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What is the problem under consideration? Why is government intervention necessary?
Policy on the calculation of pensions transfer values was delegated to the Actuarial Profession.
The Profession fulfilled its responsibilities by issuing mandatory guidance to actuaries. However
the Actuarial Profession decided that it was no longer appropriate for it to have the responsibility
for setting policy on cash equivalent transfer values.

The Government has therefore had to resume the responsibility for setting policy in this area.
The Government cannot itself issue a mandatory guidance note and there is no other
appropriate body who could issue the guidance note. The only way that policy can be
articulated is by regulations.

What are the policy objectives and the intended effects?
The policy objective is to maintain the existing framework for the calculation of the value of
pension rights and to do so at a minimal cost to pension schemes.

The intended effect is that across all pension schemes, pensions transfer values should remain
broadly at the same level as they would have done had the current actuarial guidance remained
in force.

What policy options have been considered? Please justify any preferred option.
Prescribed assumptions The Government would prescribe all the assumptions for calculating
transfer values.

“EXD54” basis Transfer values would be calculated by reference to the likelihood that pension
benefits would be paid.

Scheme specific Transfer value would be based on the expected cost within the scheme of
providing the pension benefits. This is the preferred option because it mirrors current
arrangements and will allow transfer values to remain broadly at the same level as they would
have done had the current actuarial guidance remained in force, and meets the objectives.

When will the policy be reviewed to establish the actual costs and benefits and the
achievement of the desired effects? October 2011.

Ministerial Sign-off For final stage Impact Assessments:

| have read the Impact Assessment and | am satisfied that (a) it represents a fair
and reasonable view of the expected costs, benefits and impact of the policy,
and (b) that the benefits justify the costs.

Signed by the responsible Minister:

Mike O’Brien

Date: 2 Aoril 2008
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Policy Option 1 Description Prescribed assumptions

ANNUAL COSTS Description and scale of key monetised costs by ‘main
affected groups’
Pension schemes £6.75-12.75 million

One off | : 6.75-12.75m | Yrq 1
Transition)

Average Annual Cost
(excluding one-off)

£ None Total Cost (pv)

1=

E 6.75-12.75m

Other key non-monetised costs by ‘main affected groups’

None.

ANNUAL BENEFITS Description and scale of key monetised benefits by ‘main
affected groups’

One off Yrs

E  None

Average Annual Benefit
(excluding one-off)

E None e Non
Total Benefit (P one

Other key non-monetised benefits by ‘main affected groups’
Increased certainty for scheme members about amounts of transfer values.
Less need for trustees to factor the scheme’s circumstances into the transfer calculation.

Key Assumption/Sensitivities/Risks A key assumption is that the Government would be able to set
out in regulations all of the assumptions necessary for the calculation of transfer values. The risk is that
this approach is relatively inflexible, applying to all schemes large and small, and it would be difficult to
make chanoes auicklv.

Price Base Time Period Net Benefit Range (NPv) NET BENEFIT (npv Best estimate)

Year 2007 Years 1 £ (-6.75m) — (- 12.75m) £ -9.75m

What is the geographic coverage of the policy/option? Great Britain

On what date will the policy be implemented? 1 October 2008

Which organisation(s) will enforce the policy? Pensions Regulator

What is the total annual cost of enforcement for these organisations? £ Negligible

Does enforcement comply with Hampton principles? Yes

Will implementation go beyond minimum EU requirements? N/A

What is the value of the proposed offsetting measure per year? £  Nil

What is the value of changes in greenhouse gas emissions? Negligible

Will the proposal have a significant impact on competition? No

Annual cost (£-£) per organisation (excluding one-off) | Mcre small Med Large
N/A N/A N/A N/A

Are any of these organisations exempt? No No N/A N/A

Impact on Admin Burdens Baseline (2005 Prices) £ (Increase - Decrease)

Increase off ¢ 0 Decrease of| £ 0 Net Impact 0

Annual Cost: Constant Prices (Net) Present Value




Policy Option 2

ANNUAL COSTS

One off

Transition)

Average Annual Cost

E 13.4-- 25.5m
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Description “EXD54”

affected groups’

Yryg 1

(excluding one-off)

E 300m

Description and scale of key monetised costs by ‘main

Pension schemes (and their sponsoring employers) would be the
groups affected by these costs.

Total Cost (pv)

& 2.17bn

Other key non-monetised costs by ‘main affected groups’

None.

ANNUAL BENEFITS

One off

affected groups’

E  None

Yrs

option.

Average Annual Benefit
(excluding one-off)

E 300m

Description and scale of key monetised benefits by ‘main

Members of salary related pension schemes who opted to transfer
out of their scheme to another scheme would benefit under this

Total Benefit (pv)

E  2.15bn

Other key non-monetised benefits by ‘main affected groups’

None.

Key Assumption/Sensitivities/Risks
The effect on transfer values of scheme underfunding has been assumed to be generally eliminated

over a period of 10 years.

Price Base Time Period Net Benefit Range (NPv) NET BENEFIT (npv Best estimate)

Year 2007 Years 10 £ (-13.4m) — (-25.5m) £ -19.5m

What is the geographic coverage of the policy/option? Great Britain

On what date will the policy be implemented? 1 October 2008

Which organisation(s) will enforce the policy? Pensions Regulator

What is the total annual cost of enforcement for these organisations? £ Negligible

Does enforcement comply with Hampton principles? Yes

Will implementation go beyond minimum EU requirements? N/A

What is the value of the proposed offsetting measure per year? £ Nil

What is the value of changes in greenhouse gas emissions? Negligible

Will the proposal have a significant impact on competition? No

Annual cost (£-£) per organisation (excluding one-off) | Mcre small Med Large
N/A|N/A N/A N/A

Are any of these organisations exempt? No No N/A N/A

Impact on Admin Burdens Baseline (2005 Prices) £ (Increase - Decrease)

Increase off ¢ 0 Decrease of| £ 0 Net Impact 0

Annual Cost: Constant Prices

(Net) Present Value
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Policy Option 3

Description Scheme specific

ANNUAL COSTS

Description and scale of key monetised costs by ‘main
affected groups’

One off

Transition)

£6.75-12.75m

Yry 1

Pension schemes £6.75-12.75m

Average Annual Cost
(excluding one-off)

e

=

None

Total Cost (pPv) £6.75-12.75m

Other key non-monetised costs by ‘main affected groups’

None.

ANNUAL BENEFITS

Description and scale of key monetised benefits by ‘main
affected groups’

No ongoing benefits.

One off

=

None

Yrs

Average Annual Benefit
(excluding one-off)

B

=

None

E None

Total Benefit (P

Other key non-monetised benefits by ‘main affected groups’

This approach will provide the trustees with greater flexibility; assumptions can be quickly amended to
reflect changes eg in mortality. The approach will be very much consistent with current arrangements
for transfers and with the way that the scheme funds benefits for individual members.

Key Assumption/Sensitivities/Risks

In order for transfer values to remain broadly unchanged, a key assumption is that schemes already use
a “best estimate” to determine the assumptions used in the calculation. A risk is that if schemes use
some other basis. amounts of transfer values will chanae.

Price Base Time Period Net Benefit Range (NPv) NET BENEFIT (npv Best estimate)

Year 2007 Years 1 £  (-6.75m) — (-12.75m) || £ -9.75m

What is the geographic coverage of the policy/option? Great Britain

On what date will the policy be implemented? 1 October 2008

Which organisation(s) will enforce the policy? Pensions Regulator

What is the total annual cost of enforcement for these organisations? £ Negligible

Does enforcement comply with Hampton principles? Yes

Will implementation go beyond minimum EU requirements? N/A

What is the value of the proposed offsetting measure per year? £ Nil

What is the value of changes in greenhouse gas emissions? Negligible

Will the proposal have a significant impact on competition? No

Annual cost (£-£) per organisation (excluding one-offy | Mcre small Med Large
N/A N/A N/A N/A

Are any of these organisations exempt? No No N/A N/A

Impact on Admin Burdens Baseline (2005 Prices) £ (Increase - Decrease)

Increase off ¢ 0 Decrease of| £ 0 Net Impact

Annual Cost: Constant Prices | | (Net) Present Value
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Evidence Base

for Summary Sheets

Introduction

1. This Impact Assessment (IA) considers changes to the way that pensions
transfer values are to be calculated. It is accompanied by a set of regulations:
the Occupational Pension Schemes (Transfers Values) (Amendment)
Regulations 2008.

Problem under consideration

2. Pension rights Members of pension schemes accrue pension rights in
their scheme. Where a person transfers from one pension scheme to another a
cash value is put on their accrued pension rights and that cash sum is paid from
the transferring scheme to the receiving scheme. The cash sum is then
converted into pension rights in the receiving scheme. Pension rights may also
need to be valued for other purposes, including circumstances where the pension
is taken into account in divorce proceedings and the disclosure of the value of
directors’ pensions in annual reports.

3. There are broadly two kinds of pension rights, salary related rights and
money purchase rights. Salary related rights are generally based on length of
service and remuneration. Money purchase pension rights are represented by
the monetary value of the individual's account within the scheme (the
contributions paid by and in respect of the employee and the investment returns
on those contributions).

4. In a money purchase arrangement, the value of the member’s pension
rights is, straightforwardly, the cash value of his or her individual account at any
particular point in time. However the conversion of salary related pension rights
into a cash amount is much more complicated. A special methodology has to be
used for the calculation. It is the methodology for the calculation of the value of
salary related pension rights which is the subject of this IA.

5. Actuarial Profession The Social Security Act 1985 gave members whose
pensionable service had ended a statutory right to have the “cash equivalent” of
their pension rights transferred to another pension arrangement. The
Government delegated to the Faculty and Institute of Actuaries (“the Actuarial
Profession”) the responsibility for determining the policy on the calculation
framework for cash equivalent transfer values. The Actuarial Profession fulfilled
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its obligations by issuing a mandatory guidance note for actuaries, GN11%.
(From April 2007, responsibility for GN11 passed to the Board for Actuarial
Standards.)

6. Policy review In May 2005, the Actuarial Profession issued proposals for a
major revision of GN11. The proposals were contained in a document called
Exposure Draft 54 (“EXD54").

7. EXD54 proposals The existing GN11 bases the value of the cash
equivalent on the expected cost of the members’ benefits to the scheme.
However EXD54 proposed the pension benefits should be valued by reference to
their security, in other words the likelihood that they would be paid. Benefits
considered to be secure would have a higher transfer value; conversely benefits
considered to have a larger degree of risk, and therefore less secure, would have
a lower transfer value. A strong employer, able to support the scheme, would
mean that pension benefits should be treated as secure and hence should have
a high transfer value. On the other hand, an employer perceived to lack financial
strength would mean that pension benefits should be treated as less secure and
therefore should have a lower transfer value.

8. The Actuarial Profession issued EXD54 because their perception of the
nature of transfer values has changed. The expected cost to the scheme
approach has generally been accepted as the appropriate method for calculating
transfer values, and this approach is contained in GN11. However the Actuarial
Profession has now moved to the position that an approach based on value to
the member ie the EXD54 approach is the better actuarial view. In the
arguments put forward by the Profession to support this change, the point was
made that their primary concern was the calculation of what they regarded as fair
transfer values for members and not wider social policy issues.

Rationale for Government intervention

9. The effect of the EXD54 proposals would have been to increase transfer
values significantly and thus increase costs to schemes. Whilst it would have
increased the amount of the transfer payment and given the transferring member
the opportunity of securing a higher level of benefits in the new scheme, it might
also have led to perverse incentives to transfer out of schemes. Ultimately the
increased costs of transfers might have affected the viability of some schemes.
The EXD54 proposals would also have had a negative effect on public service
pension schemes, where unplanned-for increased costs would have had to have
been met by the taxpayer.

10. For the Government, the starting point in considering this issue has been
the ongoing sustainability of pension schemes. The EXD54 proposals, if put into

1 GN11 Retirement Benefit Schemes — Transfer Values. Originally issued by the Actuarial Profession, but
since April 2007 adopted by the Board for Actuarial Standards, to provide guidance to actuaries on the
calculation of pensionstransfer values. The guidance has been in place since 1985.
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effect, would have weakened private sector schemes and added costs to the
public service. The Government discussed the results of their consultation with
the Actuarial Profession. It was agreed that the time was right for the
Government to resume direct responsibility for setting policy in this area.

11. As part of this change in responsibility, GN11 will be withdrawn. The
Government, in considering how best to discharge its responsibility for policy on
this issue, has had to weigh up a number of factors:

» the Actuarial Profession wanted to withdraw from the existing
arrangements;

* it would not be appropriate for the new Board for Actuarial Standards,
which has taken over some of the responsibilities of the Actuarial
Profession, to take on this policy responsibility long-term; and there
was no other appropriate body to whom the responsibility for issuing
mandatory guidance could be given;

» complete deregulation was not an option because amounts of transfer
values can be quite large and this is therefore an important issue for
both members and schemes. There needed to be some certainty
about the way that transfer values were calculated,;

» the Government could not itself issue a new mandatory guidance note
to replace GN11 because of the nature of the primary power in section
97 of the Pension Schemes Act 1993.

12. In the light of these factors the Government decided that the most
appropriate way forward was to set out in legislation the principles that should
underpin the calculation of transfer values. On 21 March 2006 the Government
announced that it intended to regulate in this area.

Objectives

13. The Government’s objective is to maintain the existing framework for the
calculation of the value of pension rights and to do so at a minimal cost to
pension schemes. In more detail, the objectives are as follows:

(&) Any new arrangements should be fair to the transferring member, to
members remaining in the scheme and to the sponsoring employer.

(b) Any new arrangements should not weaken or impact on the scheme’s
funding position.

(c) Any new arrangements should be broadly neutral in their impact on
transfer values across all schemes.
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Intended effect

14. The intended effect is that across all schemes, transfer values should
remain at broadly the same level as they would have done had the current
actuarial guidance (ie GN11) remained in force.

Common features
15. There are a number of features which are common across all the options
and these are described below.

(i) Main affected groups
16. The main groups affected by the proposals are as follows:

» thetransferring member The higher the transfer value the better it is
for the transferring member. He or she is better able to replicate or
improve their benefits in the new scheme.

* members remaining in the scheme The greater the amounts of
money that are taken out of the scheme in the form of transfer values,
the greater the risk to the funding of the scheme and therefore the
greater the risk to their pension benefits.

* sponsoring company and its shareholders If transfer values for
individuals leaving the scheme are above the levels at which the
scheme is funded for those individuals, the company may be forced to
make additional contributions to the scheme, to make good the
shortfall in funding. Higher levels of transfer values may therefore be
detrimental to the sponsoring company and its shareholders.

* Government The Government and the taxpayer stand behind public
service pension schemes. Unplanned-for increases in transfer values
would have to be met by redirecting expenditure from elsewhere in
Government. The Government has overarching responsibility for all
schemes for determining the transfers regime.

» administrators and advisers Pension scheme administrators and
advisers, such as actuaries and independent financial advisers, would
be particularly concerned that the new arrangements should be
straightforward, simple to operate and easily explainable to members.

» other users The methodology for the calculation of pensions transfer
values is used for other purposes including divorce and the disclosure
of the value of directors’ pensions in annual reports. Other users may
therefore be concerned about significant changes in the methodology.
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(i) Geographical extent
17. Whilst all of the options would apply to the United Kingdom, Northern
Ireland will make separate, corresponding legislation.

(iii) Implementation

18. It was originally intended that the new arrangements should come into
effect on 6 April 2008. However in order to give schemes more time to prepare,
the Government announced in October 2007 that the new regulations would
come into force on 1 October 2008.

OPTIONS

19. In June 2006, the Government consulted on three possible approaches to
the calculation of pensions transfer values®. (The Response to the Consultation
was published in January 2007°.) The three approaches were:

(i) Prescribed assumptions
(i) “EXD54” basis
(i) Scheme specific basis

Counterfactual

20. The counterfactual is the position that would prevail if a new policy change
was not introduced (ie the position if nothing were done). For this Impact
Assessment the counterfactual is not straightforward. As previously described,
the Actuarial Profession had decided to withdraw GN11 because it was no longer
content that the framework for the calculation of transfer values which it
prescribed was appropriate. (GN11 will be withdrawn once the new regulations
come into effect.) Clearly therefore the GN11 requirements cannot strictly be
described as the position if nothing were done. However in order to demonstrate
the effects of the options in this Impact Assessment, and in the absence of any
other suitable comparator, they have been measured against the position that
would have applied if GN11 had remained in force in its current form.

Option 1 - Prescribed assumptions

21. Under the prescribed assumptions approach, the Government would set
out in regulations the detail of how transfer payments were to be calculated.
Regulations would set out in detail the assumptions to be used in the calculation
and would limit the extent of any actuarial discretion. For example the
regulations would define the mortality tables, the rate of inflation and the rates of

2 Approaches to the calculation of pensions transfer values — Consultation document June 2006
3 Approaches to the calculation of pensions transfer values — Response to the consultation January 2007
[Both documents are to be found at: http://www.dwp.gov.uk/consultations/2006/ ]
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investment return to be used in calculating the transfer value. The rules would
apply to all schemes, funded and unfunded, in the public and private sectors.

22. The prescribed assumptions approach would be a “one size fits all”
approach and it could be used in all kinds of pension schemes. It would be a
transparent methodology and members could see how their transfer values were
calculated. On the other hand, there would be difficulties in determining
assumptions which were suitable for all schemes and thereafter ensuring that
they remained appropriate.

23. This approach could be structured to meet the objectives, so that, for
example, individual transfer values remained at broadly the same level after the
new regulations took effect. However this would mean setting the assumptions,
which would apply to all schemes, towards the lowest common denominator.
The regulations would need to be amended frequently to reflect changing
circumstances for example in relation to the markets.

24. Inthe June 2006 consultation, this was the least popular option. The main
concern that respondents had about this approach was that it would not take into
account the circumstances of individual schemes.

Cost

25. Numbers of schemes affected The schemes primarily affected by these
proposals are salary related schemes. it is not possible to estimate the cost
impact on smaller schemes. Therefore for the purposes of this costing it has
been assumed there will be no additional costs for all schemes with fewer than
12 members and for half the schemes with between 12 and 99 members. On the
other hand, it has been assumed that all larger schemes will incur additional
costs.

26. Since the consultation on the draft Impact Assessment, new figures on the
numbers of occupational pension schemes have become available*. These new
figures are used in the section below.

27. The estimates of numbers of schemes affected are as follows:
Private sector
Schemes with 100+ members: 3,340
Half of all schemes with 12-99 members: 1,345

Public service
All public service pension schemes: 310

* Occupational Pension Schemes 2006 published by the Office for National Statistics.
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28. One off costs Under this option, trustees and managers of the scheme
would be responsible for the calculation of transfer values. Some one off costs
would be triggered by this change.

29. In the consultation on the draft Impact Assessment, the only comments
made about costs were in relation to the scheme specific option. The scheme
specific option has therefore been revised in the light of those comments and
those changes are discussed in detail later on. However for the purposes of
costing the options, the costs of the prescribed assumptions and scheme
specific options have always been assumed to be the same. The costs in this
section have therefore been amended so that they continue to be consistent with
the costs of the scheme specific option. Costs have now been presented in
ranges and the figures below have been amended to reflect this change.

- administrators would need to become familiar with the new
arrangements — estimated £130 per scheme;

- some actuarial input would be needed to review the scheme’s processes
— estimated £1,250 - £2,500 per private sector scheme. (Cost expected to
be lower for public service schemes.)

In total a typical private sector scheme might face one off costs in a range from
£1,400 to £2,600 under this option.

30. Total one off costs For private sector schemes, the total one off cost is
expected to fall in the range between £6.5 — 12.3 million. For public service
schemes the one off cost would range between £250,000 and £450,000.

31. Annual ongoing costs Schemes already have in place systems for the
calculation of pensions transfer values and for reviewing the arrangements. The
only new ongoing requirement is that more information has to be provided to
members considering whether to transfer. However this new information is quite
limited and once it is added to standard documentation, ongoing costs would be
negligible.

32. Non-monetised costs None.
33. Annual costs per organisation This approach has no annual costs.

34. Exemptions All salary related pension schemes would be covered by this
approach.

Benefits

35. “Benefits” effectively means benefit to the transferring member. However
overall under the prescribed assumptions option, transfer values would be
expected to remain at broadly the same level as they would have done had the
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current actuarial guidance remained in force. There would be no benefit to any
particular group.

36. Non-monetised benefits Members would have greater certainty about the
amounts of transfer values. There would also be less need for trustees to have
to factor the scheme’s circumstances into the transfer calculation than is the case
at present.

Key assumptions / Sensitivities / Risks

37. The key feature of this approach is that the Government would determine
and set out in regulations all of the assumptions to be used in calculating transfer
values. A key assumption is therefore that the Government would, in the first
instance, be able to establish an appropriate and detailed framework for the
calculation of transfer values which would be suitable for all types of scheme;
and, thereafter keep it up to date.

38. The main risks arise from the fact that assumptions prescribed by the
Government would be relatively inflexible. They would have to apply to all
schemes large and small and such an approach might not be able to respond
quickly enough to reflect changes, for example in the market.

Option 2 - “EXD54” basis

39. The June 2006 consultation included the “EXD54” approach, originally put
forward by the Actuarial Profession in May 2005. This approach would lead to
higher transfer values and hence would favour the member wanting to transfer
out. It could also be used in unfunded public service pension schemes. On the
other hand, this approach would be a more complicated and expensive way of
calculating transfer values. It would increase the likelihood that employers would
have to make extra contributions to the scheme. There could also be difficulties
in trustees having to routinely and regularly assess the strength of the “employer
covenant”, that is, the employer’s ability and willingness to support the pension
scheme.

40. This approach would not meet any of the Government’s objectives. It would
benefit the transferring member at the expense of members remaining in the
scheme. It would not be consistent with the scheme’s funding arrangements.
And it would increase the level of transfer values.

41. In the June 2006 consultation, only a handful of respondents favoured this
approach. Most of these respondents favoured this approach because it would
benefit former spouses — usually women — where a pension is shared on divorce.
The majority of respondents, including all the sponsoring employers who
responded, were against the approach, many quite strongly.
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Cost

42. Numbers of schemes affected It has been assumed that numbers of
schemes affected would be the same as under the prescribed assumptions
approach.

43. One off costs Administrative costs would be much higher under the
EXD54 approach and in fact they have been assumed to double. For private
sector schemes costs would therefore range from £12.9 — 24.6 million; and from
£500,000 to £850,000 for public service schemes.

44. Annual ongoing costs In terms of a cost benefit analysis, increases in
the amounts of transfer values could be counted as a transfer insofar as the cost
to the employer is balanced out as a gain to the member. However the
perception by employers and others is that increased transfer values may well
mean increased contributions into their pension scheme, which in turn would be
a cost on their business. For the purposes of this Impact Assessment, increased
amounts of transfer values have therefore been treated as a cost to the scheme
and the sponsoring employer, but a benefit to the member. Under the EXD54
approach, amounts of transfer values payable would increase significantly.

45. Where a private sector scheme is underfunded, transfer values can be cut
back to reflect that underfunding. Where an actuarial valuation reveals a funding
deficit, trustees must prepare a recovery plan for eliminating that deficit and must
send a copy to the Pensions Regulator. There is no prescribed time limit for the
length of the recovery plan, but for the purposes of this IA it has been assumed
that funding deficits will generally be eliminated within a period of 10 years. Over
time, there would be a significant increase in costs because of increases in the
amounts of transfer values payable. When schemes as a whole had moved to a
position where it was not necessary to reduce transfer values because of
underfunding, the annual additional costs for private sector schemes could be of
the order of £400 million a year. A progressive increase to this amount over the
10 years has been assumed. Because the underfunding provisions do not affect
public service pension schemes, these schemes could see an immediate
increase in costs of up to around £80 million a year.

46. Non-monetised costs Increases in transfer values of this amount would
impact on a number of other groups. The sponsoring company and shareholders
might be required to put additional funds into the pension scheme to make good
amounts paid out as transfer values. Similarly in the public sector, unplanned for
increased costs would have to be met by the taxpayer. There would be training
costs for administrators and advisers, who would have to become familiar with
the new approach.

47. Annual cost per scheme This cost would arise from increases in the
amounts of transfer values. However a transfer value is determined by a
member’s salary and length of service. Amounts of transfer values are not
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related to scheme size. It would not therefore be appropriate to apportion annual
costs in terms of the size of the pension scheme.

48. Exemptions All salary related pension schemes would be affected by this
approach.

Benefits

49. The people benefiting from this change would be scheme members who
transferred out of their schemes. The costs for schemes and employers under
the EXD54 approach would become the benefit for this group. For example for
private sector schemes, the EXD54 approach could lead to an average uplift in
transfer values of the order of 35 - 45%. These increases in transfer values
would give the transferring member a greater chance of replicating his or her
benefits in the new scheme.

50. Non-monetised benefits None.

Key assumptions / Sensitivities / Risks

51. Because transfer values can be cut back to reflect underfunding, a key
assumption is the length of time that it is assumed that schemes, broadly, remain
underfunded. This IA assumes a ten year horizon but if schemes generally
become fully funded before then, that would lead to increases in costs above the
levels assumed.

52. Another important assumption is that it is possible for the trustees to
regularly and routinely come to an accurate view about the strength of the
employer covenant. This is also one of the main areas of sensitivity. Differences
in estimates of the strength of the employer covenant could lead to significant
variations in transfer values.

53. There are a number of risks with this approach. The first is that it is not
directly related to the way that the scheme is funded. The provision that the
scheme is making for the members’ benefits is not directly reflected in the
amount of the transfer value, other than by the proxy measure of the strength of
the employer covenant. Increases in transfer values could well result in
increasing numbers of transfers out of the scheme. This in turn could lead to a
weakening of scheme funding and a risk of scheme failure for those members
remaining in the scheme. Finally there is a risk that the trustees may not be able
to properly evaluate, routinely and regularly, the strength of the employer
covenant. For example full up-to-date information about the employer’s business
may not be available to the trustees. Without full information about the employer
covenant, there is the risk of transfer values being distorted.
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Option 3 - Scheme specific basis

54. This approach is based on the expected cost within the scheme of providing
the member’s benefits. It is the approach currently contained in GN11. The
approach is based on what the scheme estimates it would need at the time of the
transfer to provide benefits for the transferring member if he or she had actually
remained in the scheme. Under this approach, schemes would calculate transfer
values by reference to assumptions and values consistent with — but distinct from
— those used to assess the funding position of the scheme.

55. Most public service pension schemes are unfunded and on that basis would
not therefore be able to fully adopt this approach. However guidance to be
issued by HM Treasury would set out how key parts of the calculation of the
transfer value are to be performed. The intention is that transfer values should
remain at much the same levels as under the approach set out in GN11.

56. Taking the scheme specific approach forward into regulations would mean
that schemes should only have to make a few technical changes to their
arrangements.

57. Interms of the objectives, this approach would appropriately balance the
interests of the outgoing member, the members remaining in the scheme and the
sponsoring employer. The arrangements would be broadly consistent in
approach, but distinct from, scheme funding arrangements. It would also mean
that across all pension schemes, transfer values would remain broadly at the
same level as they would have done had the current actuarial guidance remained
in force.

58. Inthe June 2006 consultation there was overwhelming support for this
approach.

Costs

59. Numbers of schemes affected The numbers affected are assumed to be
the same as under the prescribed assumptions approach. For ease of
reference the numbers are set out here again.

Private sector
Schemes with more than 100 members: 3,340
Half of all schemes with 12-99 members: 1,345

Public service
All public service pension schemes: 310

60. One off costs Inthe consultation on the Impact Assessment comment was
made that the estimates of costs were too low and that for example some manual
calculations might need to be done before computer systems had been updated.
Comment was also made that the estimates of the actuarial input required
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needed to be revised upwards.

61. In October 2007, the Government announced that the coming-into-force
date for the new regulations would be deferred until October 2008. From the
date the regulations are published, schemes will have five months to prepare.
The Government remains of the view that some of the costs of preparing for the
new regulations can be contained within the normal cycles that schemes have for
reviewing their arrangements. Nonetheless the Government accepts that it
would be better to present costs as falling into a range, and the figures below
have been amended to reflect this change.

- administrators would need to become familiar with the new
arrangements — estimated £130 per scheme;

- some actuarial input would be needed to review the scheme’s processes
— estimated £1,250 — £2,500 per private sector scheme. (Cost expected
to be lower for public service schemes.)

In total a typical private sector scheme might face one off costs of between
£1,400 and £2,600 under this option.

62. Total one off costs For private sector schemes, the total one off cost is
expected to fall in the range between £6.5 — 12.3 million. For public service
schemes the one off cost would range between £250,000 and £450,000.

63. Annual costs As with the prescribed assumptions approach, these would
be negligible. Transfer values would remain at broadly the same level as they
would have done had the current actuarial guidance remained in force.

64. Non-monetised costs None. This approach rolls forward the current
arrangements with which all parties are familiar.

65. Exemptions All salary related pension schemes would be affected by this
approach.

Benefits

66. Under the scheme specific option, transfer values would remain at broadly
the same level as they would have done had the current actuarial guidance
remained in force. There would be no new benefit to any particular group.

67. Non-monetised benefits This approach would provide the trustees with
greater flexibility; assumptions could be quickly amended to reflect changes eg in
mortality. The approach would also be much more consistent with the way that
the scheme funds benefits for individual members.
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Key assumptions / Sensitivities / Risks

68. The intended effect of these proposals is that transfer values would remain
broadly at the same level as they would have done had the current actuarial
guidance remained in force. A key assumption for the scheme specific
approach is that schemes already calculate transfer values using a “best
estimate” to determine assumptions. If a large number of schemes use some
other methodology, the new regulations may alter the level of transfer values.

69. Because this is a scheme specific approach, transfer values would vary
from scheme to scheme. If it becomes apparent that there are wide variations
between schemes that may give rise to pressure from members and their
representatives for a more prescriptive approach.

Admin burdens baseline

70. Under the scheme specific approach, schemes will be required to give
more information to members considering whether to transfer. This information
consists of (i) advice that the Financial Services Authority, the Pensions
Regulator and the Pensions Advisory Service can provide more information on
the advisability of transfers; (ii) the existence of the Pension Protection Fund; and
(i) that the member may wish to consider taking financial advice.

71. Itis expected that schemes will meet this new obligation by adding some
additional paragraphs to the standard documentation they already provide to
members considering whether to transfer. There will be some minor one off
costs in drafting these paragraphs but ongoing costs will be negligible. These
changes would therefore have no effect on the admin burdens baseline.

Other issues

(i) Enforcement

72. The draft regulations do not provide for any new sanctions. The existing
regulatory and enforcement regime that applies to occupational pension
schemes would also apply in respect of these regulations.

73. Enforcement would be carried out by the Pensions Regulator. The
Pensions Regulator has a number of sanctions at its disposal including the power
to issue improvement notices and third party notices where necessary (sections
13 and 14 of the Pensions Act 2004). If these notices are ignored, the Regulator
has powers, under section 10 of the Pensions Act 1995 to apply financial
penalties.

74. There are also specific penalties attached to breaches of requirements in
relation to transfer values. Section 93A(4) of the Pension Schemes Act 1993
provides for a sanction where a statement of entittement has not been issued.
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Section 99(7) of that Act provides that where trustees or managers have failed to
give effect to the member’s wishes in respect of the transfer, they can be
sanctioned. Regulation 11(6) of the Occupational Pension Schemes (Transfer
Values) Regulations 1996 (SI 1996/ 1847) provides that where any person has
failed to disclose information in accordance with regulation 11, they may be
sanctioned by the Pensions Regulator.

75. There will be no additional enforcement costs attached to any of the
options. Any enforcement action would be counted in the Pensions Regulator’s
existing regulatory regime.

Monitoring and evaluation

76. Trustees would need to review their arrangements to make sure they are
fully aligned with the new regulations, but this should not be a major task. If
however a scheme fails to take any action and there is reason to believe that the
arrangements are not consistent with the regulations, the Government would
expect the scheme advisers to make a report to the Pensions Regulator, as
required by section 70 of the Pensions Act 2004.

77. If amember of a scheme has a complaint about the way that a transfer
value has been calculated, and that complaint cannot be resolved within the
scheme, that complaint can be taken either to the Pensions Ombudsman or the
Pensions Regulator, depending on the nature of the complaint.

78. The Government intend to review and evaluate the policy in October 2011,
three years after the regulations come into force.
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SPECIFIC IMPACT TESTS

1. The other specific impact tests which have been considered are described
in this section.

Competition assessment

2.  The new regulations would not affect any particular market sector. Nor
would they have any effect on suppliers. Instead they would affect any company
which has a salary related occupational pension scheme.

3.  The proposals contained in EXD54 would have significantly increased the
costs of transfers for these companies. Some of these companies could have
been required to make extra contributions into their pension schemes. That
would clearly have had a detrimental impact on their competitiveness.

4. The Government’s preferred option, the scheme specific approach, would
entail some minor, one-off costs in the change over to a system based fully on
regulations, but those costs should not have any effect on competitiveness.

Small firms impact test

5. These proposals would impact on employers who have salary related
occupational pension schemes. The three options would impact in different ways
on small businesses.

6. The EXD54 approach would lead to significant increases in transfer values,
which in turn could lead to the sponsoring employer having to make increased
contributions to the scheme. This approach would also add to the administration
costs of smaller schemes. These costs would be higher than for the other two
approaches.

7. The EXD54 approach would also bring with it a particular difficulty for
smaller pension schemes. A key point of the EXD54 approach is that the
trustees must make estimates, regularly and routinely, of the strength of the
employer’s covenant. In a small scheme where some of the trustees would also
be part of the employer’'s management team, having to make such judgments on
a regular basis could be difficult because there may possibly be conflicts of
interest.

8. The EXD54 approach would therefore be the least favourable to small
businesses.

9. The other two approaches would be more straightforward for schemes to
operate and hence would be better options for small employers. Both
approaches would leave transfer values broadly as they are now; both
approaches would involve some one-off administration costs but these would be
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lower than the EXD54 approach. However the scheme specific approach would
be more attractive to employers because it would mean that transfer values were
set by reference to the features of that scheme, for example the scheme’s
investment strategy and its chosen reference point for mortality rates. Moreover
the scheme specific approach would roll forward the existing arrangements as
far as possible and so this would make the transition to the new regulation-based
system much more straightforward.

Legal aid
10. There will be no impact on legal aid.

Sustainable Development, Carbon Assessment, Other Environment
11. Itis not expected that these proposals will have any impacts in these areas.

Health Impact Assessment
12. The options have been considered against the screening questions for
health impact assessments and such an assessment will not be necessary.

Race Equality, Disability Equallity
13. The proposals do not have any consequences for race equality or disability
equality.

Gender Equality

14. This issue is addressed in terms of the transfer values produced by the
three approaches and whether the amounts so calculated are unfair or
disadvantageous to men or women.

15. In terms of the amounts of cash equivalent transfer values, none of the
options in the Impact Assessment would produce amounts which were unfair to
women or men.

16. However in the June 2006 consultation, divorcing women were particularly
mentioned by respondents as being unfairly treated by the current (GN11)
arrangements. Where a couple divorce, the court must consider the value of any
pensions the couple have in making the financial settlement. In practice, when
the court orders that the pension be shared, this usually means that part of the
man’s pension is discharged into a pension credit for his former spouse. Many
respondents said that the current (GN11) rules on the calculation of cash
equivalents were unsuitable for use in pension sharing on divorce. They argued
that the resulting cash equivalent transfer values did not reflect the value of the
promised benefits to the member. The position was compounded by the fact that
former spouses were very often not allowed to become members of the scheme
but were required to move their pension rights to another pension arrangement,
usually defined contribution in nature. Some respondents suggested there
needed to be a separate means of valuing pensions for divorce purposes. Other
respondents suggested that the rules should be changed so that the trustees of
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the member’'s scheme could no longer prevent the former spouse from becoming
a member of the scheme.

17. The Government’s view is that the primary purpose of the Impact
Assessment is to determine the best approach for the calculation of cash
equivalent transfer values generally. But the concerns expressed about the use
of the methodology in pension sharing have been noted and will be given
separate consideration.

Human Rights
18. The proposals are compatible with the Human Rights Act 1998.

Rural Proofing
19. The proposals have no specific impact on rural communities.
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“EARLY LEAVERS”

Introduction

1. The draft regulations which accompany this Impact Assessment also make
a minor change to the Occupational Pension Schemes (Early Leavers: Cash
Transfer Sums and Contribution Refunds) Regulations 2006 (SI 2006/33) (the
“Early Leavers regulations”).

Background
2. From April 2006, people who have left an occupational pension scheme:

a. whose rights have not vested and
b. have at least 3 months pensionable service in the scheme

have to be given the option of either a cash transfer sum to be sent to a pension
scheme of their choice, or a refund of contributions. The cash transfer sum is
calculated in the same way as a normal cash equivalent transfer value.

3. The legislation as currently drafted provides that the amount of the cash
transfer sum is the amount at the date the member leaves pensionable service.
However in money purchase schemes, administrative systems for paying cash
equivalents transfer values are geared to the amount on the date of
disinvestment, that it, the realisable value of the member’s benefits. With early
leavers, a period of several months can elapse between the date they leave
service and the date of disinvestment. This is because early leavers have to be
given a period to decide whether they want a cash transfer sum or a contribution
refund. The amount of the cash transfer sum at the date of leaving service could
well have changed by the date at which disinvestment takes place.

4, For cash transfer sums, schemes have not so far changed their
administrative procedures so that they match the date the member leaves
pensionable service. However if the regulations are not changed, schemes will
have to change their administrative systems to make special arrangements for
calculating cash transfer sums.

Amending regulation
5.  The amending regulation will provide that the cash transfer sum is the
realisable value of the member’s benefits.

Consultation

6. The draft Impact Assessment issued for consultation proposed that this
change would save schemes a one off amount of £500,000 on the basis that new
systems etc would not have to be introduced.
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7. However in the consultation on the draft regulations and the Impact
Assessment one respondent pointed out that the primary legislation still required
the notification to the member to contain the value of the money purchase rights
at the date of leaving service®. The Department’s legal advisers have confirmed
that this is indeed the case. To change the notification requirements, an
amendment to the primary legislation will be required, but this cannot be
achieved by these regulations.

8. Clearly for members, the most important information is the amount of the
cash transfer sum they might get, not the amount at some patrticular point in the
past. Trustees will have to consider the content of the notification. The Pensions
Regulator has been informed of this issue.

® Section 101AC(3) of the Pension Schemes Act 1993.
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Specific Impact Tests - Checklist

Use the table below to demonstrate how broadly you have considered the potential
impacts of your policy options.

Ensure that the results of any tests that impact on the cost-benefit analysis are
contained within the main evidence base; other results may be annexed.

Type of testing undertaken Results in Results
Evidence annexed? (Y/N)
Base? (Y/N)

Competition Assessment Y
Small Firms Impact Test
Legal Aid

Sustainable Development
Carbon Assessment

Other Environment

Health Impact Assessment
Race Equality

Disability Equality

Gender Equality

Human Rights

Rural Proofing
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