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Today’s agenda

o Current benefits landscape
 The new regulations
e Opportunities
e Summary Q&A
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Current benefits landscape

« DB plans in deficit

« Market conditions, demographics

* Also mounting legislative requirements

 Nearly 70% of DB plans closed to new joiners

 Very few companies stopped future DB accruals
 Recent changes may accelerate closure but not wind up



Full/partial wind up of DB plans

e Full wind up — since June 2003
— Wind up obligation on employer is the full buyout cost
« Partial wind up — since September 2005

— Participating employer has to finance share of buyout
shortfall subject to compromise agreement:
e 0N ceasing to participate
e on ceasing to have employed members participating in plan



The new regulations



What is going on?

 From April 2005

Pensions Regulator
Pension Protection Fund

New requirements for
pension increases

New whistle-blowing
obligations on trustees and
others involved with
schemes

Fuller scheme returns

 From September/December
2005

New funding rules for
defined benefit schemes

EU cross-border rules
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From April 2006

Completely new tax rules

New procedures at
retirement, death etc

New reporting to HMRC

New Member Nominated
Trustee rules

Specific requirement for
trustees to have ‘knowledge
and understanding’

New early-leaver rights

Simplification of rules for
protected rights



Finance Act 2004
New tax regime



Tax simplification from 6 April 2006 (A-Day)

« Radical change

 One regime for all types of arrangements

Personal pension plan
Retirement annuity plan
Stakeholder plan

Age -related
contribution limits
Annual ‘value” Allowance

-+

Occupational DB/DC Lifetime ‘value’ Allowance
Pre-87 joiners Salary/service
87-89 joiners benefit limits
Post -89 joiners
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Tax simplification measures

* No restrictions on contributions or benefits
e Restrictions on tax advantages for individuals
 The Lifetime Allowance (LTA) — first year £1.5m

— applies to aggregate value of tax-favoured benefits
 The Annual Allowance — first year £215,000

— applies to tax-favoured ‘contribution/accrual’ in any one year
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Tax simplification measures

 Employer

— No limits on contributions

— Tax-relief may be spread
 Employee

— Full tax-relief contributions up to 100% earnings
 BUT tax charge on employee

— on excess over the Annual Allowance

— on excess over Lifetime Allowance
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Impact of new tax regime

« Simplification or complication?

e Senior executives may be caught by new limits (especially
pre ‘89 joiners)

e For majority of members, more flexibility

e Optional for employers

 For DB, potential additional costs
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Possible changes for companies to consider

o Flexible early retirement
— Flexibility on benefit design

— Can allow early retirement in part or in full with continued
participation

e Good fit with HR policy
« DC - generally adopted

— No cost implications
— Complex administration

DB - deferred subject to future review
— Cost implications depending on early retirement terms
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Possible changes

e Death In service benefits

— Lump Sum
» Scope to provide higher sum free of tax
» Four x salary limit increased to Lifetime Allowance
— Dependants’ benefits
 Taxed as earned income
« More expensive to insure
— Review
 current split between lump sum and dependants’ pension
 insurance arrangements
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Possible changes

Cash option

— Exercised by members at retirement

— Tax-free cash in lieu of personal pension
— Generally maximum cash is taken

 New regime higher cash limits for majority of members
e Increase can be a significant 80% for 20 years service
e DC

— no cost implications
« DB

— on current factors, could reduce source of profit for plan
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Possible changes

e Additional voluntary contributions (AVC)
— Continue AVC facility or not?
— Maintain 15% overall limit on member contribution?
— Allow AVC funds to be used for tax-free cash?
e ForDB
— Loss of expected profit from cash option
— Possible immediate impact on funding and accounting cost
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Consultation, communication and documentation

 Company review of check list of possible changes
« Decisions subject to consultation with trustees

* Legal advice on powers of amendments in plan
documents

e Communication with members
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Pensions Act 2004
DB plans



Delivering the pension promise
Now a joined-up approach

Pensions
Regulator

Litory =Lplelirie) Pension Protection

ORECHVE Fund
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Pension Protection Fund (PPF) for DB funds only

« Partial protection for DB members
e Kicks in if
— employer becomes insolvent
— plan assets do not cover buyout cost of ‘protected liabilities’

 Funded by risk-based levy on DB plans

 Amount of levy depends on:
— size of plan and its funding level
— covenant of employer
— guarantees from employer and/or contingent assets
— from next April, asset allocation
— multi-employer plan, whether sectionalised
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The Pensions Regulator

* |n office from 6 April 2005
— to protect pension plan benefits
— to reduce risk of plans calling on
Pension Protection Fund
e Has strong and wide powers
— to impose contribution rate
— to change future benefits

) David Norgrove
— to close and/or wind up plans
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New scheme-specific funding regulations

* Governs cash funding of pension plan

 Being phased in but impacting decision-taking now
* Funding targets and assumptions set by trustees
 Funding to be agreed by trustees and employer

e Subject to Regulator’s
— oversight
— intervention

 The Regulator’'s powers extend to stopping/amending future
benefit accrual

25



New scheme-specific funding regulations

e Trustees

must obtain actuarial advice
choose valuation assumptions

must be prudent

act as a material unsecured creditor

take into account
 financials of the employer
* investment policy

prepare statement of funding principles
Issue annual funding statement to members
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Recovery of deficit

» Deficits should be funded as quickly as the sponsor can
reasonably afford
* Trustees must take into account:
— SpOﬂSOI”S covenant
— business plans
— expenditure commitment
— alternative security
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Recovery of deficit

PRUDENCE

Risk adopted in Employer ability to makeé
assumptions ~ good shortfall (if any)
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Funding

* Role of trustee
— be prudent
— act independently and robustly in negotiations with employer
— seek to agree contributions with employer

— prepare statement of funding principles within 15 months of
valuation date

— can consider reducing future benefits

— if no agreement, refer to the Regulator
* Role of employer

— provide information to trustees

— agree funding with trustees
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Valuation process — roles of trustees/employer

Completion within 15 months

Trustees
* review valuation basis
» obtain information on financials of employer

Trustees
» employer agreement on assumptions

* obtain employer agreement to contributions

Employer
agrees?

Trustees
» complete valuation formalities

» submits statement of funding principles
and recovery plan to the Regulator

Trustees/Employer
« further negotiations
* consider options
* reach agreement
|
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Trustees
* refer to the Regulator




Scheme funding — where do we go from here?

e Financial assessment of employer

o Additional or alternative security, contingent assets
« Shorter deficit correction periods

* Rising contribution rates
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Employer/Trustees obligations to the Regulator

« Must notify the Regulator of certain events
e Any decision or action that could reduce the recovery of
the debt for the buyout shortfall:
— Decision to sell an employer
— Intention to cease business in the UK

— Change in employer credit rating or breach of a banking
covenant
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‘Moral hazard’ provisions

e Actions which potentially reduce the recovery of the debt
for the buyout shortfall, including:
— M&As
— Internal restructuring

— repatriation of capital, share buy-backs, significant dividend
payments
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‘Moral hazard’ provisions

 The Regulator has powers to issue:
— contribution notices

— financial support directions

 recipient has to put in place and maintain funding or guarantees
within a specified period

e Powers extend to parties connected with an employer
participating in a DB plan
e Can ‘unravel’ historic decisions (back to 27 April 2004)
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Clearance for transactions

« Advance clearance from the Pensions Regulator
« Optional for parties involved in corporate transactions

* Provides valuable degree of certainty that no contribution
notice or financial support directions will be issued

« Before application for clearance, employers and trustees
expected to reach agreement

« Employers preparing confidentiality agreements
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Regulator guidance on employer/trustees conflict

« Conflicted trustees should recognise their position and act
appropriately

« Conflicted trustees may step out of decisions on certain
matters

« Use of separate actuarial and legal advice for sponsors
and trustees is encouraged

e Trustees should be given access to information and
decision-makers
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Opportunities



So where are the opportunities?

« Climate for change

 Review with UK management
— Sector practice
— HR issues
— Financials

— Any restrictions because of plan rules or contractual
obligations
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So where are the opportunities?

 Review terms of current Final Salary DB

— Established discretionary practices for granting
enhancements

— Pension indexation
— Reducing annual accrual
— Rise in members’ contributions from 5% to 6.5% or 7%

e Risk sharing

o Switch to Career Average Revalued Earnings (CARE)
« Switch to cash balance

e Hybrid DB/DC
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Other measures

e Review investment policy
— Decided by trustees subject to consultation with employer
— Reducing risk
— Effect on P&L and balance sheet
» |f several plans
— Pooling of investments
— Pooling of risk
— Plan mergers
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Trend for change

e Special contribution payments combined with benefit
changes

« Some high-profile cases of companies ceasing DB accrual
for all employees

« CARE plans are gaining in popularity

« A small number of employers have adopted cash balance
plans for new employees (eg Barclays)
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Summary

e Complicated subject

e General picture of pension change

 New trends are emerging (CARE, cash balance)
e Opportunity for more comprehensive review
 Mind-set ready for change

42



Questions

e Thank you
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