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Consultation on financial management guidelines
for defined benefit schemes

Introduction

Trustees of defined benefit (DB) schemes are faced with complicated financial
responsibilities, and this requires a methodical approach to understanding the
scheme’s financial position and making the necessary decisions.

One of the functions of the Authority under the Pensions Act is to issue guidelines or
guidance notes on the duties and responsibilities of trustees. Accordingly as an aid
to trustees, the Authority is planning to publish guidelines on financial management
for DB scheme trustees. These are intended to assist trustees by providing practical
guidance on how they set about the day to day tasks of managing the current and
future financial situation of their scheme. The guidelines supplement the Authority’s
Trustee Handbook and do not set out all of the trustees’ compliance obligations.

The guidelines set out the Authority’s view of good practice. Where, for whatever
reason, the Authority becomes involved with a scheme, we will assume that the
trustees have the information and understanding set out in these guidelines, though
in particular instances, they may have adopted an alternative but equivalent
approach to scheme management.

In the late 1990s, all but a handful of DB schemes met the funding standard.
However, since the early 2000s to date, a majority (and often a large majority) of
schemes have failed to meet the funding standard. This significant deterioration had
not been foreseen, and as a result, a significant number of schemes have been
wound up, and many others have seen benefits reduced and membership frozen.
All remaining schemes are faced with contribution increases significantly greater
than originally anticipated.

The Authority’s view is that these problems arose because many schemes
underestimated the cost of providing benefits and did not properly consider the risks
facing the scheme. It is therefore important that trustees ensure that they have
proper financial management practices in place to ensure that they are best placed
to understand and manage their scheme.

There follows the text of the proposed guidelines and a section outlining some
specific questions to which the Authority is seeking responses. The final section
gives details on how to respond to this consultation.
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Financial management guidelines for defined benefit schemes

These guidelines set out what practices the Authority expects trustees to follow in
order to understand and manage the funding and investment of their defined benefit
scheme. The provisions are divided into four parts:

1. Data about the scheme that the trustees should have available to them
2.  Governance practices relevant to financial management

3. Processes that the trustees should follow

4.  Analysis that the trustees should undertake in order to arrive at decisions

Trustees should ensure that they have access to adequate actuarial and investment
advice. However, the responsibility for the scheme always rests with the trustees,
who should therefore ensure that they understand the advice they receive and the
decisions they as trustees are required to take.
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1. Scheme data

The following is the minimum information that the trustees of defined benefit
schemes should have available to them and within what timeframe:

Information How often When

Scheme asset value Annually Within one month
of year end

Investment return relative to Annually Within three

benchmarks and targets months of year
end

Investment allocation relative to Annually Within three

strategy months of year
end

Scheme liabilities and solvency At least annually* | Within three

position (including progress relative to months of year

funding proposal, where relevant) end

Costs compared to budget (where Annually Within three

borne directly by the scheme) months of year
end

* In the event of major investment losses or increases in liabilities the scheme

should review its funding position as soon as practicable.
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Governance

The following governance practices are especially relevant to the financial
management of the scheme:

There are regular scheduled trustee meetings. All decisions about financial
management should be taken at formal trustee meetings. These meetings
should have pre-circulated agendas and papers and written records of
attendance, proceedings and decisions.

Trustees should ensure that any delegation of their functions is permitted by the
trust deed and is formally decided at a trustee meeting and clearly recorded.
Trustees should take great care in selecting the person or organisation to
whom they delegate a specific function and should monitor and review the
actions of that person or organisation at regular intervals.

The trustees have engaged a scheme actuary and whatever other advisors
they feel to be appropriate. In all cases, the trustees should be the primary
client of the advisor, and the advisor should be required to confirm that there is
no conflict of interest.

Where the employer bears some or all of the costs of running of the scheme,
there should be a written agreement between the trustees and the sponsoring
employer(s) setting out the terms, including any restrictions on the freedom of
trustees to incur costs.

The trustees must have a written statement of investment policy principles (this
is a legal requirement for larger schemes), which describes the investment
strategy of the scheme clearly and specifically.
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3. Processes

In addition to their responsibilities under the Pensions Act, the following tasks should
be undertaken by trustees periodically:

Task Frequency
Review of investment strategy Three yearly
Review of contribution and funding adequacy* Three yearly
Preparation/review of risk matrix* Annually

Discussion with employer about contributions and related Annually
issues

Review of investment manager performance Three yearly

Review of scheme costs (where costs are charged to the Three yearly
scheme)

* Section 4 below considers these tasks in more detail.

The reviews of investment strategy and contribution adequacy should be undertaken
sooner in the event of any major change to the circumstances of the scheme.
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4. Analysis

The trustees must undertake the ongoing management of the scheme to invest the
contributions and provide the money necessary to meet the benefits set out in the
scheme rules.

Two important aspects of the financial management of a defined benefit scheme are:

(@) Are the scheme contributions adequate to provide the benefits of the scheme in
the short and long term?

(b) How likely is it that the benefits cannot be paid because of the risks to which
the scheme is subject?

Contributions
In consultation with the scheme actuary, the trustees should consider the following:

. What contribution rate is needed to provide current and future benefits as set
out in the scheme rules?

Because of future uncertainty, trustees should examine the costs of providing
benefits under a range of different assumptions, and pay particular attention to
results that don’t assume significant future investment outperformance.

. Given the current contribution rates by members and employers, what rate of
long-term investment return will be required to pay benefits?

Trustees should consider whether the required investment return is reasonable
or could only be possible by undertaking risky investment. They should also
consider whether the required return is consistent with the current investment
strategy.

. If the scheme currently meets the funding standard, what combination of
contribution and investment return will be needed to maintain solvency relative
to the standard over the next three years? If the scheme does not meet the
funding standard and has a recovery plan in place, are the assumed rates of
contribution and investment return in that plan sustainable and achievable?

The funding standard is a statutory measure of solvency whose purpose is to
protect members’ benefits. However, it is important to remember that it is a
minimum standard only.

. How willing and able is the sponsoring employer to maintain the contribution
rates needed to pay the benefits?

Trustees should regularly discuss the sustainability of the current contribution
rate with the employer. Such discussions should also cover the question of
what would happen in the event that deficits occur in the future.
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Risk management

As well as assessing whether the scheme is adequately funded, the trustees must
understand the risks to which the scheme is subject, i.e. what events may harm the
scheme’s ability to meet its obligations. The trustees should undertake an annual
risk assessment which identifies the biggest risks, assesses how likely they are to
occur, assesses what impact they would have if they came to pass, and examines
what the scheme should be doing to limit the risk.

There is a wide range of risk management templates available: the following is a
high level overview of the process that trustees should follow, in consultation with
their advisers and, where appropriate, the employer:

(@)

(b)

(€)

(d)

Identify the greatest risks.

The risks may vary from scheme to scheme, but the greatest risks for a typical
defined benefit scheme are

o Longevity increasing by more than expected
o Investment losses or lower than anticipated returns
o Liabilities increasing because of falling interest rates

o The sponsoring employer being unable or unwilling to pay the necessary
contribution rate

o Scheme liabilities increasing because of unexpected growth in member
earnings

Assess risk likelihood

Although it is rarely possible to put a meaningful numerical value on any risk,
trustees should at least be able to assess likelihood as high, medium or low.

Impact

Trustees should make a broad estimate of the likely impact on the scheme
solvency and cost of any of the risks, in consultation with the scheme actuary.

Mitigation

Where a risk is such that the future of the scheme would be threatened,
trustees should decide what steps they should take to limit the impact. This
may involve reducing the likelihood or the impact of the risk arising or deciding
on the steps that will be taken if the risk comes to pass.
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Results of the analysis

The purpose of the above analyses is to identify threats to the ability of the scheme
meeting its liabilities and to allow the trustees to consider what they should do in
response. Trustees need to recognise and be knowledgeable about risks and to
make a conscious, informed decision of what action, if any, is being taken — taking
no particular action to mitigate a risk is also a decision provided consideration has
been given to how one will deal with the outcome if the risk materialises.

It is not possible to generalise about what steps should be taken, but trustees should
bear in mind their responsibility to balance the financial interests of all members of
the scheme. Some risks will have different effects on different classes of members.
This is a challenge for trustees given their responsibility to balance the interests of all
members of the scheme.
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Consultation process

Submissions are now being sought in relation to the proposed guidelines on financial
management for defined benefit schemes. We would like to hear from trustees,
providers, managers, advisers and other interested stakeholders on the areas
covered in this consultation document. Whilst all comments are welcome on the
guidelines as a whole, we would particularly welcome inputs and views on the
specific questions listed below.

1. Have you suggestions on how we could improve the guidelines?

2. Does the level of guidance included in the guidelines provide sufficient detail to
assist trustees in the financial management of their schemes? Do the
guidelines include sufficient practical guidance on the standards of financial
management of DB schemes that the Authority expects? If not, can you
suggest additional guidance?

3. Is the approach to risk management set out in the guidelines useful? If not, why
not? Do you have an alternative approach to risk management for DB
schemes?

4. Do you agree that we have set out clearly what actions are expected of trustees
in relation to risk management and internal controls?

5. The Authority is considering whether to prepare practical tools such as sample
risk matrices and case studies. Would you find that useful? Would you be
prepared to participate in a working group to prepare such tools?”

6. Are there any issues not mentioned in the guidelines which should be?

How to respond

A submission form in word format is available on the Authority’s website where you
can insert your responses to the consultation directly. Click here to access this
document. Otherwise, you may send a separate submission.

Please send responses to Funding and Actuarial Services, the Pensions Authority by
Tuesday 30 September 2014, by email to: dbfunding@pensionsauthority.ie

or by post to:

Funding and Actuarial Services
The Pensions Authority
Verschoyle House

28-30 Lower Mount Street
Dublin 2


http://www.pensionsauthority.ie/en/News_Press/News_Press_Archive/Submission%20form%20%20Consultation%20on%20financial%20management%20guidelines%20%20for%20defined%20benefit%20schemes.docx
mailto:dbfunding@pensionsauthority.ie
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A public forum to discuss these issues will be held during the consultation period and
details for this event will be published on our website.

The Authority will publish a synopsis of responses received on its website.



