develop a combination of the approaches in paragraphs 43 to 527

Should there be different approaches for different sizes of schemes? Where should the
dividing line be drawn?

Should the treatment of pensionersin DB schemes be changed to reflect devel opments
in the defined contribution market? 1f so, how?

Are there any reasons why there should not be disclosure to members of the scheme’'s
solvency position and of what this might mean should their scheme cease? How might

such information be best communicated to members?

What might be the broader economic impact of the policy options discussed?
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Annex C: interim changes to the current MFR

1 The Actuaries report recommends some limited changes to the current MFR test to keep
pace with economic and demographic trends. Further details of these changes are contained in
the Actuaries’ report (section 5.1). Broadly, they are asfollows.

Mortality assumptions

2. People are expected to live longer than indicated by the statistics available at the time the
MFR was introduced and it will consequently cost more to fund their pensions. The report
recommends reducing the mortality rates to reflect an extra two years longevity. This will
produce an increase in MFR liabilities for both pensioners and members who have not yet retired,
of about 6.5% for most schemes, and there will be a comparable increase in minimum individual
transfer paymentsfor all schemes.

Pension increases

3. The report also recommends an adjustment to the way in which MFR liabilities for
pensioners are assessed. Since the MFR first came into operation, inflation and interest rates have
declined. In order to maintain the original strength of the MFR test, the assumption as to the
future level of pension increases needs to be adjusted to reflect the possibility that price levels
may fall (in that event, the pension would not actually be reduced). The report indicates that the
MFR liabilitiesfor pensioners could increase by up to 3.5%, though the effect of this change will
vary for different schemes.

Equity Market Value Adjustment

4. Under the MFR the calculation of liabilities for scheme members who have not yet retired
is adjusted by an equity ‘market value adjustment’ (MVA) to reflect prevailing market dividend
yields on the FT-SE Actuaries All-Share Index. Changing patterns of corporate activity and
generally lower market dividend yields have significantly changed the relationship between the
dividend yield and the capital value of the Index. To reflect this change, the report recommends
that thereferenceyield for calculating the MV A should be revised from 3.25% to 3%. Thiswill
lead to a reduction in the MFR liabilities of 7.7%, for members who are more than 10 years
younger than normal pension age, with more modest reductions for those closer to normal
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pension age.

5. For schemes currently funded at the 100% level, the overall effect of these changes is
expected to increase the assets which would have to be held by atypical scheme by up to 5%
in order to maintain funding at the 100% level, but the precise impact would vary from scheme
to scheme.
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Annex D: regulatory impact assessment for interim
changes to the current MFR

1 The Actuaries' report has proposed three changes to the current MFR test which are
aimed at restoring it to the strength originally intended relative to current conditions. These
aredetailed in their report at section 5.1 and outlined in Annex C.

The changes are -

a) adjusting the mortality assumptionsto reflect increasing life expectancy (section 5.1.1);

b) an adjustment to the way in which MFR liabilities for pensioners are assessed (section
5.1.2); and

C) changing the equity market value adjustment (MVA) used in the calculation of liabilities
for scheme members who have not yet retired (section 5.1.3).

Risk assessment

2. The MFR sets a minimum level at which most private sector defined benefit schemes
should be funded. The Actuaries report highlights, that in their view, that the MFR test is not
currently providing the level of protection originally intended relative to current conditions. That
could mean that a scheme fully funded under the MFR which winds up following employer
insolvency may not be able to provide scheme members who have not retired with the same
level of expectation of receiving their benefits when they come to retire, as was intended when
the MFR was first established (see paragraph 20 of this discussion document). There is,
therefore, a strong case for making interim changes to the current MFR test. These interim
changes may have a small impact on the gilts market, particularly in respect of the investment
strategy of those schemes which are already funded close to 100% MFR or who may become
closeto thislevel asaresult of the changes.

Options
3. There are three possible options when considering the proposed changes:
a) do nothing until the wide-ranging review of the MFR is completed;

b) bring in some of the changes but not all of them ; or
C) bring in al the changes together allowing time for changes to administrative systems.
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Do nothing

4. The review of the MFR is likely to take some time and this option would prolong the
period over which thelevel of protection provided by the MFR when the scheme winds up or the
employer becomes insolvent would fall short of that originaly intended. Actuarieswould usualy
adjust the assumptions used in their ongoing funding valuations when they consider it
appropriate to do so and the scheme's long term funding plans will be able to take these changes
into account. However, thereisno such flexibility in relation to the MFR, so it isimportant that
the prescribed assumptions used for the MFR test are updated as soon as practicable where it
is recognised that the level of protection for members is no longer as originally intended.
Employerswill, of course, have to face these costsin any event. Doing nothing simply extends
the timescal es within which members are exposed to an MFR test which does not provide alevel
of protection in line with that originally intended. If the MFR is not brought up to the level
originally intended memberswill not receive the level of benefitsthe MFR is designed to protect
when a scheme winds up fully funded on the MFR basis. 1t will also mean that minimum transfer
values (which are calculated on the MFR basis), for those members who wish to transfer their
rights out of the scheme, will be lower than they should be, though the actual transfer values
could be higher than this minimum.

Bring in some of the changes

5. The Actuaries report has recommended these changes because they consider that each
IS necessary to align the strength of the current test with that originally intended. As the
Actuaries report has identified, two of the changes, increased life expectancy and the adjustment
to the calculation of pensioner liabilities, will have immediate costs for schemes. The adjustment
to the MV A will be of benefit to schemes because it will reduce the amount of assets schemes
have to hold in respect of members who have not yet retired. The overall capital cost of two of
the changes, the increased life expectancy and the adjustment to the calculation of pensioner
liabilities, will broadly be £3¥2bn spread over a five and a quarter year period. The saving
produced by the MV A change will broadly be £1bn spread over the same period.

6. Introducing some of the changes and not otherswill not restore the MFR to itsintended
strength. For example only introducing the measures which have costs for schemes will mean
that the MFR test would be too strong ie would require a higher level of assets to be held in
respect of members who have not yet retired than was originally intended. It is appropriate that
all factors which affect the level of funding under the MFR and which the Actuaries’ report
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considers are necessary should be introduced at the sametime. Furthermore, bringing al of these
changesinto effect at the same time, rather than piecemeal, should limit any difficulties which
asuccession of such changes might bring.

Bring in al the changes at the same time

7. Bringing in al the changes at once means that the MFR should be restored to the strength
originaly intended from a single date rather than introducing it in a series of stages. Generally
schemes will be able to offset the increased costs for pensioners against the reduction in costs for
those who have not retired. The changes could not be brought in immediately because of the due
process of consultation within the actuaria profession which must be followed in order to make
the necessary changesto professional actuarial guidance. Time will also be needed to allow for
changes to computer systems. It is therefore unlikely that the changes will come into effect
before the end of 2001.

Compliance costs

8. The cost for anindividual schemefor the overall package of changes will vary depending
on its membership profile and its current funding position. Those schemes which are already
well funded under the MFR test should not have to increase their funding to meet the MFR as
a consequence of these changes. However, those which are already underfunded on the MFR
test, or arejust slightly above it, may have to put more funds into the scheme.

9. However, for reasons explained above not al schemeswill be affected to the same extent.
For atypical scheme currently funded at the 100% level, the overall effect of the changesisto
increase the assets which would have to be held by the scheme by up to 5% in order that the
scheme continues to meet the MFR test after implementation of these changes. It isdifficult to
estimate with any certainty the overall cost of these changes because of the lack of detailed
information about the current MFR position of schemes. Section 2.2.2 of the Actuaries report
refersto the latest available data collected by the Actuariesin respect of 586 schemes which have
undertaken MFR valuations. On the basis of data on those schemes, abroad estimate of the total
capital costs of these changesfor those schemes aready underfunded on the MFR test, or dlightly
above it, is that they will bein the region of £ 2 % billion (net of corporation tax )%. However,
employerswill generally be expected to meet these costs over the periods alowed under the MFR

*The costs are presented net of Corporation Tax to alow comparison with the original MFR compliance cost
assessment produced when the measure was introduced in the Pensions Act 1995.
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for making good underfunding ie being funded to 90% by April 2003 and to 100% by April 2007.

On the basis of those time limits and assuming the changes are introduced towards the end of
2001, it is estimated that the total overal effect of the changes will result in net additional
contributions in the region of £700 million per year until April 2003 and in the region of £400
million ayear thereafter to meet the target of 100% MFR funding by April 2007.

10.  The estimates above reflect the costs needed, in the short term, to restore the MFR
funding test to the strength originally intended. It islikely that these costs would be faced by
schemes in any event because they reflect the funding required to pay the benefits promised
under the scheme, although, in the absence of the MFR, they would normally be funded over a
longer timescale. These changes will therefore be bringing forward costs that schemes would
eventually face and require additional funds, within arelatively short period of time, to meet those
costs.

11. It is estimated that the change to mortality assumptions will produce an increasein MFR
liabilities for both pensioners and for members who have not yet retired of about 6.5% for most
schemes. Theincrease may be different for very large schemes for which it is permitted to use
mortality assumptions specific to the circumstances of the scheme. Some actuaries will already
be taking improved mortality assumptions into account in their ongoing funding val uations so
that the long-term funding of the scheme already reflects increased longevity. Broad estimates
indicate a capital cost in the region of £ 2% billion for this change alone. The additional
contributions needed to get schemes to 90% funding by April 2003 are estimated to be in the
region of £800 million ayear and about £500 million ayear until April 2007 to get schemesto
100% MFR funding.

12. Thechange to the assumptions concerning the future level of pension increasesto reflect
the possibility that price levels may fall islikely to increase the MFR liabilitiesfor pensioners by
up to 3.5%. Costs will vary from scheme to scheme depending on the size of the pensioner
liabilities and the current funding position of the scheme. Broad estimatesindicate a capital cost
in the region of £%billion. The additional contributions needed to get schemes to 90% funding
by April 2003 are estimated to be in the region of £200 million ayear and about £100 million a
year until April 2007 to get schemes to 100% MFR funding.

13. Thechangetothe MVA leadsto areduction in the MFR liabilities of 7.7%, for members

who are more than 10 years from normal pension age, with more modest reductions for those
closer to normal pension age. The effect on an individua scheme will depend on the size and age
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distribution of the liabilities for those who have not yet retired and the current funding position
of the scheme. Broad estimates are that the total savings are likely to be in the region of £1
billion. Spreading this over the same period asin paragraphs 11 and 12, for compariSon purposes,
indicates savingsin contributions of about £300 million ayear until April 2003 and roughly £200

million ayear until April 2007.

Conclusion

In summary the overall effects are broadly estimated to be as follows:

Interim change Total overall costup | Additional Additional
to April 2007 for all contributionsfrom 1 | contributions between
employerswho January 2002 to 5 6 April 2003 and 5
operate DB schemes | April 2003 April 2007
Life expectancy £2%4billion £800 million ayear £500 million ayear
Pension increases £%billion £200 million ayear £100 million ayear
MVA adjustment -£1 billion -£300 millionayear | -£200 million ayear
Totals £2'4 hillion £700 milliona year | £400 million ayear

Effects on small employers and those running small schemes

14.  The likely costs for small schemes will aso depend on their membership profile and
funding position. The data on which the costs have been estimated is not sufficiently detailed to
indicate reliable costs for small schemesalone. According to the Actuaries report in their sample
of 586 schemes it was mostly the smaller and medium sized schemes which were likely to be
funded at less than 100 % of the MFR level. It therefore seems more likely that small schemes
rather than large schemes will face the additional costs indicated in the paragraphs above in
complying with the MFR as a consequence of these measures. However, according to the Survey
of Employers’ Pension Provision 1998 (DSS Research Report No 123 forthcoming in 2000) only
2% of employers employing 19 people or less had a DB pension scheme.

Contact point:
Andrea Garman
Room 311, Pensions Directorate
Department of Social Security
The Adelphi
1-11 John Adam Street
LONDON WC2N 6HT
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