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1.2

Chapter 1: Executive summary

Background

The Pensions Acts set out a minimum funding standard for defined
benefit schemes generally. This is a wind-up standard, based on the
benefits a scheme is obliged to provide should the scheme be wound
up. The funding standard defines the minimum assets that each
scheme must hold, and sets out the rules that apply if a scheme falls
short.

Many schemes are now having difficulty meeting the standard. The
Pensions Board (the “Board”) is therefore reviewing the standard and
looking at possible alternatives. This document sets out the results of
that review to date, and includes the Board’s preferred options.

The review covers:
e Why the standard is now more difficult to meet
e The recent short-term changes to the funding standard

e The Pension Board’s recent experience of schemes that do not
meet the current standard

e The objectives the funding standard should achieve

e The options considered by the Board

e The Board’s preferred option

e Other matters related to scheme funding and winding-up

When the present standard was introduced, it was not onerous, and
most schemes had no problem meeting the standard.

This is no longer true. The difficulties are partly because of the
investment losses that many schemes have suffered since 2000.
However, there are a number of other reasons why most schemes
now find the standard more demanding:

¢ When the standard was first introduced, the standard was more
demanding for post-1991 benefits than for other benefits. At
that time, these formed a very small proportion of total benefits,
but this proportion has increased over time. Furthermore, all
benefits must now be valued on this basis, and as a result, the
standard is higher.
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1.3

1.4

e The current funding standard for pensions in payment is based
on the cost of buying annuities from insurance companies. For
a number of reasons, this cost is usually higher than the cost
assumed in schemes’ long-term funding calculations.

e The funding standard is calculated using current Government
bond rates. These are at historically low levels, and as a result,
the funding standard is correspondingly high.

(See Chapter 3.1 to 3.11)

Under the general rules, schemes that did not meet the standard have
to restore full funding within 3% years. In 2003, additional flexibility
was allowed in anticipation of this review. Schemes that did not meet
the standard wholly or mainly because of investment losses can apply
to the Board for an extended period in which to restore full funding.
Applications are granted on a case-by-case basis, and the maximum
extension is normally 10 years. These changes were intended to be
short-term, in anticipation of the review of the standard.

(See Chapter 3.12 to 3.17)
Recent Experience

The following table shows the experience since the longer funding
period was allowed:

Funding | Schemes Schemes didn’t satisfy
certificate | satisfied funding standard
received | funding : :
standard Did not Applied for
apply for extension
extension /pending
2003 484 408 64 12
2004 224 130 62 32
(to May)
Applied for funding period extension before |48
funding certificate due

(See Chapter 4.1 and 4.2)

1.5 Comments on the Board’s experience of these applications and on the

policy issues that arise are:

Page 4



Many schemes used the surpluses accumulated during the
1990s, to improve benefits, grant pension increases, or to
permit contribution holidays. As a result, the surpluses were
not available to set against the investment losses experienced
since 2000.

The schemes included above represent about 49% of all
defined benefit schemes. There appears to be no bias in
scheme size or type among those applying for funding
extensions.

The proportion of schemes satisfying the funding standard in
2004 fell sharply compared to 2003. The 2004 figures are
broadly consistent with other information available to the Board,
which indicates that 40-50% of schemes are failing to meet the
standard.

Of the schemes that do not meet the standard, over half intend
to restore funding within 3% years, i.e. they are not applying for
an extended funding period.

Although all schemes are facing increased contributions, so far,
very few defined benefit schemes appear to have been closed.

Very few of the schemes that have applied for funding
extensions have reduced member benefits or increased
member contributions.

All schemes that applied for funding extensions did so because
of investment losses. However, it is clear that they were more
vulnerable to the effect of those losses because of a number of
factors, most importantly:

- Almost all of these schemes are paying pensioners from
the fund, even in the case of small schemes. However,
in almost all cases, their investment policies have not
been adjusted to take account of this.

- Their investment policies do not reflect how much more
demanding the funding standard has become since it
was first introduced.

- In some schemes, members’ earnings increased
significantly, which increased the liabilities of those
schemes.
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1.6

1.7

e Some schemes have applied for longer funding periods
because they had taken investment positions with relatively
high risks and have suffered losses. These schemes’ failure to
meet the standard does not necessarily mean that the standard
needs to be changed.

e The longer a period over which schemes are allowed to restore
full funding, the more likely it is that members’ transfer values
will be reduced during that period. In addition, the members
are more vulnerable if something should go wrong during that
period.

(See Chapters 4.3 and 4.4)

It is important that any change to the funding standard be a long-term
change. Defined benefit schemes are very long-term arrangements,
and need stability in order to plan and invest to reflect their long-term
commitments. Any regulatory change can add planning, compliance
and administration costs. Any new standard should if possible be
robust enough to cope with a wide range of economic circumstances,
must be stable in its effect over time, and should as far as possible
comply with the European Union Directive on the activities and
supervision of institutions for occupational retirement provision
(“IORPs Directive”) to avoid the need for subsequent corrective
legislation.

(See Chapters 4.9 t0 4.12)

Objectives
A funding standard must try to balance two objectives:

1. To safeguard the benefits that members have accrued to date;
and

2. To encourage defined benefit provision.

The funding standard must also now abide by the provisions of the
E.U. IORPs Directive.

If a funding standard provided absolute security to members, it would
be so demanding and inflexible that it would be likely to end defined
benefit scheme provision. On the other hand, a funding standard that
has no effect from time to time, especially in terms of requiring
increased contributions, is unlikely to be providing any useful
protection to scheme members.

(See Chapter 5.1 to 5.6)
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1.8

1.9

Possible Approaches

Member security can be achieved by advance funding, i.e. the
accumulation of assets in advance of benefit payment, or by exit
funding, which is an injection of assets from whatever source to cover
any shortfall when a scheme is wound up. Security might also rely on
a combination of both approaches. Pension security in Ireland has
always relied on advance funding, and it is the Board’s preference that
this approach is continued.

(See Chapter 5.18 to 5.21)

Within the framework of advance funding, the Board considered five
possible funding standards. In order of decreasing short-term security
for members, these were as follows:

A Maintain the current standard

B  Require schemes to meet only a set percentage of the current
standard

C  Make the current funding standard less demanding by changing
how the pensioner and/or other member liabilities are calculated

D Require schemes to fund for a fixed benefit per member in the
short-term, and to fund for the balance over a longer period.

E  Remove any short-term funding standard, but fund over the
working lives of members.

The Board decided after discussion to consider A, C and D further.

(See Chapter 6.1 to 6.6)

1.10 The criteria that the Board used in considering options were:

(@) The effect on members’ security in the event of a wind-up.

(b) The effect on the long term funding stability of a scheme.

(c) Equity among members.

(d) Whether the proposal would comply with the IORPs Directive.

(e) How radical a departure the proposal represents from the
demands of the current standard.

(f)  The complexity of the proposal.
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(@) How a proposal would affect the provision of defined benefit
schemes.

(See Chapter 6.7 to 6.10)
Board Preference

1.11 The Board decided after much discussion that its preferred option
would be to retain the current standard, including the current provision
for an extended funding period in some circumstances, together with a
slight modification of the calculation of the standard for active and
deferred members.

(See Chapter 6.11 to 6.16)

Responses sought

1.12 This document is being issued as a consultation document to all
interested parties. Submissions are welcome on all matters covered,
but it would be very useful if respondents addressed the following
guestions:

e Should the standard be based on advanced funding?

e If so, should the level of the current funding standard be
reduced?

¢ |If so, by approximately how much?

e If it is changed, should the funding standard follow the current
structure or require a minimum fixed benefit per member?

¢ |[f the standard follows the current structure, should the changes
be made to the pensioner standard, to the active deferred
member standard or to both?

¢ How do respondents view the Board’s preferred option?

(See Chapters 5.22 and 6.17)

Related matters

1.13 As part of the funding standard review, the Board considered a
number of other matters:

e A majority of the Board favours a change to the current order in
which assets are allocated where a scheme is wound up with a
deficit.
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(See Chapter 7.2t0 7.9)

e The Board proposes that the legislation be changed so that the
benefits on early retirement from underfunded schemes can be
reduced to reflect any funding deficiency, i.e. they are treated in
the same way as transfers from such schemes are currently
treated.

(See Chapter 7.10 to 7.14)

e The Board considered the question of making scheme shortfalls
an employer debt if the scheme winds up, but does not make a
proposal.

(See Chapter 7.15 to 7.20)

e The Board discussed the question of pension protection
arrangements to top-up benefits when a scheme winds-up with
a shortfall. There are many complex issues to be considered,
and the Board believes that it should be explored further.

(See Chapter 7.21 to 7.24)

e The Board would welcome comments on all aspects of the
related matters discussed above.

(See Chapter 7.25)
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Chapter 2: Introduction

2.1

2.2

Announcement of review

In November 2002, the Pensions Board decided to initiate a review of
the funding standard as part of a long-term response to the difficulties
being experienced by defined benefit schemes. Initially, this review
took the form of an examination, commencing in January 2003, by an
Expert Funding Group under the auspices of the Board’s Policy
Committee

On 27 February 2003, the Minister for Social and Family Affairs, in an
address to the Irish Association of Pension Funds, indicated that the
Board had initiated a review of the funding standard, part of which
would involve a consultation process.

The Board’s Bulletin 1:2003 of April 2003 and its Annual Report for
2002, published in July 2003, referred to the review which would take
account of national and international experience and whose
overarching aim would be the protection of the interests of pension
scheme members.

Purpose of consultation
The purpose of the present consultation is:

e while recognizing that much debate has already been taking
place, to crystallize debate based on a statement of principles
and policy considerations as well as possible alternative
approaches,

e to give an opportunity for expression of views on possible
alternatives and options, and

¢ most importantly, to obtain responses, from as wide as possible
a range of interested sources, to the specific proposals
favoured by the Board.

These responses will form a valuable input to the process of

finalisation by the Board of its proposals to the Minister in Autumn
2004.
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2.3

2.4

2.5

Audience being addressed

This consultation is addressed to all those with an interest in defined
benefit pension provision.  This includes trustees, sponsoring
employers, scheme members as well as the various professional and
practitioner bodies involved in the operation of schemes.

Accordingly, the consultation is addressed to the various bodies
represented on the Board and, at the same time, to all those in the
wider community with an interest in defined benefit provision.

Matters on which views are being sought

Comments are welcome on any aspect of the document.

It would be of especial assistance to the Board if comments included
views on the proposals made by the Board, and in particular, on the
issues mentioned in Chapters 5.22, 6.17 and 7.25.

When responding, it would be useful if any expressions of
disagreement included specific alternative proposals.

Timetable for responses

Responses are invited, in writing, to be provided to the Board by 10

September 2004. Chapter 8 gives further information about the
consultation process.
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Chapter 3: Background

3.1

3.2

Funding standard as in the Pensions Act 1990

Part IV of the Pensions Act, 1990 (the “Act’) sets out a funding
standard for funded defined benefit occupational pension schemes.
This had its origins in the First Report of the National Pensions Board,
which recommended that such a statutory minimum funding standard
should be introduced. The key features of the funding standard are
set out in Appendix 1. The Pensions Board has supervised the
operation of the funding standard since its implementation. It has
generally worked satisfactorily and has been a key element of the
framework of member protection introduced by the 1990 Act.

The funding standard set out in the Act is a discontinuance standard,
which means that it obliges schemes to aim to hold assets that would
be enough, if the scheme wound up, to meet the scheme’s accrued
liabilities. This would normally involve the scheme arranging for an
insurance company to take over payment of benefits for pensioners,
and paying a transfer value to another pension arrangement for
people who had not retired. Under the original 1990 Act, a scheme
not holding sufficient assets must plan to build up the scheme’s
funding to the required level within a period of no longer than 3%
years.

Changes to the funding standard, 1990 to 2002

Since the introduction of the funding standard, the following regulatory
and actuarial issues have affected its impact on schemes:

e The funding standard requires schemes to provide limited
revaluation on post-1991 service where the member leaves the
scheme or the scheme is wound up. As a result, the funding
standard liability for such benefits is higher than for benefits
without revaluation. In the years immediately after the standard
was originally introduced, post-1991 service comprised only a
small proportion of total service. However, the passage of time
has increased this proportion, and as a result, has increased
the impact of the funding standard.

¢ The funding standard specifically requires a scheme to hold the
‘actuarial value of benefits for each member. This actuarial
value is defined not in legislation but in guidance note
GN11(ROI), issued by the Society of Actuaries in Ireland.
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3.3

3.4

3.5

Originally, the actuarial value could vary scheme by scheme,
but successive versions of the guidance note have made the
method and basis of the calculation more and more specific.
The result for many schemes has been an increase in the
scheme’s funding standard obligations.

e In the original 1990 Act, schemes did not have to provide
revaluation on pre-1991 benefits. However, since 2002, these
benefits must be revalued. Although the impact of this change
is not significant for many schemes, it has nonetheless further
increased the burden of the funding standard on some
schemes.

Impact on funding of recent economic/financial
developments

The funding standard has now been in place for over ten years. Until
2000, few schemes had any difficulty meeting the standard.

A number of factors, in particular economic and financial
developments, have had an adverse impact on scheme funding over
the last four years.

Value of Assets

There are a number of different measures for the investment
performance of Irish pension schemes but they all suggest that typical
performance for the four years to 31 March 2004 was approximately —
4% per annum. The first three years of this period averaged —11% per
annum followed by a market recovery in the final year with returns of
approximately 23%. At the start of this period, many schemes were
assuming that assets would return approximately 7% per annum.
Accordingly, despite the improvement in returns in the last year, most
actuaries were assuming that the assets in schemes at 31 March 2000
would by 31 March 2004 be worth about 50% more than is actually the
case.

This problem is compounded by the fact that scheme surpluses
generated in the 1990s were often used to reduce contributions, to
provide increases on pensions, to enhance early retirement benefits or
to increase other benefits.

Value of Liabilities

The value of liabilities under the funding standard is largely driven by
interest rates. Falling interest rates have resulted in increased
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3.6

3.7

3.8

3.9

3.10

liabilities. Although this was always intended to be the case for
pensioner liabilities, it was not until early 2001 and the introduction of
the Standard Transfer Value basis by the Society of Actuaries that the
funding standard liabilities in respect of active and deferred members
became effectively linked to interest rates.

Pensioner Liabilities

Annuity costs are based on interest rates, mortality assumptions and
expenses. Interest rate falls have resulted in higher costs for
annuities. Insurance companies, based on strong evidence from the
U.K. and from their own annuity books, are also assuming people will
live longer, which has resulted in increased annuity costs. Expenses
are normally charged as a percentage of the annuity cost so that,
although the percentage charged for expenses and commission has
not increased, the monetary amount of these expenses has increased
in line with the increase in annuity costs.

In the last few years, more schemes have elected to pay pensions
from the fund rather than purchase annuities as members retire.
Previously, few small schemes would have paid pensions themselves.
This change in practice has exposed schemes to investment and
interest rate risk that many of them would not previously have borne.

Active Member Liabilities

Since pensions in most defined benefit schemes are a function of
salaries, the strong salary inflation in Ireland over the last decade has
caused significant increases in pension liabilities. The average
industrial wage increased by 6.5% per annum over the four-year
period to the end of December 2003. Experience has been very
varied across sectors but the average increase implies current salary
levels are 6% higher than would have been expected four years ago.

Due to interest rate falls, transfer values have increased in recent
years. For instance, between 1 April 2001 and 1 April 2004, typical
transfer values would have increased by between 10% and 15%
depending on the pension benefits provided.

Deferred Member Liabilities
Changes in economic and other circumstances have affected deferred

member liabilities and transfer values in the same way as active
member liabilities.

Page 14



Movement between liability categories

3.11 Due to the closure of some schemes to new entrants, the general
maturing of schemes, and the reduction in annuity purchase, the
balance of the liabilities in many schemes has moved from active
members towards deferred members and particularly pensioners.
Since the funding standard is relatively more expensive for pensioners
than for active and deferred members, a shift towards pensioners has
resulted in an increase in liabilities as assessed by the funding
standard.

Short-term funding measures

3.12 A number of changes were made to the funding standard in 2002 and
2003. These are as follows:

e Additional Voluntary Contributions (AVCs) are now given first
priority on winding up, ahead of pensions in payment and
deferred and active members' accrued benefits. The current
statutory priority order can be seen in greater detail in Appendix
2.

¢ Increased entitlements were given to early leavers. Previously,
under the 1990 Act, early leavers needed more than five years’
qualifying service to be entitled to a preserved benefit.
However, for those leaving a scheme after 1 June, 2002, the
requirement was reduced to only two years qualifying service.
Also since 2002 the preserved benefit will now relate to all
accrued service and not just post-91 service. Accordingly, the
full accrued pension is now subject to revaluation.

e The Social Welfare (Miscellaneous Provisions) Act 2003
amended the Act to provide that transfer payments could be
reduced if, in the actuary’s opinion, the scheme would not
satisfy the funding standard at the time of the transfer value.
This has increased the administrative burden and the cost of
running underfunded schemes but has enabled transfer values
to be paid without diluting the interests of remaining members.

3.13 During the second half of 2002, the Board became aware that a
number of employers were finding that the level of contributions
needed to restore funding within the 3%-year period was more than
they could afford. This reflected in large part the exceptional fall in
global equity markets over the period 2000-2002 and the consequent
fall in a scheme’s funding level as compared with the funding
standard. Concerns were expressed that the funding standard was
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forcing companies to make additional contributions to schemes over a
relatively short timeframe in situations where the long-term funding
position of a scheme was believed to be satisfactory.

It was felt that employers who had a genuine commitment to their
defined benefit pension scheme in the long-term might find
themselves unable or unwilling to pay the increased contributions
necessary to restore their scheme to meet the funding standard. They
might therefore decide to close the scheme or alter it to a defined
contribution basis.

3.14 The Board discussed this issue with interested parties such as the
Society of Actuaries in Ireland, scheme trustees, the Irish Association
of Pension Funds, and the social partners. Following this discussion,
the Board’s views were that:

e its primary objective is to protect members’ interests and in this
context it should remain conscious that most pension schemes
do not wind up and can be expected to continue and pay out
their promised benefit entitlements;

e it wishes to avoid a situation where regulatory requirements
would cause otherwise viable pension schemes to close or
change from their existing defined benefit basis; and

e it should consider some flexibility in the area of allowing these
otherwise viable pension schemes to have more time to get
back into a position of meeting the funding standard.

3.15 In November 2002, the Board decided to recommend the introduction
of a short-term response to the funding issues for defined benefit
schemes.

In February 2003, the Minister for Social and Family Affairs responded
to the Board’s recommendation as to a short-term response. The
Minister announced that the 2003 Social Welfare Bill would include
provision to change the Pensions Act to allow the Board to respond,
on a case-by-case basis, where schemes find themselves with funding
difficulties wholly or primarily as a result of falls in global equity
markets.

This change came into force in April 2003, following the enactment of
the Social Welfare (Miscellaneous Provisions) Act, 2003. This change
allowed Scheme trustees apply to the Board for an extension of the
usual period of 32 years within which schemes must plan to meet the
funding standard. The Board published guidelines on 14 August 2003
for scheme trustees who were considering applying for extensions
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3.16

3.17

3.18

3.19

under these measures. The maximum extension the Board was
usually willing to consider was limited to 10 years from the date of the
funding proposal.

Applications could only be made if certain conditions were satisfied.
The most important of these was that the scheme actuary must certify
that the failure to meet the funding standard was wholly or primarily a
result of the fall in investment markets. In granting such applications,
the Board must be satisfied that it is necessary or appropriate and not
contrary to the interests of the members of the scheme for the scheme
to be allowed a longer period to satisfy the funding standard.

Following intensive discussion and consultation, the Board
subsequently agreed that additional flexibility should be granted, and
published revised guidelines. These revised guidelines, which came
into effect on 5 December 2003, indicate that while normal Board
policy is to consider only extensions for up to 10 years, it will now
consider applications for longer extensions in exceptional
circumstances (see Appendix 3 for the most recent guidelines).

Review of funding standard to apply going forward

Because of the problems that many schemes were encountering in
meeting the requirements of the funding standard, the Board decided
in November 2002 that a long-term response to the funding issues for
defined benefit schemes should be considered. This was effected by
requesting the Board’s Policy Committee to prioritise their examination
of the funding standard.

Terms of Reference for the Board’s consideration of a longer term
response were agreed in December 2002, and the Board established
a Funding Standard Expert Group to take this work forward. The
terms of reference for the Expert Group and its membership are set
out in Appendix 4.

Most importantly the long-term solution should be practical taking
account of the trade-off between reserving in the long term for pension
benefits whilst proving solvency regularly to ensure any potential
problems can be identified as early as possible.

Findings of Expert Funding Group

In taking forward their work, the Expert Group appreciated that there
were a number of constraints in meeting their key objective, notably:

a) the wind-up focus of the current funding standard;

Page17



b) the nature of Irish private sector defined benefit pension
schemes — in particular the large number of small insured
schemes — which pointed to the need for a degree of prescription
of the details of any reshaped funding standard. A standard that
did not specify to some extent the actuarial methods and
assumptions to be adopted would not be appropriate; and

c) the IORPs Directive that was subsequently published on 23
September 2003, and which must be transposed into Member
States’ national legislation before 23 September 2005.

3.20 The Group met four times in Spring 2003 and considered a number of
options for amending the funding standard — the three main options
are set out below. These options move progressively further away
from the wind-up approach of the current funding standard.

Option XG1

e review the requirement that, for pensioners, the funding
standard liability should be assessed having regard to actual
annuity rates — an alternative might be to prescribe in actuarial
guidance parameters that would allow an appropriate estimate
of the cost of providing the benefits to be made.

Option XG2
As option XG1, but in addition:

e amend the requirement in actuarial guidance so that, for non-
pensioners, the calculation of transfer values that forms part of
the funding standard assessment should have some regard to
assumed returns on equities rather than being wholly related to
assumed returns on government stock.

Option XG3

e A third option might involve less emphasis on the ‘wind-up’
focus of the current funding standard. For example, the Society
of Actuaries in Ireland could specify a framework of actuarial
methods and assumptions that would have to be used to
assess the funding position of schemes on an ongoing
approach. These assumptions would include an allowance for
future salary increases, and might not necessarily look to actual
— or estimated — annuity costs for pensioners. The specified
assumptions would have to be reviewed on a regular basis.
The Society’s guidance in this area might require actuaries to
illustrate the sensitivity of the scheme’s funding position under
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alternative assumptions, thus testing the resilience of the
scheme’s funding in different scenarios. There would also have
to be some specification of the period over which any funding
shortfalls should be made good.

After careful consideration, the Group concluded that Option XG1
should be explored further, and recommended that consideration be
given to changing the framework of legislation and associated
actuarial guidance on this matter. However, this conclusion was not
unanimous and one member of the Group had a strong preference for
Option XG3.

3.21 The Group considered that, where a Funding Proposal is called for,
the usual timescales for planning to meet the funding standard —
generally 3% years - should not be amended. An initial step might be
to invite the Society of Actuaries to consider the feasibility of
developing appropriate actuarial guidance. Members of the Group
had varied views on Option XG2. However, the Group recommended
that the Society of Actuaries be asked to review the framework for the
calculation of transfer values in the light of developments since that
framework was put in place.

3.22 Option XG3 could limit the flexibility currently afforded to the actuary in
determining the actuarial method and assumptions used to assess the
scheme’s funding in the long-term on an ongoing basis. It also
represented a significant departure from the rationale of the current
Standard. Accordingly, the Group did not feel that there were strong
grounds for pursuing this option further as a replacement for the
current Standard. However, it was considered that there might be
merit in amending actuarial guidance to require the sensitivity of the
scheme’s ongoing funding position to be included in actuarial valuation
reports.

3.23 The recommendations of the Group on funding issues are
summarised below:

a) the current requirement that, for pensioners, the funding standard
liability should be assessed having regard to actual annuity rates
should be reviewed,

b) the Society of Actuaries should be asked to review the
framework for the calculation of transfer values in the light of
developments since that framework was put in place;

c) as part of each regular actuarial valuation, the scheme actuary

should be required to quantify the impact of the scheme’s priority
order under the current funding standard — as affected by the
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overriding statutory priority order — on the different categories of
benefit, had the scheme wound-up on the effective date of the
valuation. Legislation should be introduced to require the results
of these calculations to be communicated to members through
the first trustee annual report issued after the results of the
actuarial valuation have been obtained; and

d) the Society of Actuaries should consider amending actuarial
guidance to require the sensitivity of the scheme’s ongoing
funding position to be included in actuarial valuation reports.

The findings of the Expert Group were considered by the Board as
part of the review of the funding standard.

Developments in selected other countries

Chapter 3.3 to 3.11 above set out how scheme funding in Ireland has
been affected by financial and demographic developments in recent
years. These developments have also affected other countries. In
part, these have prompted changes in those countries’ minimum
funding standards. This section illustrates this by reference to the
United Kingdom, the Netherlands and the United States.

United Kingdom

The Pensions Act 1995 introduced a Minimum Funding Requirement
("MFR”) that applies to most private sector defined benefit schemes in
the U.K. The original rationale of the MFR was that schemes should
hold assets that would be sufficient, if the scheme were to wind up, to
enable pensions in payment to be secured with an insurance company
and to give those who had not retired a transfer payment that would
give those individuals a reasonable expectation that they would
receive the benefits that they had built up in the scheme. The MFR
was not designed to offer a guarantee that all members’ benefits could
be fully secured in the event of the scheme winding up.

Detailed requirements and actuarial assumptions for the calculation of
a scheme’s MFR liabilities are set out in regulations and actuarial
guidance. The aim is that, in general, two actuaries undertaking an
MFR valuation for the same scheme will obtain results that are
virtually identical. The MFR liability for pensioners is worked out by
discounting future pension payments by reference to returns on U.K.
government stock, with the liability for younger members being
discounted by reference to assumed returns on U.K. equities. MFR
actuarial valuations must be carried out at least every three years. |If
the valuation shows that the market value of a scheme’s assets does

Page 20



not meet the MFR target, the scheme must plan to pay additional
contributions to meet a 90% MFR funding level within three years, and
a 100% MFR funding level within ten years.

The MFR came into force in April 1997. It has been criticised as being
too inflexible — for example, the actuarial assumptions underpinning
the MFR cannot be adapted readily to take account of financial and
demographic changes. There was also concern that a ‘one size fits
all’ standard could not take account of the particular circumstances of
each scheme, and that the use of government bond/equity returns to
discount liabilities could constrain a scheme’s investment policy. It is
also clear that many scheme members thought that the MFR gave a
greater degree of protection than that it was designed to provide.

In March 2001, the U.K. Government announced that the MFR would
be abolished, and replaced with a scheme-specific funding approach
that would allow schemes to determine the funding strategy that was
most appropriate to their particular circumstances. There will be no
prescribed statutory minimum standard. Instead, there will be more
emphasis on the role of the trustees, and regular communication with
scheme members about the funding of their scheme. The trustees will
work to agree a funding strategy with the sponsoring employer, having
taken advice from the scheme actuary. This will have to be set out in
a statement of funding principles that will be made available to the
scheme members. The trustees will be required to determine, on
actuarial advice, the method and assumptions used to assess the
value of the scheme’s accrued pension commitments. Where an
actuarial valuation shows that a scheme is underfunded on the
scheme-specific approach adopted, it will be for the trustees to agree
with the employer the period over which the scheme should plan to
restore funding.

Outline legislation on scheme-specific funding was set out in a Bill
published by the U.K. Government in February 2004. This Bill is
currently being considered by Parliament. Much of the detail will be
set out in regulations at a later stage, to allow for full consultation. The
detailed framework will reflect the provisions of the IORPs Directive,
while retaining the key elements of the scheme-specific approach — for
example, it is not intended to prescribe the actuarial assumptions that
must be used.

The Netherlands

3.26 From 1 January 2000, a revised minimum funding standard was put in
place, which requires that the market value of a scheme’s assets is at
least equal to its accrued liabilities. These accrued liabilities are
worked out on the basis of a 4% p.a. discount rate, with no allowance
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for future salary growth or staff turnover. A ten-year transition period
was allowed, with schemes having to be fully funded thereafter at all
times on this test.

On 30 September 2002 the Dutch pensions supervisor proposed, in
addition to this test, a requirement for schemes to hold additional
reserves of 30% of liabilities. Schemes have 15 years to achieve this
funding level of 130%, but if they fall below 100%, must return to at
least 100% funding within one year.

U.S.A.

Minimum funding rules in the U.S. are overseen by the US Internal
Revenue Service (IRS), which is part of the U.S. Treasury
Department.

These rules require a comparison to be made between the ‘actuarial
value’ of a scheme’s assets (which need not be the market value) and
the actuarial value of the scheme’s accrued liabilities, using a
prescribed discount rate.

Until recently, the discount rate had to fall in the range of 90% to 120%
of the four-year weighted average yield on 30-year US Treasury
bonds. Recently the prescribed discount rate was changed for
scheme years starting in 2004 and 2005. The discount rate is now
permitted to fall in the range 90% to 100% of the four-year weighted
average composite corporate bond rate. The effect is to make the
funding test somewhat less demanding.

If the comparison between the scheme’s assets and accrued liabilities
shows that the scheme is less than 90% funded, generally additional
contributions must be made to restore funding.

IORPs Directive funding requirements

The Articles of the IORPs Directive that deal with funding
requirements are set out in Appendix 5. Taken together, these
Articles provide for the funding framework set out below. The
Directive also allows schemes to operate on a ‘cross-border’ basis —
for example, one scheme may cover employees of companies in two
or more Member States. Indeed, all the members of a ‘cross-border’
scheme could be based in a Member State other than that where the
scheme is based.

Broadly speaking, defined benefit schemes must work out their
‘technical provisions’” on a regular basis. The term ‘technical
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provisions’ is not explicitly defined in the IORPs Directive. However,
the provisions of Article 15(4)(a) point to technical provisions being
equivalent to the actuarial value of a scheme’s accrued liabilities — in
other words, the amount of money that would be needed now that, on
the basis of the actuarial assumptions adopted, would enable the
scheme to pay, as they fell due, the pensions of those who have
retired and the accrued pensions of those not yet retired.

The calculation of the scheme’s technical provisions must generally be
made by an actuary, on the basis of recognised actuarial methods.

The actuarial assumptions used to make this calculation — both
financial and demographic — must be chosen prudently. The
assumptions may incorporate a greater degree of caution if that is
considered appropriate.

In particular, the discount rates used to value the scheme’s liabilities
must be chosen prudently, having regard to the anticipated yield on
the assets that the scheme holds (for example, equities) and/or the
yields available on government or high quality corporate bonds.

A scheme’s technical provisions must be calculated once a year.
However, a calculation may be made every three years provided that,
in the intervening years, the scheme reports to members and/or the
pensions supervisor on broad changes in the technical provisions and
on changes in the risks covered by the scheme. Changes in the
method and assumptions used to work out the technical provisions
from year to year may be made if they can be justified by reference to
changes in legal requirements or in the light of changes in financial or
demographic circumstances.

Schemes must have ‘at all times sufficient and appropriate assets’ to
cover their technical provisions. Where a comparison of the scheme’s
assets and technical provisions shows that the scheme does not
satisfy this requirement, it is not necessary for immediate action to be
taken to restore funding, if the scheme does not operate on a ‘cross-
border’ basis. The scheme is, however, required to put in place a plan
to restore funding ‘in due time’. This plan must reflect the particular
circumstances of the scheme. It must be made available to scheme
members and/or be subject to approval by the pensions supervisor.

If the scheme winds up during the period of the plan, the scheme must
inform the pensions supervisor, notifying both the supervisor and
scheme members of the arrangements being made to discharge the
assets and liabilities of the scheme.

Page 23



3.33 A scheme that operates on a ‘cross-border’ basis is required ‘at all
times [to] be fully funded’. If a scheme fails to meet this requirement,
the pensions supervisor is required to take action.

3.34 Additional funding requirements (‘regulatory own funds’) must be met
where, broadly, a scheme itself provides a guarantee of benefits. The
usual situation in Ireland is that the security of scheme benefits is
provided by both the assets held by the scheme and by the support of
the sponsoring employer, rather than the scheme in isolation. The
‘regulatory own funds’ held must be calculated in accordance with the
relevant life insurance requirements.

3.35 It should be borne in mind that there are still some areas of uncertainty

in the interpretation of the IORPs Directive, and some queries are
being raised with the Commission.
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Chapter 4: Policy considerations

4.1

4.2

Assessment of short-term measures

There is no comprehensive database in existence of the funding
situation of Irish defined benefit schemes. The Board must rely on
other sources of information.

Under the terms of the 2003 changes detailed in 3.15 to 3.17 above,
schemes can apply to the Board for an extension to the 3%-year
period over which the scheme must normally restore funding to 100%
of the standard. The information provided with these applications
gives some insight into the current position of defined benefit
schemes.

The table below summarises the Board’s experience of funding
certificates and proposal from the beginning of 2003 to the end of April
2004.

Funding | Schemes Schemes didn’t satisfy
certificate | satisfied funding standard
received | funding : :
standard Did not Applied for
apply for extension
extension /pending
2003 484 408 64 12
2004 224 130 62 32
(to May)
Applied for funding period extension before |48
funding certificate due

There is a time lag of up to 9 months between the date on which the
funding position is calculated and the date by which a funding
certificate is due, and this should be borne in mind when considering

the above figures.

4.3 Comments on the Board’s experience are:

e At the end of 2003, there were 1,541 defined benefit schemes
subject to the funding standard. The above schemes therefore
represent about 49% of all schemes.
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The proportion of schemes satisfying the funding standard fell
significantly in early 2004 in comparison to 2003.

Before applying to the Board for a funding extension, scheme
trustees must agree a funding plan with the sponsoring
employer and the scheme actuary. This can involve a
considerable amount of negotiation. There may be some
schemes where this negotiation is ongoing, and this would have
the effect of understating somewhat the above figures. Taking
this into account, the 2004 proportion of approximately 60%
meeting the standard appears broadly consistent with other
anecdotal evidence of a proportion of about 40-50%.

In 2004, more than half schemes failing to meet the standard
intend to restore funding within 3% years, i.e. without taking
advantage of the 2003 short-term measures. This proportion
again seems broadly consistent with other evidence available to
the Board.

All schemes applying for funding extensions are facing
significant contribution increases, even taking account of the
longer period. However, only a small minority of such schemes
are reducing benefits and/or closing to new members.

The Board has no evidence to date of any noticeable number of
defined benefit schemes being wound up as a result of a failure
to meet the funding standard.

There is no apparent bias in scheme size or membership
among those schemes applying for funding extensions: the
applications include all sizes and membership profiles.

Very few of the schemes applying for extensions indicated that
they intended to change their investment policy.

As well as suffering the impact of investment losses, almost all
the schemes applying for funding extensions fall into one or
both of the following categories:

(@) Schemes that are paying pensioners from the fund (rather
than buying annuities with an insurance company at the
member’s retirement) and have chosen to match part of
those pension liabilities with equity investment;

(b) Schemes whose active members have received relatively
high average pay increases (i.e. over 9% p.a.) in the period
since the previous valuation, and, as a result, whose
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pension liabilities have increased proportionately over a
period where the scheme’s investment return was usually
negative.

4.4 The policy considerations that occur from the above experience are:

During the 1990s, defined benefit schemes typically enjoyed
regular surpluses. In many cases, these surpluses were
applied to improving benefits, granting pension increases, or to
contribution holidays. As a result, the surpluses were not
available to set against the investment losses experienced
since 2000.

Some of the schemes that have failed to meet the current
funding standard have taken investment positions with relatively
high risks and this has resulted in losses. These schemes’
failure to meet the standard is not automatically evidence that
the standard needs to be changed.

All schemes that have applied for funding extensions have
certified that they would have met the current standard but for
investment losses. However, such schemes were made more
vulnerable to those losses by a variety of factors:

- Their investment policies did not take account of the
effect on the funding standard of the issues described
above in Chapters 3.2 and 3.3.

- Many schemes did not change their investment policies
despite an increase in the proportion of their liabilities
represented by pensioners.

- Benefit increases were granted at a time when the
schemes were in surplus.

- Members’ earnings increased significantly in some
schemes, which increased the liabilities of such
schemes.

Although relatively few employers have decided to close their
defined benefit schemes, the increased contributions they are
obliged to pay to meet the funding standard are likely in some
cases to represent a longer-term threat to the future of those
schemes.

Almost all schemes applying for funding extensions are
currently paying pension benefits, irrespective of their size.
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4.7

Because the current funding standard usually puts a higher
value on pension liabilities than the ongoing valuation basis,
such schemes have smaller margins between their assets and
the standard. As a result, they are more likely to fail to meet
the standard in times of poor investment returns. Any review of
the standard must consider this pensioner issue.

e It must be remembered that the longer period of time within
which schemes may be allowed to achieve the funding
standard means that there is a longer period over which
members’ benefits are not fully funded and therefore liable to
reduction in the event of a transfer out of the scheme or if the
scheme is wound up.

e Because so few schemes seem to intend to change their
investment policy, the current funding standard even in the light
of recent investment conditions does not seem to be acting as
a constraint on scheme investment freedom.

Impact on funding of economic/markets recovery (to
date and future)

The recovery of the equity markets over the last year has helped to
provide some relief for the funding problems. However, expectations
that such good performance will continue into the near future and
thereby quickly resolve the still significant funding deficits are being
optimistic. The asset side of the problem can be solved by a number
of years of good equity returns. However, this will not have any
impact on the liabilities.

Active and deferred member values under the funding standard are
calculated using Euro long bond yields. These yields are still at
historically low levels. As a result, funding standard liabilities are very
high. If these interest rates increased, these liabilites would be
reduced. However, the effect of such an increase on the asset values
of schemes might also affect the ability of the scheme assets to
provide the returns required.

Some schemes may have moved to lower risk, more matched
positions by investing more of their assets in bonds. Although this
reduces the risk in the scheme, it also crystallises the underfunded
position. Such schemes would have removed the possibility of the
scheme benefiting from interest rate increases to the same extent as
they suffered as interest rates fell. These schemes were mismatched
as interest rates fell and are more matched as interest rates are
expected to rise. Any additional focus on risk is to be encouraged but
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there must also be a realisation that a return to “normal levels” for
stock markets and interest rates will not rectify the solvency issue.

The continuous improvement in life expectancy means that pensions
are becoming more expensive and this trend is expected to continue.
Therefore, the value of liabilities under the both funding standard and
the scheme’s valuation basis will continue to increase.

Need to comply with IORPs Directive
The essential requirements of the IORPs Directive, set out in Chapter

3.28 to 3.34 above, set a framework within which the review of the
funding standard must operate.

4.10 The particular criteria that any reformed funding standard should meet

to be compliant with the Directive are summarised below.

Scope: broadly speaking, private sector defined benefit schemes are
subject to the funding provisions of the IORPs Directive. Defined
contribution schemes are not subject to the funding provisions.

Frequency of actuarial valuations: a scheme’s regular actuarial
valuation is the natural context for the calculation of a scheme’s
technical provisions. The IORPs Directive provides for such actuarial
valuations to be carried out on an annual basis. However, it does
allow valuations to be undertaken every three years, in line with
general practice in Ireland, if the scheme undertakes an interim
assessment of the scheme’s technical provisions in each year
between full actuarial valuations. Under the current funding standard
provisions, a scheme’s actuary has to check each year between full
actuarial valuations whether the scheme continues to satisfy the
funding standard. The result of the actuary’s investigations must be
included in the scheme annual report. Such a process could serve as
a basis for the annual interim assessments that the Directive requires.

Calculation of a scheme’s technical provisions: as explained in
Chapter 3.29 above, a scheme’s technical provisions may be taken to
correspond to the value placed on the scheme’s accrued liabilities, on
the basis of the actuarial method and assumptions adopted for this
purpose. To ensure compliance with the IORPs Directive the
calculation must use an actuarial funding method that is specified in
the pensions regulatory framework, and must also satisfy the
principles set out in Article 15(4) of the Directive. A critical aspect of
these principles is that they must be subject to approval by the
pension regulator, and meet the requirement of the Directive that the
method and assumptions are prudent.
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Scheme funding target: irrespective of the way in which technical
provisions are defined, the general obligation of the IORPs Directive is
that the assets held by the scheme should ‘at all times’ be at least
equal to those technical provisions. Provided that a scheme is not
operating on a ‘cross-border’ basis, the Directive does allow some
easement from this stringent requirement ‘for a limited period of time’.
If the scheme’s assets fall short of the technical provisions, the
scheme must put in place a plan to eliminate the funding deficit. This
plan must be made available to scheme members and/or subject to
approval by the pensions supervisor, and must reflect the particular
circumstances of the scheme. The current provision for a funding
proposal to be prepared where a scheme does not satisfy the funding
standard would appear to go some way to meeting this requirement.
The period within which the scheme would have to plan to restore
funding would have to meet the IORPs Directive’s requirement for this
period to be ‘limited’.

Full funding for cross-border schemes: the requirement for cross-
border schemes to be fully funded at all times is very onerous.
Indeed, the dynamics of defined benefit schemes are such that it is
well nigh impossible to satisfy this test, unless the scheme holds very
substantial reserves over and above the technical provisions, as
demonstrated by the regulatory framework in the Netherlands (see
Chapter 3.26 above). One option might be to require that cross-
border schemes carry out a full actuarial valuation every year, and to
require that any shortfall identified be eliminated within a short
timescale — for example, within a year of the valuation being obtained.
This is broadly similar to the current framework in the Netherlands.

Schemes that themselves guarantee benefits: where, exceptionally,
the scheme, and the scheme alone, guarantees the benefits provided
by the scheme, the IORPs Directive requires the scheme to maintain
additional reserves as required under life insurance Directives.

Need for regulatory stability

The time horizon for pension planning and investment is very long: a
newly hired employee could be a member of a pension scheme for 60
or 70 years.

Defined benefit schemes are much more vulnerable to the effects of
regulatory change than are defined contribution arrangements.
Regulatory change imposes immediate advice and administrative
costs, even if no change to the scheme results. Such change may
make benefit revisions necessary or desirable, and it can also make
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long-term investment planning difficult. Almost all regulatory change
can therefore discourage defined benefit pension provision.

4.12 Any change implemented to the current funding standard must be
designed as far as possible to avoid the need for any further change
for the foreseeable future. The following considerations must
therefore be taken into account:

e The new standard must be robust enough to cope with a wide
range of future economic situations.

e The standard must be stable over time, and not liable to
systemic increase over time such has happened during the
1990s as post 1991 benefits formed an increasing proportion of
scheme liabilities.

e It must be as far as possible compliant with the IORPS
Directive to avoid the need for substantial corrective legislation.

e All details of the planned changes must be decided and, where
necessary, agreed before any legislation is enacted. This
ideally would include any regulations required and any actuarial
guidance notes.

e In future, more account must be taken of the direct and indirect

effect which changes to the Act and actuarial guidance may
make to the funding standard obligations of individual schemes.
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Chapter 5: Overall system

5.1

5.2

5.3

5.4

Key objectives underlying the FS

The purpose of this review is to agree a standard that balances the
following objectives:

(@) Protection of the accrued rights of scheme members

(b) Encouraging the continued provision of pensions through defined
benefit schemes

The funding standard must also comply with the IORPs Directive.

The objective of any funding standard is to provide security for defined
benefit scheme members for the benefits rights they have built up.
However, a funding standard must balance that objective against the
constraints and costs it imposes on the funding of schemes.

The underlying cost of a defined benefit scheme is determined by the
benefits provided by the scheme and the investment returns earned
on the contributions. It is not determined by the funding standard.
Therefore, the only effect of a funding standard may be to change the
timing of the contributions made to the scheme.

However, in practice, a funding standard is likely to affect the costs of
a scheme in two ways:

(@) the operation of a funding standard may constrain directly or
indirectly the investment freedom of a scheme. As a result, the
returns may be lower than they would otherwise be, and the
contributions consequently higher.

(b) meeting the requirements of a funding standard may impose a
compliance and administrative cost. These costs can be
considerable, particularly in the case of smaller schemes.

Furthermore, the effect of the funding standard on the timing of the
employer’s required contributions must not be underestimated. If the
employer’s contributions are subject to unpredictable increases that
put pressure on an employer’s cash flow and competitiveness, the
employer will become less committed to defined benefit pension
provision.

No funding standard can provide absolute security. The closer a
standard approaches absolute security, the more of a disincentive it
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becomes to the defined benefit provision it seeks to protect.
Conversely, a standard that has no impact on the management of a
scheme is unlikely to be providing much, if any, useful additional
protection for members. However, some reduction in the current
standard might reduce the pressure on defined benefit provision, and
in extreme cases, forestall a scheme being wound up.

A funding standard could provide absolute security by setting the
standard at an amount equal to the market cost of replacing members’
benefits, and requiring this value to be held at all times. This would be
an unrealistically restrictive standard, and would allow little or no
funding or investment flexibility. In practice, such a standard would
mean the end of defined benefit provision, and so would not achieve
the objectives of this review.

A practical funding standard differs from an absolute standard as
described above in two ways:

(@) By reducing the amount that must be held in respect of the
benefits of each scheme member; and/or

(b) By setting a period over which schemes which fail to meet the
standard are allowed to restore funding to the required level.

The first fundamental decision to be made about the funding standard
is how close to full buy-out the standard will be set. Once a view has
been taken about an appropriate level of protection, it must then be
decided how long a period will be allowed to schemes to achieve this
standard. These two decisions do not depend on actuarial or
technical factors, but are the policy decisions that underlie the
standard.

There are a number of further considerations against which any
revisions to the funding standard may be judged, within the overriding
framework of the IORPs Directive:

A clearly defined and meaningful objective that can be readily
understood by scheme members. For instance, the funding standard
that does not guarantee scheme benefits must not be thought by
members to do so.

A transparent approach that is straightforward to apply. This is of
particular relevance in Ireland, given the large number of small insured
schemes.

Allowing employers to meet funding requirements in a regular and
controlled way. The reason why the exceptions were allowed to the
general funding requirements in 2003 was the relatively short
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timescales over which underfunding originally had to be eliminated
and the resulting volatility of contributions.

The need to avoid investment distortions. If the funding standard is
too restrictive, and particularly if the time allowed to restore full funding
is short, the standard will constrain the investment policies of
schemes.

Review of effectiveness of the current standard in
meeting key objectives

There is a widespread perception among many people concerned with
pensions that the current standard may not be achieving an
appropriate balance among the objectives identified in the previous
Chapter. This review is itself evidence of this perception.

Before deciding to change the funding standard, it is worth considering
why schemes are facing increased contributions. There are at least
four potential reasons:

(@) The underlying cost of the scheme could have increased due to
increased longevity, increases in benefits and/or increased
member salaries;

(b) The scheme’s investments may have been poorly chosen;

(c) The standard may be working as intended, and requiring
appropriate extra contributions because of investment losses;

(b) The standard may not be working as intended, and it may be
obliging unnecessary short-term contribution increases.

The most frequent criticism of the current standard is that it is that it is
too high, i.e. it is emphasising wind-up protection at the expense of
stable ongoing funding of the scheme. For the reasons set out in
Chapters 3.2 and 3.3 above, the funding standard liabilities of all
schemes are now a much higher proportion of ongoing valuation
liabilities than they were at the introduction of the standard in the early
1990s.

5.10 In assessing the current standard’s effectiveness, we should be aware

of the asymmetry in the criteria. The effects of the standard on
investment and on contribution rates are issues that scheme trustees
and their advisers will be aware of at least every three years when the
scheme’s valuation is prepared. In recent years, the standard has
been an issue every year because the trustees’ annual report must
include an opinion from the scheme actuary as to whether the scheme
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would or would not meet the standard at the date of the report. In
contrast, the protection that the standard offers to members is only
fully apparent in the relatively rare instances where a scheme is
wound up. However, it also is apparent to individual members whose
transfer value is reduced because of the funding position of the
scheme.

For most of the period since the current funding standard was
introduced, conditions for defined benefit schemes were on balance
extremely benign. For many years, investment returns enjoyed by
pension schemes were very good, and the real returns were usually in
excess of what were assumed in their valuations. As a result, for
much of the period, schemes recorded regular surpluses, and meeting
the requirements of the funding standard was not an issue. Although
investment results have been poor since early 2000, the effect of this
on compliance with the funding standard is still emerging, as was
discussed in Chapter 4.2 above. Nonetheless, it should be
remembered that failure by schemes to meet the standard is not
always per se a failure of the standard.

In relation to the objectives identified in Chapter 5.1, a description of
the effectiveness of the current standard is as follows:

Protection of accrued rights

Members’ accrued rights can be said to be protected if:

. In the event that their scheme winds up, they are provided with
reasonable alternative benefits or transfer values;

. If in the event of a transfer out from an ongoing scheme, they
receive a reasonable transfer value, and this value is not reduced
because of the scheme’s funding position.

As will be seen in Chapter 6 below, there is no agreed definition of
what is a ‘reasonable’ benefit on wind-up or transfer. However, the
Board would tend to the view that the current standards for scheme
members, whether retired or not, are at the higher end of the range of
likely standards.

There are no statistics available on the number of schemes winding-
up with a shortfall, or on the number of members receiving transfer
values which are reduced. Nonetheless, the following points can be
noted:

" The Board believes that there have been very few schemes
wound-up where members’ benefits are reduced. However, a
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period of strong economic growth combined with high investment
returns is the time when this is least likely to occur. There is
likely to be a time lag before the change in climate since 2000
manifests itself in an effect on schemes. Nonetheless, there is
no evidence of any significant issue in the short term.

Until 2002/2003, schemes were not allowed to reduce transfer
values to reflect the schemes funding. However, before 2000,
there would have been very little occasion to do so. It appears
that, at the time of writing, about half of all schemes could do so,
though not all schemes reduce values even when entitled to.

When schemes are granted an extension to the date by which
they must meet the standard, this extends the period during
which members’ benefits are less protected on wind-up or
transfer. The result of the 2003 changes is therefore going to be
that more members will not receive their accrued benefits as
currently defined over the coming years.

Encouragement of defined benefit pension provision

5.15 Appendix 6 compares the membership of defined benefit schemes
subject to the funding standard at the end of 1991 with the end of
2003. A summary of the results is:

The numbers of active members have increased by 21% from
189,948 to 230,685.

The active membership as a percentage of those employed has
fallen from about 17% to 12%. The percentage as a proportion
of those employed in the private sector (which is where most
defined benefit schemes subject to the standard are found) has
fallen from approximately 21% to 15%.

The number of defined benefit schemes subject to the funding
standard has fallen from 2,514 to 1,541. The decline has been
greatest among smaller schemes — the number of schemes
with less than 50 members has fallen from just under 2,000 to
1,029. The average number of members per scheme has
increased from 76 to 150.

The 21% increase in membership over the period compares very well
with experience in the U.K. and the U.S., which have a broadly similar
pensions provision regime. Furthermore, the percentage coverage
has fallen in a period where total employment in Ireland increased by

64%.
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This fall reflects the reluctance of employers to set up new defined
benefit schemes. This is partly a consequence of the funding
standard and the changes since it was first introduced. It is also partly
because employer contribution rates to typical defined contribution
schemes are in most cases lower than for typical defined benefit
arrangements.

Compliance with IORPS

The current funding standard appears to be compliant with the IORPs
Directive, though some changes of detail will be required.

Brief comments on the other considerations raised in Chapter 5.6 are:

A clearly defined and meaningful objective that can be readily
understood by scheme members

Under current regulations, schemes are not obliged to inform
members of the current funding status of their scheme, though the
information must be provided on request. Once the information is
available, it is probably reasonably understandable.

A transparent approach that is straightforward to apply

The current funding standard is conceptually straightforward, being in
principle the cost of replacing pensions and paying transfer value
entittements.  Actuarial costs have increased in recent years,
particularly because of the need to state an opinion on the funding
each year. However, it is unlikely that any alternative standard would
have resulted in any significantly lower compliance burden.

Allowing employers to meet funding requirements in a regular and
controlled way.

Since 2000, the funding standard has obliged many employers to
contribute at rates higher than their long-term funding plan would
require. The scale of the increase has been more than many
employers expected, and some schemes have reduced benefits as a
result.

The need to avoid investment distortions

Since the original funding standard was introduced in the early 1990s,
there has been little change in the investment strategy of most Irish
schemes. The standard does not seem to have created any
investment distortions.
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Possible alternative systems

5.18 There are two different systemic approaches to providing the primary
protection of the accrued pension rights of scheme members:

e advance funding, which seeks to ensure that adequate assets
are accumulated so that, in the event of a scheme winding up,
the necessary assets are already in place; and

e exit funding, which aims to provide, in the event of a scheme
shortfall on wind-up, an injection of assets from whatever
source to cover that shortfall.

Pension security in Ireland has always relied on advance funding.

The two systems are not mutually exclusive: exit funding can be used
to add extra security to that provided by the accumulation of funds,
and/or to provide for a difference between a required level of advance
funding and a higher required level on wind-up.

5.19 Exit funding is usually achieved through a debt on the employer and/or
an insurance-type fund. These are discussed in more detail in
Chapter 7.15 to 7.24 below.

5.20 The advantage of advance funding over any alternative is that it
provides more tangible security for scheme members. The advantage
of the exit funding approach is in the flexibility of funding that it offers.

Pensions Board preferred systemic approach

5.21 The Board prefers that advance funding be the core feature of the
pension funding standard, for the following reasons:

e The member security that advance funding provides is more
certain and more easily understood by scheme members than
any alternative.

¢ International experience of exit funding arrangements suggests
that, without a State back-up guarantee, they cannot provide a
satisfactory level of security to members unless advance
funding is also required.

e Advance funding is more consistent with the requirements of

the IORPs Directive. However, the Directive does not rule out
exit arrangements in addition to advance funding.
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e Advance funding, being the current standard used, should
continue to be the basis of the funding standard unless an
overwhelming case can be made for an alternative.

The Board’s preference for advance funding does not exclude a
possible exit funding mechanism in addition.
Aspects on which comment is invited

5.22 The Board would welcome comments on advance funding in
comparison to any alternative.
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Chapter 6: Preferred option

6.1

6.2

Outline of options considered

Within the systemic approach (primarily advance funding) favoured in
Chapter 5, the Board considered a range of alternative funding
standards. These are ranked below in order of security they are likely
to offer scheme members from most to least. In summary, the options
considered were:

A

D

E

Maintain the current standard, including the ‘short-term’
measures

Set a new funding standard equal to a percentage of the current
standard

Modify the current standard basis
Apply a short-term funding standard to a per member benefit limit

Use scheme specific funding

A fuller description of each standard is as follows:

Option A — current standard

The current funding standard is described in Appendix 1. A summary
of its requirements as follows:

The funding standard for a scheme equals the sum of the
relevant transfer values for all active, deferred and pensioner
members of the scheme. The rules for calculating these values
are set out in detail in guidance note number GN11, issued by
the Society of Actuaries in Ireland. In summary, these are:

- For pensioner members, the cost of buying an equivalent
annuity or similar

- For other members, the current transfer value (i.e.
benefits based on current salary and service, revalued to
retirement and discounted at a gilt rate.)

A further allowance has to be made for the costs that would have
to be met in winding-up a scheme.
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6.3

6.4

e When the assets of a scheme are less than the amount as
calculated above, the trustees of the scheme must agree a
funding plan with the employer. This plan will specify a level of
contribution which the scheme actuary is satisfied is reasonably
likely to restore the scheme to full funding within a set period.
The period of such a plan is generally 3% years, but in the case
of investment losses, a scheme can apply to the Board for a
longer period, usually up to 10 years. During the period of the
Plan, the trustees must confirm each year to the Board that the
plan is on track.

In considering this option, the Board agreed a modification to the
calculation of the standard for active and deferred members. The
funding standard for these members would be calculated on a
combined equity/qgilt rate, rather than the current gilt rate. The effect of
this change would depend on the membership profile of each scheme,
but the average reduction in the funding standard would be 5% to
10%.

This option as considered by the Board would make permanent the
‘short-term’ changes introduced in 2003. It was the Board’s view that,
were this standard adopted, schemes that were not fully funded would
be required to disclose their situation clearly and regularly to
members.

Option B — standard equals x% of current standard

Under this proposal, schemes would be required to maintain assets
equal to a set percentage of the current standard. However, members
would be regularly informed of the funding position of the scheme
relative to the current standard.

There was no specific consideration of what percentage would be
appropriate, though it would be unlikely that a percentage of less than
80% or so would be acceptable.

Where schemes failed to meet the funding standard, they would be
obliged to restore funding within a set timescale. The appropriate
length of this period would depend on the level chosen for the
percentage. Were this percentage to be, say, 80%, the maximum
allowed time would be 3% years.

Option C — modification of the current standard

The provisions of the current funding standard would be replaced by
the following:
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6.5

e For pensioner members, the standard would be based on the
liability in the ongoing funding valuation calculations, rather
than on the prices of annuities from insurance companies.

e For other members, the value would be the current transfer
value but calculated on an equity return basis.

Where a scheme fails to meet the standard, schemes would be
obliged to restore funding within 3% years.

The effect of changing the pensioner basis as described above would
depend on a number of factors, but reductions of 25-30% would not be
uncommon. For other members, the effect of the suggested changes
would depend on their term to retirement, but the average reduction
would be 5% to 10%.

A funding standard as described above would be more akin to an
‘ongoing’ standard than the current wind-up standard. Schemes
would be obliged to inform members of the scheme’s funding situation,
including the extent to which pensions would be reduced in the event
of a wind-up.

Option D —twin standard

Under this option, there would be a basic funding standard, which
schemes would have to meet or restore over a short period. There
would also be a longer-term higher standard, but schemes would have
a longer period to meet this.

The short-term standard would be:

e For pensioners and all other members over 65, the cost of
buying an annuity for the first €8,700 p.a. of benefit. This
benefit would include increases at the rate provided in the
scheme rules.

e For active and deferred members, the amount of their transfer
value based on the first €8,700 p.a. of benefit reduced by 2%
per annum for each year to 65. This value would be calculated
using gilt rates.

The €8,700 cap on benefits equals the contributory Social Welfare old
age pension, and would increase in line with it. Where schemes failed
to meet this short-term standard, they would be required to reach it
within 3% years, equal to the period required under the general rules
of the current standard.
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6.6

6.7

The liabilities to be met under the longer-term standard would be
determined by the regular actuarial valuation of the scheme. Where
this valuation showed that assets were less than the liabilities for
service to the valuation date, the scheme would be required to agree a
funding plan to restore this over the average working lifetime of the
active members.

This standard, unlike any of the others examined, would require a
change in the wind-up priority order. Priority would be given to the
basic ‘per member’ benefit ahead of the priority for any balance of
benefits.

Under this standard, schemes would be obliged to inform members of
the funding status of the scheme both in respect of the minimum
benefits and of their total benefits.

Option E — scheme specific funding

This approach would remove the general obligation to meet a statutory
standard based on transfer values. However, all schemes would be
required to disclose regularly to members the funding current funding
situation as assessed in the regular actuarial valuation, and to make
up any shortfall over the working lives of the active members. It was
also proposed that, in the event of a wind-up, any shortfall in scheme
funding would be treated as a debt of the employer.

The Board agreed that options B and E would not achieve the
objectives of the review, and did not subject them to further detailed
consideration.

Criteria for choosing a preferred option

In order to assess the relative merits of the options available, it is
necessary to specify criteria against which they will be measured. The
list below reflects the issues raised in Chapter 5.1 to 5.6 above.

(@) What effect the proposal would have on members’ security in the
event of a wind-up.

(b) How the proposal would affect the long-term funding stability of a
scheme, and the investment flexibility of the scheme.

(c) The effect on perceived equity among members. The issue of
equity arises only when a scheme winds up with a shortfall, and
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6.8

considers whether the amounts received by each member are
appropriate.

(d) Whether the proposal would comply with the IORPs Directive.
This assessment is provisional as the precise obligations
imposed by the Directive are still being assessed.

(e) How radical a departure the proposal represents from the
demands of the current standard. This will also take account of
how effective each option is likely to be in meeting the concerns
expressed about the effect of the current standard.

() The complexity of the proposal relative to the current funding
standard. This assessment encompasses both the work involved
in implementing the required changes to the current standard,
and the ongoing burden of compliance and regulation.

() The impact of the proposal on the provision of defined benefit
schemes, and in particular on the willingness of the sponsoring
employers to maintain such provision.

The next section assesses each of options A, C and D as described
above against these criteria.

Option A

Security — slightly less. Most schemes have active members, whose
security on wind-up would be somewhat reduced under this option.
However, it should be noted that, because of the 2003 changes, this
represents a weakening of the security of members of schemes that
are granted an extension beyond 3Yz years.

Long-term funding stability — more favourable. Because this standard
would be slightly lower than the current standard, it would assist long-
term funding.

Equity — active/deferred member values reduced. Some consider the
current standard too weighted in favour of pensioners. This option
would increase this weighting.

IORPs — likely to be compliant. This standard is probably compliant
with the Directive. If it not compliant, it is most unlikely that options C
and D would be compliant either.

Radical — This represents very little change to the current system.
The funding position of almost all schemes would improve. Some
schemes currently applying for 49(3) extensions would no longer need
them, but this would not be a significant number.
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6.9

Complexity — The standard would be slightly more complex than the
current standard.

Defined benefit provision — this standard would reduce the pressure
on defined benefit, though not by as much as options C or D.

Option C

Security — weaker than option A for schemes paying pensions. In a
wind-up, pensioners are unlikely to be able to retain their current
pension, even if the scheme was 100% funded, and other members
would receive less than at present.

Long-term funding stability — as or more favourable than option A for
all schemes. The total discontinuance level would be reduced for all
schemes compared to the current standard.

Equity — similar to current. Both pensioner and active/deferred values
would be reduced. Smallest reductions for those near retirement.

IORPs — likely to be compliant.

Radical — some effect. The reduction in coverage for pensions is likely
to be contentious. This option would probably benefit almost all
schemes who have applied for 49(3) extensions.

Complexity — little change. This standard would be slightly more
complex than the current standard.

Defined benefit provision — this standard would reduce the pressure
on DB, though for some schemes, not by as much as option D.

Other issues — the justification for using a pensioner standard lower
than annuity rates is that in most cases schemes will not in practice
buy such annuities. However, for smaller schemes, there is a case for
requiring them to hold additional reserves in any event; larger
schemes may be required by the IORPs Directive to hold additional
reserves in the event of employer wind-up. The result of this option is
likely to be to discourage schemes further from buying annuities.

6.10 Option D

Security — mostly reduced, but depends on the scheme. Would
represent a reduction in the short-term security for members of
schemes with long service and/or high pensionable earnings. For
those schemes with mostly lower benefits, it would represent an
increase in member security because the scheme would be required
to fund any shortfall over a shorter period than is currently required.
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Long-term funding stability — usually more emphasis on long-term.
Schemes with high average benefits would need to take little or no
account of the funding standard in deciding funding levels or
investment policy. Some schemes with low benefits might be more
constrained than currently.

Equity — priority based on benefit amount rather than scheme status or
age. This proposal was specifically designed to meet a perceived
inequity in the current system, by ensuring that a basic level of
benefits are secured for all scheme members before higher benefits
are funded. However, some do not agree with the reduction in priority
for some pensioner benefits.

IORPs — some compliance risk. Compliance would rely on the longer-
term higher standard: the short term ‘per member’ standard is not
compliant with the Directive.

Radical — considerable change. A survey would be needed to quantify
the effect of this proposal on funding. However, it seems likely that
many schemes that need funding extensions under the current
standard would meet this new standard. However, a number of
schemes that have applied for extensions would be worse off. The
change in priorities on wind-up may be contentious.

Complexity — some increase. The requirement to report
discontinuance both on the capped benefits and on the current
benefits represents additional work. However, for many schemes,
verifying 100% coverage on the new basis would be very simple.

Defined benefit provision — reduced risk. For many schemes, this
standard would reduce the pressure caused by current high
contribution requirements.

Other issues — some avoidance possible. There might be some
incentive to divide schemes into higher-paid and lower-paid members,
to avoid coverage for the former members being redirected towards
the latter.

Preferred option and rationale

6.11 There is no single ideal solution, and there are aspects of each of the
three options that are clearly superior to the alternatives.

After considerable discussion, the Board identified option A as its
preferred option. This is the current funding standard, including the
changes introduced in 2003, but with a modification of the funding
standard basis for non-pension members would be appropriate.
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6.12 This option was chosen for the following reasons:

The changes made to the standard in 2003 have already had
some noticeable effect in meeting the twin objectives of
safeguarding member benefits and preserving defined benefit
provision.. It is too early to conclude that further reduction of the
standard would be appropriate.

Of all the alternatives the present standard is the most likely to
comply with the IORPs Directive.

The current standard provides the best possible protection for
those receiving pensions, who are the most vulnerable scheme
members, and usually not in a position to replace any benefit
shortfall that might arise on a wind-up.

However, it is recognised that many schemes have encountered
difficulties with the current standard, and that option A would provide
little or no immediate relief to these schemes.

6.13 Option C is very similar to that recommended by the Funding Standard
Expert Group, and would have a number of advantages:

Although there is little evidence so far of a strong move away
from defined benefit, there is no doubt that there is pressure.
Option C would provide immediate relief for those schemes
facing the largest contribution increases.

This approach better would align the funding standard with the
long-term funding of typical defined benefit schemes.

However, there are a number of drawbacks:

In the event of scheme wind-up, pensioners being paid from the
fund would usually face a reduction in their income which might
be significant relative to what they were receiving before the
wind-up.

There is considerable disagreement about what would be an
appropriate funding standard for the liabilities of pensioners in
payment.

6.14 Option D is designed to ensure that a basic benefit is secured for all
scheme members, whether or not they are retired. It represents a
radical change to the structure of the funding standard, and stimulated
considerable interest and discussion among the members of the
Board. However, the Board decided not to propose it as a basis for
the funding standard:
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e Although it is designed to safeguard basic benefits, the effect of
this standard on schemes with low benefits would be to impose
a more demanding standard than the current standard.

e Although it is believed that this standard is probably compliant
with the IORPs Directive, there is some risk that it would be
found not to be.

e This standard would increase the complexity of compliance,
and would impose additional actuarial and administration costs,
particularly on smaller schemes.

6.15 The proposed funding standard would apply to local pension schemes
only. The standard for cross-border schemes will be as close as
possible to the local schemes’ standard, but the IORPs Directive will
impose some additional requirements, and further consultation may be
necessary.

6.16 Whether or not changes are made to the funding standard, the Board
believes that further consideration is needed of the treatment of
scheme surpluses. There is no doubt that many schemes which
cannot currently meet the funding standard would be in a better
position had they not reduced previous surpluses by some
combination of contribution reductions or holidays, benefit increases
(including pension increases) and enhanced early retirement
schemes.

Although there appears to be little prospects of substantial surpluses
for most schemes in the immediate future, they will no doubt arise at
some future date. The funding standard needs to be robust across a
range of conditions, and therefore the issue of surpluses must be
taken into account. The Board’s views are as follows:

e The Revenue should be asked to consider reviewing the rules
governing the level at which they require scheme surpluses to
be reduced.

e The operation of the funding standard must ensure that the cost
of benefit improvements to past service benefits is met from
surplus or immediate contributions, and not through future
funding. It should also ensure that the trustees and employers
are aware of the long-term cost and sustainability of any
improvement in benefits.

e Further restrictions on contribution holidays or benefit
improvements may be counterproductive, as it might make
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employers more reluctant to contribute if there is less flexibility
about how the funds are applied.

Aspects on which comment is invited

6.17 Comments are invited on all aspects of the current funding standard
and possible options. However, it would be useful if submissions
addressed the following questions:

1.

2.

Should the level of the current funding standard be reduced?
If so, by approximately how much?

If the current standard is to be changed, should the new standard
be

e the current funding standard structure, but reduced; or
e a ‘per member’ based standard (i.e. option D)?

If the new standard is to follow the current structure, should the
changes be

¢ to the pensioner standard,
e to the active/deferred standard; or
e Dboth?

What are the respondents’ views on the Board’s preferred option
at 6.11 above?
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Chapter 7: Related matters

7.1

7.2

7.3

In addition to discussing the funding standard, the Board considered a
number of other aspects of scheme regulation relevant to funding and
wind-ups. Each of these issues is considered separately below.

Statutory priorities on wind-up

Current priorities

Section 48 of the Act sets out the order in which assets must be
applied to meet the liabilities of a scheme on wind-up. The current
statutory priority order may be summarised as follows:

1. Benefits in respect of AVCs, or transferred-in AVCs.

2. Benefits for those currently in receipt of pension, or those who
have passed normal pensionable age but whose pension has not
yet commenced. This includes pension increases guaranteed
under the rules of the scheme.

3. Transferred-in benefits and preserved benefits, including
prospective revaluation on basic preserved benefit (i.e. benefits
earned after 1 January 1991).

4.  Additional preserved benefit (revaluation on pre 1 January 1991
benefits).

The order of priority has remained substantially unchanged since the
introduction of the Act in 1990, apart from the increase in priority for
AVCs for wind-ups after 1 June 2002, prior to which these had ranked
behind pensions in payment. The priority order was extended with
effect from 1 June 2002 to reflect the preservation of pre 1 January
1991 benefits for those who leave service (or who are in service at
date of wind-up) after that date, with revaluation on these benefits
being given a lower priority. A scheme has ten years in which to build
up sufficient assets to meet the wind-up liabilities in respect of this
lowest priority benefit.

The statutory order of priority is of no consequence where a scheme
winds up with sufficient assets to meet all of its liabilities. However,
where this is not the case, Section 48 of the Act requires that all of the
liabilities with the same statutory priority must be satisfied in full before
any assets whatsoever are applied to secure benefits with a lower
statutory priority. It is likely that, for many defined benefit schemes,
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7.4

7.5

were they to wind up now, pensions in payment would be secured in
full, but deferred members and those who are active at the date of
wind-up would receive only a proportion of the actuarial value of their
accrued benefits.

Recent legislation in the U.K. has introduced a change in the Statutory
Order of Priority on the wind-up of pension schemes in that
jurisdiction. Draft regulations were issued last year for comment,
which incorporated changes similar to those suggested below.
Regulations have now been made which amend the priority order for
schemes that begin to wind-up on or after 10 May 2004. These
reduce the level of priority for increases to pensions in payment
(although these still rank ahead of future increases for non-
pensioners), but a proposal to use complex service related scaling
factors for active and deferred members has not been implemented
due to concerns that the proposal was not practical. More detail on
the U.K. legislative changes is set out in Appendix 7.

Priority order issues

The current statutory order of priority could be said to be inequitable in
a number of ways:

e Those in receipt of pension receive their full benefit (including
any future increases to that pension guaranteed under the rules
of the scheme) before active or deferred members receive
anything. This is exacerbated by the fact that pensions are
normally secured on wind-up by the purchase of annuities,
which have become much more expensive in the last few years
because of falling interest rates and increasing life expectancy.

e A pensioner who retired early after relatively short service might
have his or her benefits and future increases guaranteed
whereas a long serving member who was a few months short of
retirement at the date of wind-up might receive no benefit at all.

e Where there are not enough assets to provide fully for active
and deferred members, the same percentage must be provided
for all such members. A long serving member close to
retirement might have benefits worth, say, €100,000, whereas a
short service member might have benefits worth €5,000. If the
assets were sufficient only to provide for 40% of the benefits,
the longer serving member would receive €40,000 (i.e. he
would “lose” €60,000), whereas the short service member
would receive €2,000 (“losing” €3,000). It is likely that the short
service member will be considerably younger, will have
opportunity to build up additional pension provision prior to

Page 51



retirement, and hence is better placed to mitigate the effects of
a higher percentage reduction in his or her benefits than
somebody closer to retirement age.

e A member who takes early retirement just before a scheme is
wound up receives the same priority as all other pensioners,
and is ranked ahead of active members, even those who are
older and/or who have longer service. Becoming a pensioner in
a scheme that is not fully funded therefore can make a
significant difference to the likelihood of receiving benefits in
full. This has been described as anomalous, and may also
favour those members who are more aware of the funding
situation of the scheme.

e Where a scheme has both defined contribution and defined
benefit members, or where members’ benefit comprise both a
defined contribution and defined benefit element, the defined
contribution entitlements are not ring-fenced, and in the event
of a wind-up in shortfall, are used to secure pensioner benefits
if necessary. As any shortfall will have arisen in the defined
benefit part of the scheme only, this is not felt to be equitable.

A number of arguments are advanced against any change to the
current order of priority:

¢ [t is not unanimous that pensioner benefits, including increases
guaranteed under scheme rules, should have lower priority, or
that any change would necessarily be effective.

e The reduction in priority for all pensioner benefits, including
increases, could significantly affect older pensioners, especially
those without social insurance entitlements.

e Any change to the priority order could result in a significant
reduction in the benefits of pensioners in the case of a wind-up
without any significant increase in the benefits of other scheme
members.

Possible alternatives

7.6 A number of changes to the current priority order were suggested by
interested parties, and are listed below. These changes are not
mutually exclusive.

¢ Increases in pensions in payment should have a lower priority

than benefits for active and deferred members. There would be
no change to the priority of the current amount of the pension.
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7.7

7.8

A minimum per annum benefit for all members, pensioners,
active and deferred, should have highest priority after AVC
benefits. Any remaining benefit for pensioners would have next
priority, followed by the remaining benefit for other members.
The suggested annual amount was equal to the contributory old
age pension, currently €8,700 p.a. In the event that the assets
of a scheme were not sufficient to cover this amount, all
members would be treated equally.

¢ Benefits for those who have taken early retirement should have
the same priority as active and deferred members until the
member reaches normal retirement age, after which they would
be ranked with other pensioners.

e The entitlement priority of those approaching normal retirement
age should be increased as they get older.

o Defined contribution members and benefits should be ranked
equally with AVCs, i.e. should rank before other benefits.

Considerations

There are a number of practical issues to be borne in mind when any
change to the priority order is being considered. The points listed
below relate to the practicality rather than the equity of any proposed
change.

e Legal advice is required about whether any priority order
related to the age of scheme members would constitute age
discrimination.

e Priority rights can be changed for all members’ benefits, or only
in respect of benefits earned after a given date. The advantage
of the former approach is that it immediately achieves the
objective of the change: however, it can result in significant
disadvantages for some scheme members. These are avoided
by changing only the benefits earned after the implementation
date. However, this latter approach will not achieve its
objectives for a considerable time, and will add a layer of
compliance complexity.

Preferred approach
The Board has considered proposals for changes in the Statutory

Priority Order. While not unanimous, the majority view of the Board is
that the current priority order should be changed as follows:
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7.9

7.10

7.11

¢ Increases on all pensions in payment (excluding those already
granted) should have a lower priority than securing the amount
of the benefit;

e The priority of benefits for active and deferred scheme
members should depend on the length of service such
members have or had.

Full details of this proposal are set out in Appendix 8.

It is, however, the view of some members of the Board that the current
winding-up order should not be changed.

As noted above, the Statutory Order of Priority must be taken into
account by the actuary in determining the extent of coverage for
benefits where the standard is not met. The changes proposed above
would not, in themselves, affect the ability of a scheme to meet the
funding standard, but would affect on the level of coverage for lower
priority benefits, and the level of transfer values that could be paid
from schemes which did not meet the funding standard.

In the event of a scheme winding-up with a shortfall, the Board’s
preferred approach would mean that pension members might receive
less than under the current rules. Nonetheless, it is the majority view
of the Board that the suggested change would be more equitable.

Early retirement from underfunded schemes

Section 34(2) of the Act was amended in 2003 to enable Trustees to
reduce transfer payments in respect of members who had left service
to reflect the level of funding of the scheme, as advised by the actuary.
Accordingly, those who leave service with entitlement to deferred
benefits may now be offered only a proportion of the full transfer value
as an alternative to their deferred benefits. A member may, of course,
elect to retain his deferred benefits and take a transfer at a later date
when the funding position of the scheme has recovered, although it
should be noted that a statutory right to a transfer payment exists only
for a period of two years after leaving service.

For a member who leaves a scheme having attained age 50, the
option to take an immediate pension in lieu of his or her deferred
entitlements may be available, and this is usually subject to an
actuarial reduction of the benefits to provide an immediate pension of
equivalent value to the deferred pension entitlement. Scheme Rules
will commonly provide for such early retirement to be with the consent
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of the Trustees, and in some cases will also, or alternatively, require
consent of the Principal Employer.

7.12 Where the Scheme Rules require Trustee consent before an early
retirement pension can be paid, the Trustees are able to protect the
interests of the other members of the scheme by refusing to consent
to early payment of the benefit. If, however, Trustee consent is not
required, the Trustees have no power to reduce the early retirement
pension to reflect the underfunding of the scheme, similar to that
which is available under Section 34(2) of the Act as amended in the
case of payment of a transfer value. Furthermore, as the member is
now in the pensioner category, he or she will be in a higher priority in
the event of subsequent wind-up than if a deferred pension had been
elected. Any funding proposal designed to make good the shortfall in
scheme assets over a period of time should have regard to the
possibility of members taking early retirement, if no Trustee or
employer consent is required, leading to additional contribution
requirements for the employer (or possibly, in the extreme, the wind-
up of the scheme in deficiency).

7.13 Subject to appropriate legal advice, the Board recommends that an
amendment be made to the Act to give Trustees statutory powers to
withhold consent to early retirement, or reduce early retirement
benefits on actuarial advice if the funding of the scheme and the
interests of other members would thereby be adversely affected. A
member who elected to take early retirement, and whose benefits
were reduced, would be entitled to receive an uplift in benefits
(including arrears) when the funding position was fully restored. The
treatment of such members in the event of a wind-up before the
funding position was restored would also need to be considered in the
context of any review of the Statutory Order of Priority as discussed
above. This proposed change would have no effect on the benefits of
members retiring at the scheme’s normal retirement age.

7.14 The suggested change would reduce the scope for employers to
encourage early retirement where a scheme in underfunded.
However, the current provisions of the Act mean that such early
retirement reduces the security of the remaining active and deferred
members of the scheme, and hence the Board is in favour of such a
change.

Employer obligations on wind-up of insolvent schemes

7.15 The Board considered the question of whether, on the wind-up of a
scheme, any shortfall should be a debt on the employer.
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A debt on the employer makes any shortfall in funding the legal
responsibility of the employer. It therefore acts as an additional level
of security for scheme members over and above the assets of the
scheme. Such an arrangement can be used in conjunction with any
funding standard.

7.16 As normally understood, the debt is activated at any time when a
scheme is wound up and/or when a sponsoring employer goes into
liquidation. The employer is liable for any difference between the
funding standard level and the assets of the scheme. In the event of
liquidation, the amount of this difference is treated as a creditor.

Because the amount of the debt is usually set by reference to the
funding standard, the security provided depends on how demanding
the funding standard is. If the funding standard is set at a low level,
the employer debt will not benefit members over and above that
standard.

7.17 This system has operated in the U.K. since the early 90s, and has
caused no significant legal or financial problems. In a liquidation, the
pension scheme is treated as one of the unsecured creditors.
However, the amount of the debt was calculated by reference to the
U.K.’s Minimum Funding Standard, which would be less demanding
than the current Irish standard. The U.K. rules have recently been
changed to set the standard to a more demanding level.

7.18 The advantages of introducing such a concept are:

e Security for members is better than with a funding standard
alone

e The debt acts as a disincentive for solvent employers to wind
up underfunded schemes.

e Where schemes do not meet the funding standard, the
existence of the debt allows longer term and therefore less
demanding funding plans to be put in place.

e There is no immediate cost to employers
Among the potential disadvantages are:
¢ In many cases where the employer is in liquidation, particularly
for smaller companies, there may be little or no assets available
once the claims of preferred and secured creditors have been

satisfied. The net benefit of this provision may therefore be
small unless the scheme is ranked as a preferred creditor.
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7.19

7.20

7.21

7.22

e |t is likely to be opposed by those whose rights in liquidation
would be affected.

e The existence of a potential debt might in some cases affect the
ability of the sponsoring employer to raise funds. However, the
introduction of FRS17 in company accounts may have this
effect in any event.

e There is some risk that the introduction of this measure would
prompt the wind-up of some underfunded schemes before it
took effect.

e There may be some concern that, in the event of a debt on the
employer, some scheme trustees may be more likely to follow
more aggressive investment policies in the belief that any
shortfalls would be covered by the employer.

The Funding Standard Expert Group recommended against the
introduction of such a debt on employers. They saw it as introducing a
retrospective cost on employers and feared that it would undermine
the voluntary basis on which defined benefit schemes were set up.
On the other hand, there is a view that a debt on a solvent employer
should be part and parcel of any decision relating to the statutory
order of priority on wind-up that would affect pensioners’ rights.

While aware of the views of the Expert Group, the Board has not yet
formed its definitive view on this issue and would welcome comments.

Pension protection arrangements

There is considerable interest in the possibility of some arrangement
that would provide protection for scheme members in the event that
their scheme is wound up with a shortfall.

A number of jurisdictions have set up funds or institutions to cover
such shortfalls. Such a fund pays the difference between the assets
of the scheme and the discontinuance value, if higher. If an employer
debt also applies, the fund covers any shortfall remaining after
available monies are recovered from the employer. Depending on the
rules in the jurisdiction, the fund may pay only a set percentage, or
there may be a cap on the benefits covered. To work properly, such a
fund must be compulsory.

The U.K. Government is in the process of introducing a Pension
Protection Fund. This fund is intended to cover a proportion of
shortfalls in the event of schemes winding up where the employer is
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insolvent. It will be funded by a levy on all defined benefit schemes.
There still are a considerable number of uncertainties about how
exactly it will work, but Appendix 9 provides more information.

7.23 A similar fund, the Pension Benefit Guaranty Corporation, has
operated in the U.S. since the mid-1970s. It currently has a large
deficit. Further details are in Appendix 10.

7.24 The advantages of such arrangements are the additional level of
security they offer to members, and, as for an employer debt, the
additional flexibility they allow for the long-term funding of schemes.
However, there are a number of issues which would have to be
resolved:

e The existence of such a fund creates a moral hazard by
creating an incentive for employers and trustees to fund their
schemes at the minimum level possible while relying on the
protection fund to cover any shortfall. There may also be some
temptation to follow higher risk investment strategies. The U.K.
Government has sought to build in measures to avoid this.

e The fund could be paid for by defined benefit schemes, by all
pension schemes, and/or from taxation. The question of a state
guarantee for such a fund should also be considered.

e Itis difficult to design a charging structure for such a fund that is
both fair and practical. Ideally, schemes which are
underfunded and whose employers are most likely to go into
liquidation should pay higher premiums. In practice, assessing
scheme and/or employer risk accurately is extremely difficult,
and may raise legal issues.

e No matter how charges are levied, healthy well-funded
schemes will end up paying most of the cost. The result would
be extra expense for such schemes and a further disincentive
to defined benefit arrangements.

e A pension protection fund could be structured as an insurance
arrangement or as a fund with no strict legal liability. An
insurance structure would be subject to E.U. rules about
solvency and valuations, and would be considerably more
expensive than the alternative. On the other hand, a non-
insurance fund would have a higher risk of being unable to
meet its commitments, and there might be public
misunderstanding of its role and the value of its covenant.
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It is inevitable that there would be few demands on such a fund
in times of economic growth, but many in a downturn. As a
result, the fund would oscillate between an apparently
unjustifiable surplus and potential insolvency. This would
complicate the management of the fund and put pressure on
the contributions basis.

Managing such a pension protection fund would be technically
demanding and therefore expensive.

Nonetheless, because of the potential benefits of such a fund, the
Board believes that there is merit in exploring this option further and in
observing the U.K. experience.

Aspects on which comment is invited

7.25 The Board would welcome comments on all issues discussed in
Chapter 7. It would be especially useful if responses addressed the
following issues:

the current and potential alternative statutory wind-up priority
order, particularly with regard to the likely impact on schemes
winding-up in deficiency, and the additional administrative and
actuarial requirements that might be imposed if such a change
were to be introduced.

the recommended change to the treatment of early retirement
from underfunded schemes. Comment would also be
welcomed on how such members should be treated as the
funding position of the scheme recovered.

views on whether or not pension shortfalls should be treated as
an employer debt

views on a pension protection fund.

Page 59



Chapter 8: Next steps

8.1

8.2

8.3

Process for submitting views
Views should be submitted in writing by 10 September 2004 to:

lan Woods

Head of Technical Services and Research
The Pensions Board

Verschoyle House

Lower Mount Street

Dublin, 2

Views should indicate clearly the name and status of the person or
organization providing the views and in the case of organizations, give
an indication of whatever process of consultation with the
organization’s members underlies the views expressed.

Process for further consultation

The Board proposes, having reviewed the written responses, to
provide an opportunity for oral presentation of views by bodies with a
particular interest and who express a wish to do so. While it may not
be feasible to meet every respondent, it would be hoped to hold
meetings with as representative a cross-section as possible.

Following receipt of written views, the Board will contact respondents
regarding possible further consultation to take place in the form of
meetings/oral presentations.

Proposed timescale for finalisation

The intended timescale is for the Board, following completion of the
consultation process, to finalize its proposals with a view to
submission to the Minister in October 2004. This would be consistent
with the inclusion in Social Welfare Bill 2005 of proposals ultimately
approved by the Minister.
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APPENDICES

APPENDIX 1 — Chapter 3.1

Key features of current funding standard

Actuarial Funding Certificate:

Section 42 of the Pensions Act 1990 generally requires that trustees of
funded defined benefit pension schemes must submit an Actuarial Funding
Certificate (AFC) at regular intervals to the Pensions Board. In the AFC, the
scheme’s actuary certifies whether the scheme does or does not satisfy the
Funding Standard at the effective date of the AFC.

The funding standard is satisfied if, broadly, in the actuary’s opinion, the
scheme’s assets at the AFC effective date were more than the sum of:

. the transfer values to which the members would be entitled to; and
. the estimated expenses of winding up the scheme.

Although the trustees can choose the effective date of the AFC, the period
between successive AFCs prepared and submitted to the Board must
generally be no longer than 3% years. AFCs must be submitted to the
Board within nine months of the effective date.

The Pensions (Amendment) Act 2002 provides for more regular checking
whether a scheme satisfies the Funding Standard in the intervals between
each AFC. The trustee annual report must now state whether the actuary
could certify that, at the last day of the reporting period, the scheme would
have satisfied the Funding Standard. Such a statement has to be included
in any annual report being prepared from 1% July 2003 that has an AFC in
place with an effective date after 1% January 2001. If the actuary cannot
make such a statement, the trustees must notify the Board, and a revised
AFC must be submitted to the Board within 12 months of the last day of the
reporting period, with an effective date that falls during that 12 month
period.

Calculating the liabilities

The detailed rules for determining the funding standard benefit for each
member derive from the rules for calculating transfer values, laid down in
guidance note GN11(ROI) issued by the Society of Actuaries in Ireland. In
summary, these are as follows:
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¢ the liability for pensioners should be determined by reference to the
estimated actual cost of annuity purchase; and

o the transfer values determined for non-pensioners should be worked
out assuming prescribed future investment returns linked to
Government stock, rather than equities. There are also prescribed
assumptions for future price inflation, statutory increases in deferred
pensions and earnings-linked pension increases.

The value placed on the scheme’s liabilities must reflect statutory and/or
any guaranteed increases to benefit both in deferment and while in
payment.

Actuarial guidance also requires the actuary to make the scheme trustees
or sponsoring employer aware of any differences between the statutory
Funding Standard and the approach used by the actuary in framing his or
her advice to the trustees about the scheme’s funding position. And the
guidance provides that the ‘financial and other assumptions’ that the
actuary should have regard to when certifying an AFC ‘should comprehend
a prudent view of the future without taking into account every conceivable
unfavourable development’.

The Funding Proposal:

If an AFC indicates that, in the actuary’s opinion, the scheme does not
satisfy the Funding Standard on the relevant effective date, the trustees
must submit a Funding Proposal to the Board along with the AFC. This
must set out a contribution plan that the actuary can certify as being such
that he or she reasonably expects to be enough to allow the scheme to
satisfy the funding standard within the period of the proposal. The Funding
Proposal should also set out the key assumptions adopted by the actuary
and the assumed rate and timing of contributions over the period it covers.
The funding period is generally, under the legislation, no longer than 3%
years though under measures introduced in 2003, the Board may allow a
longer period.

If the trustees of a scheme do not submit an AFC, or, where necessary, a
Funding Proposal, under Section 50 of the Act the Board may require a
reduction in the scheme benefits to a level that will enable an AFC and/or
Funding Proposal to be submitted.
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APPENDIX 2 — Chapter 3.12

Current statutory wind-up priority

If a scheme is wound up and the assets are not sufficient to meet the minimum
funding standard benefits, the assets are applied in the order specified in Section
48 of the Act. This section overrides any provisions in the rules of the scheme.

For all schemes wound up after 1 June, 2002, the order of priority is as follows:

1.

2.

5.

The expenses of winding up the scheme;

Benefits in respect of additional voluntary contributions or transferred in
additional voluntary contributions.

Benefits for those currently in receipt of pensions, or those who have
passed normal pensionable age, but whose pension has not yet
commenced. These benefits include increases already granted and those
guaranteed under the rules of the scheme.

Transferred in benefits and preserved benefits, including prospective
revaluation on basic preserved benefit (i.e. benefits earned after 1 January,
1991).

Additional preserved benefit (revaluation on pre 1 January, 1991 benefits).

The entitlements of all members in a category must be satisfied before any
assets are applied to a lower ranked category.

Where the assets of the scheme are not sufficient to cover all the benefits within
a specific category, the same percentage must be applied to all benefits within
that category.
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APPENDIX 3 — Chapter 3.17

Pensions Board 49(3) guidelines

Trustees of defined benefit pension schemes are required under Part IV of the
Pensions Acts 1990-2003 ("the Acts") to certify at 3% yearly intervals that the
assets of the scheme would have been sufficient at a specified date to meet the
liabilities of the scheme if the scheme had wound up at that date. If the assets
would not have been sufficient, a funding proposal must be submitted to the
Board.

Under Section 49(2)(a) the trustees of a scheme must, when submitting a
funding proposal to the Board, ensure that the proposal is designed to ensure
that, in the opinion of the actuary, the scheme could reasonably be expected to
satisfy the funding standard at the effective date of the next actuarial funding
certificate (i.e. in 3%z years time).

Section 49(3) allows the Board, on application to it by the trustees, to specify a
later date than the effective date of the next actuarial funding certificate where
certain specified conditions are met and in the circumstances and on the terms
that the Board consider appropriate.

In August 2003, the Board set out the guidelines to be followed when making an
application to it under Section 49(3). These guidelines have now been amended
by the Board with effect from 5™ December 2003.

Each individual application received by the Board will be considered on a case by
case basis. These recommended guidelines also identify the information that
would assist the Board in considering each application.

1. Application by Trustees:

The trustees of the relevant scheme may apply to the Board requesting the
Board to specify a date (as proposed by the trustees) later than the effective
date of the next actuarial funding certificate as the date at which the funding
proposal will be designed to ensure that the scheme can reasonably be
expected to satisfy the funding standard.

The Board would expect the trustees to give their reasons as to why the
later date is necessary or appropriate and not contrary to the interests of the
members of the scheme. The trustees should also confirm that the
members will be made fully aware of funding position of the scheme on a
discontinuance basis by category of beneficiary.

As the legislation states that the application should be by the trustees, the
Board expects the trustees, and not an agent of the trustees, to make the
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application.  All applications should be made within such reasonable
timescale as to ensure that the time limits for submission of actuarial
funding certificates and proposals specified in the Acts can be met.

Certificate by Actuary:

The application by the trustees for specification of a later date under
Section 49(3) must enclose a statement whereby the actuary for the
scheme certifies that the failure of the scheme to satisfy the funding
standard relates wholly or mainly to the performance of relevant markets in
relation to investments made with the resources of the scheme and that the
performance of those markets in relation to those investments is not
inconsistent with the performance generally of relevant markets for
investment in the same period.

To assist, the Board has prepared a pro-forma certificate (see attached)
which may be used for this purpose.

Actuarial Information and Documentation:

In order to assist the Board to make a decision as to whether or not to
exercise its power, the Board would expect to consider the following
information:

(a) Confirmation whether or not the funding proposal will be prepared in
accordance with the Guidance Note GN3A(ROI) as issued by the
Society of Actuaries in Ireland,;

(b) The "ongoing" contribution rate (or amount) i.e. the aggregate of

¢ the "normal” contribution rate (or amount) necessary to fund the
benefits under the scheme if the scheme had neither a deficit
nor surplus, and

e the contribution rate (or amount) necessary to fund any
deficiency in the scheme over the working life of its active
members;

(c) The annual contribution rate (or amount) which, in the opinion of the
actuary, would be needed to enable him or her to certify that the
scheme could reasonably be expected to satisfy the funding standard
at the latest effective date of the next Actuarial Funding Certificate (i.e.
in 3%z years time);

(d) The proposed annual contribution rate (or amount) for the purposes of

the funding proposal to be submitted assuming the Board specifies the
later date sought by the trustees. This rate should be such that would
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enable the actuary to certify that the scheme could reasonably be
expected to satisfy the funding standard by the later date sought;

(e) The funding level at the effective date of the funding proposal,

() A copy of the Actuarial Valuation Report relevant to the funding
proposal being prepared,;

(g) If not available in the Actuarial Valuation Report a breakdown of the
percentage of assets of the scheme invested in the following sectors -
Irish Equities, Eurobloc Equities, UK Equities, European Equities (ex
Euro and UK), North American Equities, Japanese Equities, Pacific
Equities (ex Japan), World Equities, Bonds, Cash and Other Current
Assets and Property.

The Board's Decision:

The Board may, in accordance with the requirements of the Acts, specify a
date later than the effective date of the next actuarial funding certificate if,
having received the certificate of the actuary pursuant to Section 49(3), the
Board considers, in the context of the performance generally of relevant
markets for investment, a later date is necessary or appropriate and not
contrary to the interests of the members of the scheme.

If the Board decides to specify a later date it may do so in the
circumstances and on the terms it considers appropriate. Such
circumstances or terms will be specified with the Board's decision.

In reaching a decision, the Board would expect to take into account, inter
alia, the following considerations:

(&) The interests of the members of the scheme,;
(b) The certification provided by the actuary;

(c) The policy of the Board is to only consider granting a later effective
date no longer than ten years from that of the funding proposal.
However, the Board may, at its discretion, consider an application for
a longer period. This would be in exceptional circumstances, and in
no circumstances could the extended period be longer than the
average working life of the active members;

(d) The Board expects that the proposed contribution rate (or amount) is
at least equal to the "ongoing" contribution rate i.e. the aggregate of

¢ the "normal” contribution rate (or amount) necessary to fund the
benefits under the scheme if the scheme had neither a deficit
nor surplus, and
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e the contribution rate (or amount) necessary to fund any
deficiency in the scheme over the working life of its active
members;

(e) The proposed contributions should not be weighted disproportionately
to the end of the specified period and should be spread broadly evenly
over the period.

The Funding Proposal
Once the Board has specified a later date the trustees should submit the

actuarial funding certificate and funding proposal to the Board in
accordance with the legislative requirements.
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APPENDIX 4 — Chapter 3.18

Funding Standard Expert Group

Terms of reference

1. Look at the background to funding of occupational pension schemes in
Ireland and, in particular, changes in that environment since the introduction
of the Funding Standard.

2. Examine the appropriateness of the Funding Standard as set out in Part IV
of the Pensions Act 1990.

3. Consider relevant overseas experience in relation to funding standards and,
in particular, the UK experience and current developments.

4. ldentify and agree the requirements for a Funding Standard going forward
which would most effectively protect the interests of Irish pension scheme
members.

Outcome

The outcome would be to recommend whether or not a change to the existing
Funding Standard would be necessary. In the event that a change were
recommended, the Group would be required to outline the parameters for any
such proposed changes to the Standard.

It is proposed that the outcome of the Expert Group’s considerations would be
considered by the Policy Committee. Regard would be had to the findings of the
Group, if appropriate, in the preparation of a brief for external professional
consultants to draft proposed changes or revisions to the existing Funding
Standard. Recommendations made would be considered by the Pensions Board
with a view to forwarding such recommendations to the Minister for Social and
Family Affairs for inclusion in pension legislation.
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Membership
The membership of the Funding Standard Expert Group was:

Paul Kelly (Chairperson)
Brian Buggy

Joe Byrne

Eamonn Heffernan

Brid Horan

James Kehoe

Anne Kershaw

Ciaran Long

Derek McNamee

Ultan Stephenson

Anne Vaughan (as observer)

Consultant Support: George Russell, UK Government Actuary’s Department
In support from the Pensions Board Executive:

Anne Maher, Chief Executive Officer
Jerry Moriarty, Head of Investigations and Compliance
Tom Carney, Head of Technical Services and Research
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APPENDIX 5 — Chapter 3.28

Extract from IORPs directive
Article 15
Technical provisions

The home Member State shall ensure that institutions operating
occupational pension schemes establish at all times in respect of the total
range of their pension schemes an adequate amount of liabilities
corresponding to the financial commitments which arise out of their portfolio
of existing pension contracts.

The home Member State shall ensure that institutions operating
occupational pension schemes, where they provide cover against biometric
risks and/or guarantee either an investment performance or a given level of
benefits, establish sufficient technical provisions in respect of the total range
of these schemes.

The calculation of technical provisions shall take place every year. However,
the home Member State may allow a calculation once every three years if
the institution provides members and/or the competent authorities with a
certification or a report of adjustments for the intervening years. The
certification or the report shall reflect the adjusted development of the
technical provisions and changes in risks covered.

The calculation of the technical provisions shall be carried out and certified by
an actuary or, if not by an actuary, by another specialist in this field,
including an auditor, according to national legislation, on the basis of
actuarial methods recognised by the competent authorities of the home
Member State, in conformity with the following principles:

(@) the minimum amount of the technical provisions shall be calculated by
a sufficiently prudent actuarial valuation, taking account of all
commitments with regard to benefits and contributions, in accordance
with the pension arrangements of the institution. It must be sufficient
both to enable pensions and benefits already being paid to
beneficiaries to continue to be paid, and to reflect the commitments
which arise out of members' accrued pension rights. The economic
and actuarial assumptions chosen for the valuation of the liabilities
shall also be chosen prudently taking account, if applicable, of an
appropriate margin for adverse deviation;

(b) the maximum rates of interest used shall be chosen prudently and
determined in accordance with any relevant rules of the home Member
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State. These prudent rates of interest shall be determined by taking
into account:

¢ the yield on the corresponding assets held by the institution and
the future investment returns and/or

o the market yields of high quality or government bonds;

(c) the biometrical tables used for the calculation of technical provisions
shall be based on prudent principles, having regard to the main
characteristics of the group of members and the pension schemes, in
particular the expected changes in the relevant risks;

(d) the method and basis of calculation of technical provisions shall in
general remain constant from one financial year to another. However,
modifications may be justified by a change of legal, demographic or
economic circumstances underlying the assumptions.

The home Member State may make the calculation of technical provisions
subject to additional and more detailed requirements, with a view to
ensuring that the interests of members and beneficiaries are adequately
protected.

With a view to further harmonisation of the rules for the calculation of
technical provisions which may be justified — particularly as regards interest
rates and other assumptions influencing the level of technical provisions —
the Commission shall, every two years or at the request of a Member State,
issue a report on the situation concerning developments in cross-border
activities. The Commission shall propose any necessary measures to
prevent possible distortions caused by different levels of interest rates and
to protect the interests of beneficiaries and members of any scheme.

Article 16
Funding of technical provisions

The home Member State shall require every institution to have at all times
sufficient and appropriate assets to cover the technical provisions in respect
of the total range of pension schemes operated.

The home Member State may allow an institution, for a limited period of
time, to have insufficient assets to cover the technical provisions. In this
case the competent authorities shall require the institution to adopt a
concrete and realisable recovery plan in order to ensure that the
requirements of paragraph 1 are met once again. The plan shall be subject
to the following conditions:

Page71



(@) the institution shall set up a concrete and realisable plan to re-
establish the required amount of assets to cover fully the technical
provisions in due time. The plan shall be made available to members
or, where applicable, to their representatives and/or shall be subject to
approval by the competent authorities of the home Member State;

(b) in drawing up the plan, account shall be taken of the specific situation
of the institution, in particular the asset/liability structure, risk profile,
liquidity plan, the age profile of the members entitled to receive
retirement benefits, start-up schemes and schemes changing from
non-funding or partial funding to full funding;

(c) in the event of termination of a pension scheme during the period
referred to above in this paragraph the institution shall inform the
competent authorities of the home Member State. The institution shall
establish a procedure in order to transfer the assets and the
corresponding liabilities to another financial institution or a similar
body. This procedure shall be disclosed to the competent authorities
of the home Member State and a general outline of the procedure
shall be made available to members or, where applicable, to their
representatives in accordance with the principle of confidentiality.

In the event of cross-border activity as referred to in Article 20, the technical
provisions shall at all times be fully funded in respect of the total range of
pension schemes operated. If these conditions are not met, the competent
authorities of the home Member State shall intervene in accordance with
Article 14. To comply with this requirement the home Member State may
require ring-fencing of the assets and liabilities.

Article 17
Regulatory own funds

The home Member State shall ensure that institutions operating pension
schemes, where the institution itself, and not the sponsoring undertaking,
underwrites the liability to cover against biometric risk, or guarantees a
given investment performance or a given level of benefits, hold on a
permanent basis additional assets above the technical provisions to serve
as a buffer. The amount thereof shall reflect the type of risk and asset base
in respect of the total range of schemes operated. These assets shall be
free of all foreseeable liabilities and serve as a safety capital to absorb
discrepancies between the anticipated and the actual expenses and profits.

For the purposes of calculating the minimum amount of the additional
assets, the rules laid down in Articles 18 and 19 of Directive 79/267/EEC
shall apply.
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3. Paragraph 1 shall, however, not prevent Member States from requiring
institutions located in their territory to hold regulatory own funds or from
laying down more detailed rules provided that they are prudentially justified.
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APPENDIX 6 — Chapter 5.15

Defined benefit pension scheme membership

The number and membership of defined benefit schemes subject to the funding
standard at the end of 2003 were as follows:

Scheme size

Number of schemes

Number of members

One member 70 70

1-50 959 16,078
51-99 182 12,970
100-500 249 55,613
501-1,000 46 32,566
1,001+ 35 113,388
Total 1,541 230,685

The numbers of defined benefit schemes at the end of 1991 were as follows:

All defined benefit schemes

Scheme size

Number of schemes

Number of members

One member 295 295
1-50 1,690 25,268
51-99 229 16,512
100-500 273 59,199
501-1,000 38 25,388
1,001+ 32 260,874
Total 2,557 387,536
Not subject to the 43 197,588
funding standard

Subject to the funding 2,514 189,948

standard

Note that all membership figures refer to number of active members only.
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Defined benefit membership (subject to the funding standard) as a

percentage of those at work

Scheme Nos. at % At work %
members work excl.
public
service
1991 189,948 1,125,000 17% 900,000* 21%*
2003 230,685 1,849,000 12% 1,560,000* 15%*
* Estimate

Sources: Pensions Board, CSO Labour Force Surveys
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APPENDIX 7 — Chapter 7.4

U.K. statutory order of priority

The following is a summary of the proposed U.K. statutory order of priority to
apply from April, 2007:

1. Expenses of wind-up

2. All additional voluntary contribution benefits

3. Pensions secured by insurance contracts pre April 1997
4. Pensions in payment, excluding future increases

5.  All other benefits, but excluding pension increases

6. Pension increases
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6.
7.

APPENDIX 8 — Chapter 7.8

Proposed new statutory order of priority
The expenses of winding up the scheme;
Additional voluntary contribution benefits, including transfers in

Pensions in payment (irrespective of age) and benefits to those who have
reached the normal retirement age. All increases to date granted under the
rules of the scheme are included, but no future increases, whether
discretionary or guaranteed are included.

Benefits arising from transfers from other occupational schemes; preserved
benefits (including prospective revaluation to retirement for post 1991
benefits) on a service-related scale (see below) from 100% for those with
40 years’ service to 22% for those with one year. No allowance would be
made for pension increases after retirement, guaranteed or otherwise.

The balance of preserved benefits, excluding guaranteed increases.
Guaranteed post-retirement increases on all member benefits

Prospective revaluation on pre-1991 benefits

The entitlements of all members in a category must be satisfied before any
assets are applied to a lower ranked category.

The service related scale referred to in category 4 is as follows:

Service Service Service Service

(years) | Factor | (years) | Factor | (years) | Factor | (years) | Factor
40 100% 30 80% 20 60% 10 40%
39 98% 29 78% 19 58% 9 38%
38 96% 28 76% 18 56% 8 36%
37 94% 27 74% 17 54% 7 34%
36 92% 26 72% 16 52% 6 32%
35 90% 25 70% 15 50% 5 30%
34 88% 24 68% 14 48% 4 28%
33 86% 23 66% 13 46% 3 26%
32 84% 22 64% 12 44% 2 24%
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APPENDIX 9 — Chapter 7.22

Pension protection fund (U.K.)

(The information below is an edited extract from The Pension Service website
www.thepensionservice.gov.uk. The Pension Service is part of the U.K.

Department of Work and Pensions.)

The Pension Protection Fund

A brand new compensation scheme is being established. It will be called the
Pension Protection Fund (PPF) and run by an independent board to protect the
pension promise. It will provide compensation in two areas:

1.

Firstly the new organisation will ensure that where a company with a
defined benefit pension scheme becomes insolvent, and its pension fund is
not sufficiently funded, members can be reassured they will still receive the
core of the benefits to which they are entitled, by providing compensation
covering:

e 100% of the original pension promise for people who have reached
the scheme’s pension age,

e 90% for people below that age, subject to an overall benefit cap,
calculated using a mixture of the schemes individual rates and
standardised rules, linked to earnings.

It will also include:

¢ Indexation of pensions in payment on rights built up after ‘97 in line
with inflation capped at 2.5%, and revaluation of all deferred rights in
line with inflation capped at 5% to ensure the PPF compensation
retains its value over time and provides a meaningful level of
retirement income.

e Survivors’ benefits for married and civil partnerships, in most cases.

This approach strikes a balance between providing a high level of
compensation and maintaining administrative simplicity to help keep costs
down.

Compensation will be funded by taking on the pension assets of insolvent
employers, and through a levy on schemes.

The PPF Board will also take over the existing responsibilities of the
Pensions Compensation Board and compensate members of both defined-
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benefit and defined-contribution schemes in cases of fraud and
misappropriation.

How will the Levy work?

The levy will be charged to all private sector defined-benefit or hybrid
occupational pension schemes and collected by The Pensions Regulator.

The levy has been designed drawing on US experience. Risk-based factors will
be the major component of the levy, so that costs are minimised for good
employers with well funded schemes. The Pensions Bill specifies a number of
factors that can be considered in assessing risk — scheme underfunding, credit-
rating and investment strategy — and also leaves flexibility for the PPF board to
add more.

The Levy will be split into three parts:
1. Pension Protection levy

e One element will be based on scheme factors, such as number of
members and the balance between active and retired members;

e The other element will be based on risk factors, linked to the level of
under-funding and other risk factors. The risk-based element will
constitute at least 50% of the total charge;

2. Administration levy, covering the set-up and on-going costs of the PPF;

3.  Fraud compensation levy, to cover and be paid by both defined-benefit and
defined-contribution schemes, if and when a case of fraud occurs.

For the first year, only the scheme-factors based part of the Pension Protection
levy will be collected. Well run schemes will not lose out as the Pension
Protection levy will be set to raise just half of what the levy will raise in later
years. The Board will be enabled to introduce a risk-based component from the
second year, so that the risk-related factors can be added in the way that suits
schemes best. If schemes think it is in their interest to have an early valuation
done, then they can do this as soon as they like; alternatively, they can wait until
their next tri-annual valuation is completed. Therefore, schemes face a low levy
in the first year and the flexibility to move towards a more risk-based system as it
suits them.

It is likely that the levy will be simpler for small employers so that they will not be

forced to incur disproportionate administrative costs in providing information on
which the levy will be based.

Page 79



The aim is to set the levy so that it can be maintained at a steady level in order to
allow employers to plan ahead financially with confidence.

How do scheme members enter the PPF?

A scheme will become eligible to enter the PPF and its members receive
compensation when triggers in the employer’s insolvency procedure occur, and
where the scheme has insufficient assets to buy out the PPF level of benefits
with an insurance company.

Who will run the PPF?

The Board will consist of a chairman (to be appointed by Secretary of State) and
directors drawn from relevant sectors of the pension and financial markets, who
will be responsible for:

e paying pension compensation;
e paying fraud compensation

e managing the calculation and application of the three levies (pension
compensation, administration, and fraud compensation); and

e setting and overseeing the investment strategy.

In line with good corporate governance guidelines, the PPF will have a majority
of non-executive members.

It must provide an annual report and accounts describing the activities of the
Board in that financial year, which the Secretary of State must then present to
Parliament.

The Pension Protection Fund has been designed so that Government funding is
not required. The Fund can control its own income (through the levy) and its own
liabilities, as well as being able to borrow on the market to smooth these over
time. This will avoid the costs falling ultimately on taxpayers, the vast majority of
whom will not be members of defined benefit occupational pension schemes.

How will the fund/assets be managed?

The Pension Protection Fund’s investment strategy is the responsibility of the
Pension Protection Fund Board, who must appoint at least two independent fund
managers. The Pension Protection Fund Board may borrow commercially on a
short-term basis should cash-flow difficulties arise.
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Why should well run company schemes pay a levy?

The US experience shows that good firms participate because “you never know
what’s around the corner”, especially 30, or even 60 years down the line.
Pensions are a long-term commitment, which is why the PPF is taking a long-
term view.

However, the PPF will reduce cross-subsidy by charging a risk-based levy so
that schemes that pose a higher risk pay more for the PPF compensation cover,
and costs are kept down for good employers with well-funded schemes. This
effect is guaranteed to be significant because the levy must be at least 50% risk-
based.

Won'’t this reform discourage firms from running Defined Benefit
(DB) schemes?

The levy represents only a very low percentage of the flow of contributions into
DB schemes.

It greatly increases the value of DB pensions to firms, as they will be more useful

to recruit and retain the best once the workforce have confidence that pensions
paid will be pensions delivered.
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APPENDIX 10 — Chapter 7.23

Pension Benefit Guaranty Corporation (U.S.A.)

(The information below is an edited extract from the PBGC’s website
www.pbgc.gov)

What is the Pension Benefit Guaranty Corporation (PBGC)?

PBGC is a federal agency created by the Employee Retirement Income Security
Act of 1974 (ERISA) to protect pension benefits in defined benefit private-sector
traditional pension plans. If a plan ends without sufficient money to pay all
benefits, PBGC's insurance program will pay the benefit provided by the pension
plan up to the limits set by law. (Most people receive the full benefit they had
earned before the plan ended.) A plan is insured even if the employer fails to
pay the required premiums. Financing comes from insurance premiums paid by
companies whose plans are covered, from investments, and from the assets of
pension plans taken over, but not from taxes.

What types of plans are insured by PBGC?

Although PBGC insures most defined benefit plans, some are not covered. For
example, plans offered by "professional service employers" (such as doctors and
lawyers) with fewer than 26 employees, by church groups or by federal, state or

local governments usually are not insured.

When can an employer end a pension plan?

There are two ways an employer can terminate its pension plan. The employer
can end the plan in a standard termination but only after showing PBGC that
the plan has enough money to pay all benefits owed to participants. If the plan is
not fully funded, the employer may apply for a distress termination if the
employer is in financial distress. To do so, however, the employer must prove to
a bankruptcy court or to PBGC that the employer cannot remain in business
unless the plan is terminated. If the application is granted, PBGC will take over
the plan as trustee and pay plan benefits, up to the legal limits, using plan assets
and PBGC guarantee funds.

When does PBGC terminate a pension plan?

Under certain circumstances, PBGC may take action on its own to end a pension
plan. Most terminations initiated by PBGC occur when PBGC determines that
plan termination is needed to protect the interests of plan participants or of the
PBGC insurance program. PBGC can do so if, for example, a plan does not
have enough money to pay benefits currently due.
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What benefits does PBGC guarantee?

PBGC guarantees “basic benefits” earned before the plan ended, which include
(1) pension benefits at normal retirement age, (2) most early retirement benefits,
(3) disability benefits for disabilities that occurred before the plan was terminated,
and (4) certain benefits for survivors of plan participants.

What is the maximum amount that PBGC can guarantee?

PBGC’s maximum benefit guarantee is set each year under provisions of ERISA.
For pension plans ending in 2004, the maximum guaranteed amount is
$3,698.86 per month ($44,386.32 per year) for workers who retire at age 65.
This guarantee amount is lower if payments from PBGC begin before age 65 or if
the pension includes benefits for a survivor or other beneficiary. The guarantee
amount may be higher for retirements after age 65 or for those over age 65 and
receiving benefits when the plan ends.

Will PBGC adjust the pension yearly for inflation?

There is no cost-of-living adjustment. Benefits are fixed as of the date the plan
ended.

PBGC Fiscal Year 2003 Financial Results

(The following information is taken from a PBGC press release dated 15 January,
2004)

The Pension Benefit Guaranty Corporation's insurance program for pension
plans sponsored by a single employer suffered a net loss of $7.6 billion in fiscal
year 2003. As a result, the program's fiscal year-end deficit worsened to a record
$11.2 billion, three times larger than any previously recorded deficit.

The PBGC’s single-employer program insures the pensions of 34.5 million
Americans in 29,500 plans. Of the $7.6 billion net loss for 2003, the two biggest
factors were a $5.4 billion loss from completed and probable pension plan
terminations, and a $4.3 billion loss due to declining interest rates.

Partially offsetting the single-employer program's losses were premium income of
$948 million and investment income of $3.3 billion. Overall, including the assets
of terminated plans for which PBGC took responsibility during the year, the
single-employer program had $34 billion in assets to cover $45.3 billion in
liabilities. The previous year, the program had $25.4 billion in assets to cover
$29 billion in liabilities.
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Single-Employer Program Exposure

In addition to losses already incurred, the PBGC calculates "reasonably possible”
exposure, an estimate of the amount of unfunded vested benefits in pension
plans sponsored by financially weak employers. The 2003 Annual Report
estimates that PBGC's reasonably possible exposure is $85.5 billion, nearly two
and a half times higher than the previous year's estimate of $35.4 billion. Two
industries-air transportation at $23.4 billion and primary metals & fabricated metal
products at $10.2 billion-account for nearly 40 percent of the total.

PBGC’s Multiemployer Insurance Program

The PBGC’s separate insurance program for multiemployer pension plans
sustained a net loss of $419 million in fiscal year 2003, resulting in fiscal year-
end deficit of $261 million. This was the program's first deficit in more than 20
years and its largest deficit ever.

The multiemployer program covers 9.7 million participants in more than 1,600
plans. The sharp reversal in the program's financial condition is due largely to a
decline in interest rates and the recording of new probable losses for plans that
are projected to become insolvent and require financial assistance from PBGC to
pay benefits. The multiemployer program has $1 billion in assets and receives
$25 million a year in premium income. PBGC estimates that total underfunding
in multiemployer plans is roughly $100 billion.

Other Key Facts from the FY 2003 Annual Report

The PBGC became trustee of 152 pension plans covering 206,000 people, up
from 144 plans and 187,000 participants the year before. This was the largest
one-year increase in the total number of people owed guaranteed benefits by the
agency.

The total number of participants owed or receiving guaranteed benefits from the
PBGC, including participants in multiemployer plans receiving financial
assistance, rose to 934,000 from 783,000.

The PBGC paid a record $2.5 billion in benefits, nearly $1 billion more than in
2002.

Premium income rose to $973 million from $812 million the year before.

PBGC'’s total return on invested assets was a positive 10.3 percent in 2003
compared with 2.1 percent in 2002.
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