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About the PMI

Founded in 1976, the PMl is the UK's largest
and most recognisable professional body for
employee benefit and retirement savings
professionals, supporting over 7,000 members.

PMI's members, represented throughout the UK,
are responsible for managing and advising some
of the largest institutions in the world accounting
for £1.3 trillion invested in pensions. \We promote
excellence through a range of services for the
benefit of members, the wider economy and with
over six million now saving as a result of automatic
enrolment, society as a whole.

The mission of the PMl is “to deliver exceptional
thought leadership, comprehensive education,
advanced training, and recognised qualifications in
pension management. With this, we are committed
to fostering industry collaboration and driving
innovation to enhance retirement outcomes”.

To achieve this, the PMl is:

Always forward-thinking

Our commitment is to support our members and
partners in creating better retirement outcomes
by leading the way in industry innovation and
development. By fostering continuous learning,
professional growth, and leadership, we empower
our members to drive meaningful improvements
and ensure sustainable, high-quality pension
outcomes for the future.

Preparing the next generation

We will continue to ensure that future
professionals and leaders in our industry have
both the technical and leadership skills necessary
to deliver high-quality, transformational pension
fund management that adapts to and supports
the financial needs of members throughout

their lifetimes.

Shaping the future of pension outcomes

\Xe will continue to collaborate with our
members, stakeholders, and Westminster to
influence and enhance policies and practices,
ensuring sustainable and better outcomes
for scheme members

Responding quickly to a changing world

We continually strive to improve practices

within workplace pensions to help build better
financial wellness. By setting ambitious standards,
building a trusted pensions environment,

we support our members in delivering better
retirement outcomes and improved financial
wellness for today and tomorrow.

Focusing on member-centric solutions

Scheme members are at the heart of our mission.
We will continue to support the industry in
developing solutions that adapt to the realities of
living longer, retiring later, and our multicultural
society - actively promoting a lifetime savings
model that meets these evolving needs.

Empowering informed decisions

We believe it's crucial for scheme members

to make informed decisions and engage in
planning their financial future. We will collaborate
with and encourage our members, partners,

and stakeholders to develop innovative and
effective strategies that empower scheme
members to make informed decisions about
their choices up to and at retirement.

Promoting excellence and inclusivity

We will promote best practices and standards
within the pensions industry, prioritising ESG and
fostering diverse thinking and inclusive practices.

Being committed to your success

We are dedicated to our members' success.
Through education, guidance, and creating
opportunities, we will continue to support career
progression and the success of our industry
partners. We will champion your personal growth,
staying relevant to your present needs and
preparing you for the future.
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Promoting education and qualifications

e will build on our reputation as the leader

in pensions education and qualifications -
championing our PMI Pathway professional career
routes, ensuring they remain relevant for our
students, pension schemes and employers

for the future.

Leading source of knowledge and information
We will gather the best and most relevant
knowledge and information to keep our members
updated and informed, supporting continuous
professional and personal growth.

Actively facilitating partnership and community
We are committed to building inclusive
communities that unite a diverse spectrum of
professionals from across the industry. Our goal
is to support and share best practices, encourage
robust debate, foster collaboration, and deliver
innovative change.

Champion professional standards

We will continue to lead, champion, and promote
the importance of professional standards,
positioning our members and accredited trustees
as trusted and respected.
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The PMI is the UK's leading professional body for
those working in the field of employee benefits
and retirement savings. It supports and develops
the experts who are responsible for running the
UK's pensions industry and is acknowledged as
the body for establishing, maintaining and
improving professional standards in every area
of pension scheme management, consultancy
and trusteeship.

PMI qualifications are recognised for both their
depth and their standing within the industry.

If you choose a single unit, standalone qualification,
or a multi-unit qualification over a number of

years, it is recognised by the Pensions Industry as
having the depth and rigour to demonstrate the
knowledge and expertise of those taking them.
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Foreword

Undertaking a rigorous professional qualification places significant
demands on a learner and by the introduction of Pathways we are
allowing you to decide the direction of your career and identify the
qualifications that will best help you reach your goals. Plus, when
you join a Pathway, you become a member of the PMI community,

proving your expertise in workplace retirement and accessing
exclusive resources and networking opportunities.

PMI Pathways was introduced to simplify the route
to Fellowship as well as simplify the membership
grading structure and for a number of quality
opportunities, those being:

Skill Specialisation:

PMI certification via Pathways caters to
professionals at different stages of their careers,
allowing them to specialise in specific areas of
project management. This approach enables
individuals to build a strong foundation in project
management principles and gradually acquire
advanced skills and expertise in specialised
areas, such as agile practices, risk management,
or program management.

Industry Alignment:

PMI's certification Pathways are designed to
align with industry standards and best practices.
By offering certifications that are recognised

and respected globally, PMI helps professionals
demonstrate their proficiency in project
management, thereby enhancing their credibility
and marketability in the competitive job market.

Career Progression:

PMI's certification Pathways provide a clear
roadmap for career progression within the field

of project management. By obtaining relevant
certifications at different stages of their careers,
professionals can demonstrate their commitment
to continuous learning and development, thereby
enhancing their prospects for career advancement
and increased job responsibilities.

Standardisation of Knowledge:

PMI certifications are based on a standardised
body of knowledge that is regularly updated to
reflect the latest industry trends, methodologies,
and best practices. By adhering to these
standardised guidelines, PMI ensures that certified
professionals possess the necessary skills and
knowledge to effectively manage projects of
varying complexities and sizes.

Global Recognition and Credibility:

PMI certifications are globally recognised and
respected by employers, clients, and industry
professionals. This global recognition enhances
the credibility of certified professionals and
increases their chances of securing employment
opportunities, working on international projects,
and accessing a broader network of project
management professionals worldwide.


https://www.pensions-pmi.org.uk/membership/
https://www.pensions-pmi.org.uk/pmi-pathways/

l Foreword

To complete a Pathway learners will need to complete all units and qualifications
within that Pathway and each of our 5 Pathways is meticulously crafted to enhance
your expertise, demonstrate your knowledge, and build your professional reputation.

Our Pathways offer five specialised streams: Retirement Provision, Pensions
Administration Technical, Pensions Administration Practical, Pensions Trusteeship,
and Pensions Benefits.

Further details on the units that comprise each Pathway and the work of the PMI
canbe found on the website. We hope you will enjoy studying with the PMI and
we welcome feedback you would like to offer. This feedback should be directed
to the Qualifications Department at PMI: pmiquali ications@pensions-pmi.org.uk

5\
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Preface

This unit looks at the key aspects of defined benefit (DB) arrangements.
Before we tell you more about the content, it is important to understand
the context in which DB schemes operate today.

As more DB schemes close to new members and
possibly to further accrual for existing members,

or as they are wound up, defined contribution

(DC) schemes are usually set up to replace them
for future pension provision. As the number of DC
schemes continues to grow, partly because of
automatic enrolment, so has the need for pensions
professionals with DC skills and knowledge, which
is reflected by levels of recruitment, training and
the development of DC tools and systems.

Whilst there may be no growth in the number

of DB schemes as a vehicle for future pension
provision, the combination of open or closed
schemes (to either new members only or to both
new members and future accrual for existing
members) and schemes that are being wound

up represents a very significant sector of pension
provision that will continue to require professional
and skilled management for some time to

come. DB management skills are to some extent
becoming less common than DC, yet they are very
much in demand, particularly for a career that is
not to be limited to working in the DC field.

This shift in the balance of skills and resources in

the industry means that DB knowledge and expertise
will continue to be valuable, both for pensions
professionals and the industry and must, therefore,
continue to be developed and supported.

This study manual explains the design,
administration, taxation, governance, financing and
winding up of DB schemes. It is divided into five
Parts, with each subsequent Part building on the
information in preceding Parts.

Part 1 looks at the fundamental elements of scheme
design, the factors that affect the choice of design
and the options available to employers where they
need to control the costs of running the scheme.

Part 2 considers the issues that arise in the day-
to-day administration of a DB scheme which,
importantly, includes taking account of laws and
regulations that trustees must comply with. We
look at dealing with new entrants to the scheme,
maintaining member data, providing benefits in
respect of members on retirement or on death
and dealing with members who leave the scheme
before retirement.

Part 3 covers the taxation and governance of DB
schemes, including the taxation of benefits paid
to members, and the requirement for trustees to
ensure that the scheme has the right governance
framework in place to manage risks and run the
scheme efficiently.

Part 4 looks at why and how DB schemes are
funded, the actuarial principles that underpin the
actuarial valuation of the scheme and the Statutory
Funding Objective, introduced under the Pensions
Act 2004. This Part also considers the factors

that affect a scheme’s investment strategy

and how trustees establish and review their
investment strategy.

Finally, Part 5 explains the role of the Pension
Protection Fund (PPF), how the PPF is financed and
the process a DB scheme may go through while
winding up, from entry into a PPF assessment
period to the securing of members' benefits and
possible ultimate entry into the PPF itself.

Schemes that are registered with Her Majesty's
Revenue & Customs (HMRC) enjoy a range of
tax advantages but must comply with various
requirements laid down by HMRC and legislation
and may be subject to tax charges if they breach
those requirements.



Preface

Until 6 April 2016, schemes were also able to contract
out of the State Second Pension. Former contracted
out schemes will still need to interact with HMRC's
National Insurance Contributions & Employer Office
(NIC&EO) over the next couple of years to resolve

any outstanding contracting out matters and comply
with the requirements for such schemes.

Throughout this study manual, HMRC's taxation
requirements, and the requirements which apply to
former contracted out schemes, will be a recurring

theme because they determine many of the trustees'’

and administrator's responsibilities and are thus
central to an understanding of DB schemes.

In addition, schemes are subject to a wide range
of legislation, some of which is aimed directly

at pension schemes (for example the Pension
Schemes Act 2015) and some of which impacts
on schemes in less obvious ways (such as the
Marriage (Same Sex Couples) Act 2013). We wiill
look at some of the relevant legislation within this
study manual. While the study manual reflects
the legislative position as of 6 April 2024, we will
where appropriate also touch on changes that may
take effect in the next few years. The world of DB
schemes is continually changing, and schemes
need to adapt to both legislative developments
and changes in the economic environment.

Further new legislation, and changes to existing
legislation, that will impact on DB schemes will
continue to be introduced by the Government. In
addition, the consequences of the UK's withdrawal
from the European Union are also likely to have an
(as yet unknown) impact on DB schemes. Students
should, therefore, keep up to date with future
developments as they occur.

On completing this study manual, you should
understand the principles of the design,
administration, financing and winding up of
DB schemes and the issues faced by trustees,
sponsoring employers and administrators.

7\
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Syllabus

Aim:

To provide an in depth understanding of trust-based defined benefit (DB)
arrangements, building on and utilising the knowledge gained in the core
units and applying it in a variety of scenarios, recognising the requirements

of different stakeholders.

1. demonstrate an understanding of the factors
which influenced defined benefit scheme
design and the trend for new arrangements
to be defined contribution schemes.

Explain the impact of the following:

employer needs

employee needs

legislation

corporate activity

State provision
administrative considerations

eligibility conditions, contractual enrolment and
automatic enrolment

design of contribution structures
salary sacrifice and its application
recent developments

2. understand the different types of DB
arrangements and current trends

Analyse each of the following workplace arrangements:

final salary (including cash balance)
career average
risk sharing schemes

Analyse individual and executive arrangements

3. demonstrate an understanding of certain
key features of the tax system that apply to
defined benefit schemes

Analyse the impact of the following

tax relief on contributions and investment return
authorised and unauthorised payments

Annual Allowance, including Tapered Annual
Allowance

Lifetime Allowance

The various protection regimes
Benefit Crystallisation Events
registration and deregistration
scheme pays

4. identify the roles of the employer and trustees
Evaluate the importance of

legal requirements

good governanceand best practice including
the voluntary “Code of Good Practice” on
Incentive Exercises

governance and impact on member outcomes
Evaluate each of the following

selection, appointment, management,
monitoring and review of advisers,delivery
vehicles and providers



5. demonstrate an understanding of the impact
of the abolition of contracting out

Explain the requirements for each of the following

historic requirements
changes to scheme design

reporting requirements
(leavers; retirements; solvency)

GMP equalisation/reconciliation/conversion

6. describe the scheme level requirements
for the administration of DB arrangements

Active, deferred and pensioner members:

communication
— disclosure

— pension saving statements

reconciliation procedures

AVC options (not DC):

— additional pensions

— added years options on early leaving:

refunds
deferred benefits,

transfers (out) including public sector restrictions
retirement options:

retirement

ill-health retirement

phased retirement

flexible retirement

lump sum options including trivial commutation

open market option and different types
of annuities death benefits:

on death before and after retirement
payment of lump sums and dependants’ pensions
record keeping

Syllabus

7. describe the scheme level requirements
for the administration of defined contribution
AVC arrangements

Explain the requirements for each of the following:

objectives of defined contribution administration
contribution and investment processing cycle

— switching/redirection

— charges

— guarantees

legislative requirements for membercontributions
reconciliation procedures

pension adviceallowance

Statutory Money Purchase Illustrations
rationalisation of AVCs

8. demonstrate an understanding of the legal
requirements relating to the funding of registered
pension schemes and the practical issues to
which they can give rise

Describe and explain the principles of scheme financing
Outline scheme specific funding
Analyse funding objectives and measurement
Explain the following:
financial and demographic assumptions
calculations of contribution rates
the treatment of types of asset and liability

use of contingent assets

setting factors for early/late retirement
commutation, transfer factors

the calculation of individual and group
transfer values

actuarial valuations and reports
the role of the Pensions Regulator

Outline annual funding statements
Explain the significance of employer covenant
Define recovery plans and the schedule of contributions

Outline company accounting standards
for pension schemes

15\
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9. identify and distinguish between
different methods of actuarial funding

Analyse each of the following:

projected unit method

attained age method

discontinuance

Section 179 Pension Protection Fund basis
accounting standards

10. describe what factors should be taken
into account when determining a defined
benefit fund’s overall investment strategy

Analyse the impact of the following:

size of scheme

funding level

strength of employer covenant
role of regulation and legislation
employer and trustee attitude to risk
cash flowrequirements

liability profile

asset/liability modelling

liability driven investment

asset allocation

risk management

Statement of Investment Principles
de-risking strategies

11. demonstrate an understanding of the
approaches to managing risk, de risking and
the advantages and disadvantages of each

Define and analyse the current approaches:
buy in/buy out
consolidation
trivial commutation
longevity swaps
liability driven investment

12. demonstrate an understanding of the
Pension Protection Fund (PPF) levy

Describe and explain

the purpose of the PPF levy
the calculation basis and issues arising

13. demonstrate an understanding of the stages
of restructuring a defined benefit scheme

Analyse each of the following:

reviewing benefit design

changing future benefit or contribution structure
closing to new entrants

ceasing futureaccrual

operating as a closed scheme

winding up



14. describe the procedures to be adopted in
connection with the winding up of a pension
scheme and demonstrate an understanding
of the powers and duties of trustees in such
situations and related issues

Outline the interaction with the employer
Explain scheme termination

Define the procedure for wind up explain the
issue of company insolvency outline the role of:

Pension Protection Fund

Financial Assistance Scheme

Describe discharging benefits on termination

15. describe the process to be followed for a
pension scheme’s journey into the Pension
Protection Fund and demonstrate an
understanding of the duties of trustees
in such situations and related issues

Explain the stages in the process:

Section 120 notice
Section 143 valuation
assessment period
transition
compensation

entry to the PPF
communication
project management
timescales

Contents

16. demonstrate an understanding of the
challenges created by legacy issues

Describe and explain the following:

administering legacyarrangements
contracting out

reporting requirements

data standards

resolution of data discrepancies
pensions dashboard and record keeping

17\
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OVERVIEW

The Pension Protection Fund reported in 2022 that out of 6400, only 1013 defined benefit
schemes (15%) are open to new members to accrue benefits. In 2019 the Pensions Regulator
had reported that in 2001 that figure was 88%, that 41% of defined benefit schemes were
closed to new members but existing members could still accrue benefits, and that 48% of
defined benefit schemes were closed to new members and to future accrual for existing
members (compared to 43% in 2016 and just 17% in 2010). There are more than 6 times as many
Public Sector members in Defined Benefit/Hybrid schemes compared to the private sector.

78% of DB schemes surveyed operate on a ‘final salary' basis, with a further 15% operating
on a career average basis.

The expanding requirement on employers to automatically enrol employees into a pension
scheme, and the introduction of defined contribution (DC) pension flexibility from April 2015,
are important factors that are changing the future shape of pension provision. Other factors
include the further reduction in the Lifetime Allowance and now its subsequent removal from
6/04/2024, prior to that the LTA charge was removed from 6 April 2023 and the introduction of
a tapered Annual Allowance for higher earners from April 2016, as well as the introduction

of the Lifetime Individual Savings Account (LISA) from April 2017

The Government also reformed the structure of the State pension scheme into the new State
pension from April 2016, which included the abolition of contracting out. Further changes are
already being considered: for example, the Government has already consulted on a green

paper on the security and sustainability of DB pension schemes as well as the equalisation of
Guaranteed Minimum Pensions (see Part 2, Chapter 2.5). In addition, the consequences of the 2019
general election, as well as the United Kingdom's withdrawal from the European Union, are also
likely to have an (as yet unknown) impact on DB schemes. This illustrates the continuing need

for DB schemes to respond to changes in the legislative requirements and other developments.

This Part of this study manual, which consists of just one chapter, looks at the nature of DB
schemes and the various factors that currently influence the design of a scheme in terms
of the benefits it provides.

After studying this Part, you should appreciate the need to control the overall cost of a DB
scheme, the need to comply with relevant legislation and how important it is for a scheme
to support the employer's business objectives as well as the members' needs.

Understanding the factors that impact on the design and management of a DB scheme is vital
before we can move on to look at the day-to-day administration, which is the subject of Part 2.



CHAPTER 1

Part 1: Scheme Design

Understanding Scheme Design

This chapter explains the features of a defined
benefit (DB) scheme, the factors that affect the
choice of scheme design and current developments
in DB provision, including the implications of major
pension and tax reforms.

All the above are vital to fully understand how
these schemes are administered and financed.
This chapter, therefore, forms the bedrock for
the later Parts of this study manual.

11

DB schemes are varied in their exact design,

but they all have a number of common features.
The benefit structure, together with the way in
which tax and pensions law, regulations, codes

of practice etc. must apply, will determine the
benefits that can be paid to members. Compliance
with the law is a fundamental part of scheme
management and the administration of benefits
and is therefore a key aspect of scheme design.

1.1.1 Definition of a Defined Benefit Scheme

A defined benefit scheme is a scheme that provides
defined benefits. The Finance Act 2004 describes
defined benefits in the following way:

“Defined benefits, in relation to a member of a
pension scheme, means benefits which are not
money purchase benefits (but which are calculated
by reference to earnings or service of the member
or any other factor other than an amount available
for their provision).”

DB schemes are often ‘final salary’, where the level

of benefits paid is calculated by reference to the
member's final pensionable salary and length of
pensionable service with the employer. Career Average
Revalued Earnings schemes (see Part 1, Chapter 1.1.3)
are a common alternative to a final salary scheme.

The benefits under a DB arrangement may be
funded by contributions from only the employer or
from members as well. Although some schemes
provide different rates of benefits depending on the
rate of contributions paid by the member (see Part 2,
Chapter 2.1.1) the benefits payable at retirement are
not otherwise directly related to the contributions
paid to the scheme. This is in contrast to a defined
contribution (DC) scheme, where the benefits
available at retirement depend directly on the
value of the accumulated contributions paid

by or in respect of the member.

Although the Finance Act 2004 defines DC schemes
as including cash balance plans, the latter are

in many ways DB in nature, so this study manual
includes them.

1.1.2 Fundamental Design
The key features of a DB scheme are:

The Benefit Structure

The benefits are in the form of a pension defined
in advance as a proportion of earnings that is
calculated by length of pensionable service, for
example for a final salary scheme this could be:

1/60 x Final Pensionable Salary
x Pensionable Service = Pension

Members usually have the option to exchange part
of their pension for a cash sum. This cash sum may
be calculated by reference to pensionable salary
and service but is often calculated as a percentage
of the value of the pension.

In some schemes, such as current or former public
sector schemes, the benefits are structured so that
they are automatically a pension plus a cash sum.
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There is a tangible link between earnings and the
anticipated benefit, which is one of the attractions
of DB schemes for employees. However, no
monetary figure can be guaranteed in advance and
the financial health of the scheme could affect the
‘promised’ benefit.

The Cost and Balance of Risk

The cost is met by regular contributions from
either the employer only, or the employer and
members. The scheme rules will usually specify
who has responsibility for setting the contribution
rate, which may be the employer or the trustees,
or both, or even the scheme actuary. This will only
be an estimate of the cost of the benefits, based
on a humber of assumptions, as future earnings
and pensionable service cannot be predicted

with certainty. It is likely that the funding rate will
require regular adjustment. (See Part 4 for more
information on scheme funding.) The contributions
are pooled and invested but are not earmarked for
individual members.

The employee knows the formula by which the
benefit is defined, but the actual amount and
payment are not guaranteed. The security of

the pension depends on the employer's ability

to finance the scheme at the correct level. The
employer carries the risk of the unknown costs,
but the employee also bears a risk in the event of
underfunding or the employer's insolvency.

The employer can choose to continue a scheme
unchanged, adjust the benefit design, buy out the
liabilities, close or even wind up a scheme. A pension
scheme is usually just one element of a benefits
package offered by an employer, so the cost of
running it naturally comes under review whenever
the employer considers its finances.

In recent years the Government has introduced more
protection for members by bringing in more regulation
for employers and trustees to adhere to, designed to
increase the security of funds and benefits, such as
the Statutory Funding Objective (see Part 4, Chapter 3)
and the Pension Protection Fund (see Part 5, Chapter
2). The Pension Protection Fund (PPF) is funded by a
range of levies imposed on schemes that could be
eligible for PPF compensation. The PPF Levy (see Part
5, Chapter 2) that each

eligible scheme must pay is based on the degree

of underfunding in that scheme and the associated
risk that the scheme poses to the PPF.

1.1.3 Design Variations
Final Salary

This is traditionally the most common form of DB
pension scheme.

A member's pension at retirement is calculated
based on their pensionable service and their
earnings close to retirement. For example:

1/60 x Final Pensionable Salary (FPS)
X Pensionable Service = Pension

A typical, if complex, example of FPS is: ‘the
average of your Pensionable Salary over any three
consecutive years in the last thirteen years before
you retire. Pensionable Salary is adjusted on each 6
Apriland means gross earnings, less any overtime
earnings, in the previous tax year, before the
deduction of your contribution to the Plan!

Pensionable Service is usually counted from the
date of joining the scheme, but if a member transfers
benefits from another scheme and is granted
additional service, then that is taken into account too.
The term ‘qualifying service'is also used.

Career Average Revalued Earnings Schemes

In today's variable and more flexible working
environment, variable hours and fluctuating
earnings patterns mean that the traditional final
salary approach may no longer be appropriate.

A Career Average Revalued Earnings (CARE)
scheme could offer an alternative and a number of
employers have switched to this design; however,
many more are now switching to DC benefit
provision (see Part 1, Chapter 1.4).

The benefits from CARE schemes are based on
earnings over the member's entire pensionable
service, matching fluctuations in earnings more
closely. This method can enable employers to
continue to offer a DB scheme but with the possibility
of greater stability of cost.

To combat the effects of inflation, the earnings for
each year are increased between the year in which
they were earned and retirement. The increase

may be in line with average earnings but can be in
relation to another factor, such as price inflation. At
retirement the pension is the total of the pension
earned over each of the preceding years, based on
the increased (or ‘revalued’) earnings. An example of
how a CARE scheme works is given in Appendix A.



Hybrid Schemes

These are schemes where the benefits are neither
pure DB nor pure DC and can be either:

A scheme which primarily provides benefits on
one basis but will provide them on another basis if
that would produce better benefits

An example of this is a scheme providing a DB
pension promise whilst notional DC accounts

are recorded for each member, with notional
investment returns. If the value of the notional
account would produce a better benefit than the
DB promise, then the DC benefit will apply. This is
commonly known as a DC underpin scheme.

The inclusion of a DB or a DC underpin makes

the scheme more complex, and therefore more
expensive, for the employer to operate (in terms of
administration) than a pure DC or DB scheme or a
scheme which provides both final salary and money
purchase benefits. Examples include:

transfers into a DB scheme may secure
DC benefits

additional voluntary contributions to a DB
scheme may be paid on a DC basis

schemes which offer members a choice
between DB and DC sections

Cash Balance Schemes

Cash balance schemes from a member's perspective
look like DC schemes because they provide an
accumulation of contributions. The difference is that
there is a guaranteed rate of return, and the target
benefit is a cash sum at retirement that may be used
to purchase a pension. The method and terms of
conversion from cash to pension may be defined or
may depend on annuity rates available.

The options for the payment of DC benefits on
retirement, introduced from 6 April 2015 under pension
flexibility, also apply to cash balance schemes.

Unlike true DC schemes, the contributions and
funds are pooled and individual ‘'member accounts'
are hypothetical. This, coupled with the fact that
the annual rate of return is not necessarily the

true return on the underlying assets, makes them
closer to DB in nature. The risk of funding rests
with the employer.

Part 1: Scheme Design

Shared Risk Schemes

In its November 2012 paper ‘Reinvigorating
workplace pensions', the Government coined the
term ‘defined ambition schemes'. This expression
encompassed a range of scheme designs but with
a common theme that (unlike a pure DB scheme)
the risk of funding is spread between the employer
and the members whilst (unlike a pure DC scheme)
there is some certainty for members as to the final
value of their pension pot.

The Pension Schemes Act 2015 provides for the
introduction of shared risk schemes (the new term
for what was referred to as ‘defined ambition’). For
the purposes of the Pension Schemes Act 2015,
there are three possible categories of pension
scheme:

defined contribution schemes - where there
is no promise at all as to the level of retirement
benefits that will be provided to members

defined benefit schemes - where there is a
full promise as to the level of retirement benefits
that will be provided to members

shared risk schemes - where there is a partial
promise as to the level of retirement benefits
that will be provided to members

A possible example of a shared risk scheme would
be a scheme that promises a core level of benefits
with additional benefits above this level being
discretionary, depending on the funding position
of the scheme. Some hybrid scheme designs

(for example schemes that provide a DB or DC
underpin) already provide many of the key features
of a shared risk scheme.

On 11 February 2021, The Pension Schemes Act
2021 was given royal assent. Collective money
purchase schemes (CMPs) are a new type of
scheme established by the Act. Sometimes known
as a ‘shared risk' scheme, CMPs are similar to
defined contribution schemes as the member pays
contributions into the scheme and will receive a
pension benefit based on the value of the pension
pot. The Occupational Pension Schemes (Collective
Money Purchase Schemes) Regulations 2021 came
into force on 1 August 2022. Legislation to enable
single or connected employer collective money
purchase schemes to apply for TPR authorisation.
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Unlike defined contribution schemes, each
member of a CMP will own a proportionate
share of the scheme's collective assets, rather
than just their own individual share. This means
the risk is shared with all scheme members,
rather than the risk lying with each individual
member. This also means that CMP scheme
trustees may employ higher-risk investment
strategies as each member's benefit will be paid
from the fund, rather than their own individual
pot. In reality, the benefit a member receives

in retirement may fluctuate as the fund's
assets fluctuate.

CMPs offer a greater degree of flexibility and,
according to the Government's CMP Impact
assessment, may potentially deliver a higher level
of pensions overall compared to the traditional
defined contribution scheme.

For employers with staff in the Local Government
Pension Scheme (LGPS) or the defined benefit
structure of the Social Housing Pension Scheme
(SHPS) who are looking to review their pensions
strategy, the introduction of CMPs provides a
further option.

1.1.4 Individual and Executive Pension
Arrangements

So far in this manual, we have considered DB
schemes in the context of an employer providing
a scheme for a large number of employees -

a ‘group pension scheme! It is also possible

for a pension scheme to be established either
for just one individual or for a small group of
members, for example just for an employer's
senior executives.

Such individual and executive pension
arrangements are usually established on a DC
rather than DB basis, although it is possible for
them to be set up on a DB basis - particularly
where the scheme is an Employer Financed
Retirement Benefits Scheme (see below).

Executive Pension Plans

Executive Pension Plans (EPPs) were introduced in the
early 1970s to provide enhanced pensions for directors
and key executives, whose pension needs were
different from the pension needs of other employees.

EPPs are almost exclusively established on a DC
basis. They offer a large degree of employer discretion
as to who joins, and the level of contributions paid in
respect of each member. EPPs are registered pension
schemes and, as such, members are subject to the
Annual Allowance and Lifetime Allowance (see Part

3, Chapter 1) with any contributions in excess of the
Annual Allowance and any benefits in excess of the
Lifetime Allowance being subject to a tax charge.

As EPPs are almost always DC in nature and are often
provided for high earning employees, members

may also be subject to the Money Purchase Annual
Allowance (see Part 3, Chapter 1.3.5) and / or the
Tapered Annual Allowance (see Part 3, Chapter 1.3.2).

EPPs can be set up under a trust deed and rules,

a master trust operated by a specialist provider

or by an exchange of letters. The employer pays
premiums into an insurance policy and benefits are
provided to the members from the proceeds. EPPs
can allow several members into one scheme under
one set of documentation. Within the EPP, funds
are earmarked for individual members.

Small Self-Administered Schemes

Small Self-Administered Schemes (SSASs) first
emerged in the mid-1970s as a way for company
directors to control their own pension investments.

SSASs differ from larger self-administered
schemes in that such schemes are typically
operated for the directors of smaller limited
companies, where the scheme members are
also the trustees. Until April 2006, the number of
members of a SSAS had to be less than twelve.

These schemes provide the trustees with freedom
over the choice and methods of investment and the
ability to borrow and make loans, which can assist the
company in its ongoing growth and development.
Historically, Her Majesty's Revenue & Customs
(HMRC) rigorously monitored such schemes due to a
concern that they were being used for the enjoyment
of the assets and tax relief, rather than for the purpose
of retirement planning. Consequently, prior to 6 April
2006, all SSASs had to have a Pensioneer Trustee,
who was approved by HMRC and acted as HMRC's
watchdog. This requirement was, however, removed
from 6 April 2006.



Since 6 April 2006, the legislative distinction
between SSASs and other occupational pension
schemes has fallen away. The term SSAS is, however,
still often used to refer to a scheme established for
either just one or a small number of members where
all of the members are trustees of the scheme.

Employer Financed Retirement Benefits Schemes

Following the introduction of the ‘Earnings Cap),
which limited the amount of earnings that could
be treated as pensionable under an ‘approved
pension scheme' where the member joined the
scheme on or after a certain date (usually 1 June
1989), some employers established unapproved
arrangements for their highly paid staff and
directors. An ‘approved scheme' was one that had
been granted tax exempt status by the Inland
Revenue (now HMRC) under the system that was in
force prior to April 2006.

The idea here was that the members accrued
benefits in the approved scheme on earnings

up to the Earnings Cap and accrued benefits

on earnings above the cap in the unapproved
scheme. The unapproved scheme may have
been funded in advance by regular contributions
from the employer or may have been unfunded
with the employer simply paying for the cost

of the benefits as they fell due.

From 6 April 2006 the Earnings Cap was
removed, however both the Annual Allowance,
and the Lifetime Allowance (now removed

- 6 April 2024 onwards) were introduced.

The Annual Allowance continues to limit the tax
advantaged savings and benefits that members
can obtain from a registered pension scheme.
As a consequence, there is still a role for former
unapproved arrangements - which are now
unregistered arrangements and referred to

as Employer Financed Retirement Benefits
Schemes (EFRBS).
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1.2

Employer Objectives

The costs of running and funding a DB scheme,
with the complex responsibilities for trustees

and employers, have led to many DB schemes
closing to new members or closing to both new
membership and future benefit accrual for existing
members. It is very rare now for employers to set
up new DB schemes.

Scheme design issues in the context of this study
manual are discussed not with new schemes in
mind but for understanding existing schemes

as part of an employer's responsibility and
remuneration package, and possible reviews in
future, for example looking at how future pension
provision can be achieved on a sustainable basis.

Employers attract and retain their workforce with a
salary and benefits package. If an employer wants
to be competitive in the employment marketplace,
an essential element of the total package is the
pension scheme.

Since October 2012, employers (starting with the
largest) have had to begin automatically enrolling
their employees into a pension scheme that meets
certain minimum standards. This requirement was
gradually extended to organisations established
from April 2012 onwards. Since October 2018

all employers will be required to offer workplace
pension schemes to eligible employees. In deciding
how to meet their new obligations, some employers
will have reviewed the design of their DB scheme.

The Government has reviewed the auto-enrolment
thresholds for 2024/25. The earnings trigger will
remain at £10,000, the lower limit of the qualifying
earnings band will remain at £6,240 and the

upper limit of the qualifying earnings band will
remain at £50,270.
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The Pensions (Extension of Automatic Enrolment)
(no. 2) Bill has passed the second reading and is how
at the committee stage (July 2023). This Bill permits
two extensions to Automatic Enrolment - abolishing
the LEL for contributions and reducing the age for
being automatically enrolled to 18 years old.

Examples of typical employers who have chosen
DB schemes in the past are those:

who are particularly concerned about staff
security in retirement?

in traditional industries who have, and want to
retain, stable workforces

who operate in marketplaces where staff expect
DB schemes to be part of the benefits package?

A DB scheme will tend to suit a large, stable,

or expanding business that has a workforce with

a spread of ages and of a reasonable size. Generally,
a DB scheme is not suitable for a small workforce,
due to the effect on funding of changes in
membership.

The company's total benefits package could
influence the type of pension scheme in terms

of whether it is DB, DC or a hybrid arrangement.
For example, where a flexible benefits programme
is operated, DC pension schemes are a more
natural ‘fit, whereas DB schemes can be more
difficult to integrate.

The difficulty of designing a DB scheme that
meets the needs of all members, particularly
highly paid executives, and directors, has led
some employers to introduce individual or
executive arrangements, such as EFRBS and EPPs,
specifically for certain groups of employees. The
employer may be particularly keen to retain high-
flying or key personnel and may wish to ensure
that these individuals are provided with an overall
benefit package that recognises their contribution
to the business.

In some cases, particularly where an EFRBS is
used, the individuals will accrue benefits within
the employer's main pension scheme up to the
maximum tax-efficient limits, with the EFRBS
providing additional ‘top up' benefits. In other
cases, an entirely separate arrangement may
be put in place offering a higher accrual rate

or employer contribution rate than the main
pension scheme.

Employee Expectations

A design that appeals to employees' needs

and effective communication are vital. The value
of a DB scheme as part of the overall benefits
package offered by an employer becomes clear
if employees can understand that State pension
provision is unlikely to meet an individual's
income needs in retirement.

Ensuring the employees appreciate the value

of a DB scheme is important not only from an
employee relations perspective, but also to attract
and maintain a membership profile that will help to
sustain the scheme. An employer must ensure that,
when providing information about the scheme to
employees, it adopts a communication style that

is appropriate for the target audience and that will
enhance the employees' appreciation of the
benefits available from the scheme.

Employers cannot make it a condition of
employment that employees join occupational
pension schemes. Even after the employer is
subject to the automatic enrolment requirements,
employees can opt out of their employer's scheme,
so scheme membership is still not compulsory.
Some employers now operate contractual enrolment
into a pension arrangement, so that membership
of the scheme is provided for under the individual's
contract of employment. Even in this situation,
however, the individual can notify the employer
that they do not wish to become a member of the
scheme, so membership is still not compulsory.

This means that occupational schemes must be
seen to be attractive to employees, otherwise
employees may forgo the benefit of employer
contributions and take out personal or stakeholder
pensions - or do nothing and just rely on State
provision and other personal savings.

One way of making a scheme attractive to a broad
range of employees is to provide benefits that are
‘targeted’ to meet the needs of different groups

of employees. An example would be a scheme
offering a lower pension accrual rate but greater
death benefits to younger employees who have
families, while offering a higher pension accrual
rate and lower death benefits to mature employees
whose families have grown up. Such a choice can
be offered through a flexible benefits scheme.



The most common employee needs are for:

financial security in retirement

protection of family and/or dependents in the
event of death

the actual security of the pension they expect

Where employees work variable hours (e.g. in the
hospitality and retail sectors) the pension scheme
design should take account of fluctuating pay patterns.

Costs

Undoubtedly a critical factor for employers is cost,
both in terms of the payment of contributions and
because any pension scheme deficit will appear on
the company's balance sheet.

Pension and life assurance benefits are generally
more expensive to provide as the member gets
older. Ageing workforces will therefore be more
expensive to provide for. The cost of a pension
scheme extends beyond funding the scheme
benefits. Employers must also allow for the costs
of administration services, investment and actuarial
advice, documentation and legal advice, audit fees,
levies, communication and so on. Generally, the
more complex the design, the higher the costs.

Employers can offset part of the cost of the
scheme by requiring members to make a
contribution. Some employers adopt a ‘tiered’
approach so that those who gain most from the
company contributions will be those most willing
to contribute themselves, e.g., by offering the
choice of 60ths of final pensionable salary for

7% contributions or 8oths for 5% contributions.

Taxation: HMRC Rules

Before 6 April 2006, to benefit from various tax
concessions, schemes had to be approved by the
(then) Inland Revenue, now known as HMRC. To
maintain approval the contributions and benefits
had to comply with certain maximum Llimits set by
the Revenue, so schemes were designed to restrict
benefits to these maximum limits.

From 6 April 2006, often known as A-Day, this system
was replaced with an allowance system. Schemes
now have to register with HMRC and comply with
the rules laid down in the Finance Act 2004 and

the Pensions Tax Manual, formerly the Registered
Pension Schemes Manual.
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The former limits were not compulsorily removed
by the Finance Act 2004, and many schemes
chose to retain them on the basis of cost -
removing the limits would have increased liabilities.
For this reason, the traditional benefit structure
reflecting the pre-6 April 2006 limits often remains
as a legacy of former Inland Revenue rules,

whilst post 5 April 2006 requirements apply for
determining the tax status of those benefits.

TUPE Regulations

When a business is sold, most liabilities of the

seller in respect of its employees pass to the buyer
under the Transfer of Undertakings (Protection of
Employment) Regulations 2006/246 (the TUPE
Regulations). the Transfer of Employment (Pension
Protection) Regulations 2005/649, where individuals
are transferred to a new employer under TUPE

and they had pension rights under an occupational
pension scheme, the new employer must offer
membership of an occupational pension scheme

or stakeholder pension scheme. Where the new
employer offers membership of a scheme that is not
a money purchase scheme, that scheme must meet
certain minimum quality standards.

[t must either:

provide benefits that are worth the equivalent
of at least 6% of pensionable pay for each year
of membership, excluding any benefits arising
from member contributions, and must not
require members to contribute more than 6% of
pensionable pay, or

require the employer to match any employee
contributions paid to the scheme, up to a
maximum of 6% of the employee's remuneration

Administrative Considerations

In addition to meeting the needs and expectations
of the employer and employees, taking account
of legislative requirements and being affordable,
any pension scheme design has to be practical

A scheme will be of no real value if it cannot be
efficiently and accurately administered.

If a scheme will be administered in-house, the
design should take account of the employer's

HR, finance, payroll functions, computer systems
and the calibre of staff resources attached to
pensions and benefits. If a scheme is administered
by a third party, the charges levied by that third
party administrator will to some extent reflect the
complexity of the scheme design.
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Not only will a highly complicated scheme design
be more difficult to administer and, as a result, more
likely to lead to errors in the calculation of benefits,
it will also be more difficult to explain to members
and prospective members. If an employee cannot
understand the benefits they should expect to
receive from a scheme, they are less likely to join or
remain a member of that scheme.

1.2.1 Previous State Provision
and Contracting Out

Until 5 April 2016, the State pension consisted

of two tiers, the basic State pension, and the
additional State pension, known as the State Second
Pension or S2PThis additional pension, broadly
speaking, provided benefits at a level determined
by the earnings level of the employee. The basic
State pension and S2P continue to be payable to
individuals who reached State pension age before 6
April 2016.

An employer could take over responsibility from the
State for providing the additional State pension for
some or all of its employees. Both the employer and
the employee paid a lower rate of National Insurance
(NI) contribution to the State and the employer used
the rebate to help fund benefits in the scheme.

This was known as ‘contracting out' For a scheme
to contract out, it had to provide benefits that were
broadly at least as good as those that would be
available under the ‘Reference Scheme' specified

in the Pension Schemes Act 1993. Schemes that

did provide at least these minimum benefits were
sometimes described as passing the reference
scheme test (RST) and the minimum benefits
required to pass this test were therefore often
referred to as being RST benefits.

The RST only applied to benefits accrued from 6
April 1997. Prior to that date, a scheme could contract
out on the basis of providing a Guaranteed Minimum
Pension (GMP) which is a benefit broadly similar to
the additional State pension.

On reaching State pension age, the scheme member
would receive his/her basic State pension from the
Department for Work and Pensions (DWP), and a
pension from the DB scheme that met contracting
out conditions.

An example showing how contracting out affected
the structure of benefits is provided in Appendix B.

Provisions in the Pensions Act 2007 and the
Occupational Pension Schemes (Contracting out)
(Amendment) Regulations 2009/846, which came
into force on 6 April 2009, allow schemes to convert
benefits which were accrued on a GMP basis up to
1997 to a new simplified basis. This GMP conversion
is not compulsory, so trustees will be able to
consider the advantages of conversion against the
costs and effort involved.

Until now the conversion option has rarely

been used, but if GMP equalisation becomes a
requirement (see Part 2, Chapter 2.5) GMP conversion
may become more popular as this will remove the
need for ongoing equalisation checks once the GMP
has been equalised.

Legislation on the conversion of Guaranteed
Minimum Pensions received royal assent on 28
April 2022 - The Pension Schemes (Conversion of
Guaranteed Minimum Pensions) Act 2022. It amends
and clarifies the provisions of the Pension Schemes
Act 1993 which allow occupational pension schemes
to convert GMP into other schemes benefits. Briefly
- clarity that conversion applies to survivors as

well as earners. Ensuring that any money purchase
benefits are not included in the actuarial calculation
to convert GMPS. It removes the requirement for
employer consent to GMP conversion and the
requirement to notify HMRC of a conversion.

1.2.2 The New State Pension and the
Cessation of Contracting Out

Following a consultation in 2011 on ‘A State pension
for the 21st century', the Government published a
White Paper setting out wide-ranging reforms to
the State pension system. Under the new system,
the basic State pension and S2P were integrated
into a single tier State pension, referred to as the
new State pension. Legislation to introduce this
change was contained in the Pensions Act 2014
and the new State pension applies to individuals
reaching State pension age on or after 6 April 2016.

A consequence of the introduction of the new
State pension was that contracting out was
abolished from the same date. The cessation of
contracting out means that employers and scheme
members no longer benefit from the NI rebate and
therefore have to pay higher NI contributions. For
employers, this means that previously contracted
out schemes have become more expensive to

run unless they can offset this additional cost in
some way. The additional cost could prompt some
employers to close their DB scheme.
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To combat this, the Pensions Act 2014 introduced
an overriding power, available until 5 April 2021,
for employers to amend previously contracted out
scheme rules to reduce ongoing benefit accrual
and/ or increase contributions paid by members
to reflect the loss of the NI rebate. Employers are
able to do this without requiring consent from

the trustees, although they must consult with
affected members. The value of any increase in
contributions and reduction in benefit accrual
must not exceed the increase in the employer's NI
contributions and an actuary needs to certify to the
employer that these requirements have been met
before the employer can exercise the power.

Employers whose pension scheme benefits are
integrated with the State pension may also need to
consider how their scheme design may be affected
by the change in the State pension.

Pension schemes which were contracted out
before 6 April 2016 need to preserve existing
entitlements to GMPs and benefits derived from
contracted out service between 6 April 1997 and 5
April 2016, and legislation is in place to ensure this
happens. It is particularly important that contracted
out schemes resolve any data discrepancies and
fully reconcile their GMP liabilities, to avoid any
possible issues or disputes in the future. This is
because, since 6 April 2016, HMRC no longer
tracks the movement of any contracted-out rights
(for example, where contracted out benefits are
transferred from one scheme to another) and
HMRC has ceased sending statements confirming
GMP liabilities to either schemes or members.

As a consequence of the abolition of contracting
out, schemes are no longer required to notify
HMRC when members leave pensionable service
or transfer contracted out rights to another
arrangement.

To help schemes reconcile their contracted-out
liabilities in advance of the abolition of contracting
out, HMRC introduced a reconciliation service
which allowed schemes to reconcile their non-
active scheme membership and GMP data, without
the scheme having to have ceased contracting out
first. Schemes had to register for this service by 5
April 2016 and reconciliation work is continuing.
The reconciliation of active scheme membership
and GMP data began in early 2017 and all
reconciliation work (whether for active

or non-active members) had to be completed by
December 2018. Once scheme membership and
GMP data has been reconciled, schemes must
also undertake to rectify any benefits where the
reconciled data differs from that previously

held by the scheme.

1.2.3 Legislation

We have already mentioned the Finance Act 2004,
former and current HMRC rules and the previous
contracting out rules, on the basis that their
influence has been fundamental to the design

of DB schemes and their daily operation.

Other significant pieces of legislation include the
Pensions Act 2004 (which introduced the Pensions
Regulator and the Pension Protection Fund)

and the Pensions Act 2008, which introduced
automatic enrolment.

The last few years have seen further significant
legislative changes to support developments
such as the abolition of contracting out and the
introduction of pension flexibility. Recent key Acts
and a summary of their impact are detailed below.
Further details of these changes are provided
elsewhere in this study manual.
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ACT

Finance Act 2011

IMPACT

reduced the Annual Allowance from £255,000 to £50,000
introduced the ‘carry forward' of unused Annual Allowance for up to three tax years

introduced ‘scheme pays' for cases where an individual's AnnualAllowance charge
exceeds £2,000

reduced the Lifetime Allowance from £1.8 million to £1.5 million

introduced Fixed Protection 2012 for members affected by the reduction in the
Lifetime Allowance

Finance Act 2013

further reduced the Lifetime Allowance from £1.5 million to £1.25 million

introduced Fixed Protection 2014 for members affected by the further reduction in
the Lifetime Allowance

further reduced the Annual Allowance from £50,000 to £40,000

Pensions Act 2014

provided for the abolition of contracting out and the introduction of the new State
pension from April 2016

Finance Act 2014

introduced Individual Protection 2014 for members affected by the further reduction
in the Lifetime Allowance

introduced changes to the HMRC scheme registration process and a new ‘fit and
proper person’' requirement for anyone wishing to establish a registered

pension scheme

Taxation of Pensions Act 2014

introduced pension flexibility for members taking DC benefits

introduced the Money Purchase Annual Allowance for members who have flexibly
accessed DC benefits

Pension Schemes Act 2015

required members to take appropriate independent advice before transferring
certain benefits to an arrangement that would allow them to access those benefits
under the pension flexibility options

introduced changes to the circumstances in which members have a statutory
right to transfer their pension benefits

Finance (No 2)
Act 2015

aligned all Pension Input Periods with the tax year from 6 April 2016
introduced the Tapered Annual Allowance for high earners

Finance Act 2016

further reduced the Lifetime Allowance from £1.25 million to £1 million

introduced Fixed Protection 2016 and Individual Protection 2016 for members
affected by the further reduction in the Lifetime Allowance

Pension Schemes Act 2017

introduced provisions for master trusts providing money purchase benefits

Pension Schemes Act 2021

introduced new duties relating to climate change and investments, defined benefit
scheme funding, member transfer requests and pensions dashboard

strengthened TPR's regulatory powers including tough criminal sanctions and
financial penalties for non-compliance

Finance Act 2022

increases minimum pension age from 55 to 57 from 6 April 2028
changes to timescales relating to the Annual Allowance charge

Finance Act 2023

increased the Annual Allowance and Money Purchase Annual Allowance
removed the Lifetime Allowance charge

Finance Act 2024

abolished the Lifetime Allowance

introduced Lump Sum Allowance, Lump Sum Death Benefit Allowance and
Overseas Transfer Allowance




Pension Schemes Act 2021 measures include:

Tougher Pensions Regulator powers
and related criminal offences

Two new criminal offences are also created
with no limitation on who could be in scope.
The threatof the new criminal offences may
pose real challenges to decision making by
company directors andwider stakeholders in
businesses sponsoring DB schemes (including
lenders and shareholders). Criminal penalties
include unlimited fines and up to seven years
in jail. The new contribution noticetests mean
there will be the need for greater governance
oversight and due diligence around dividend
payments, refinancing and restructuring - by
both company directors and by trustees

Corporate activity

There may be a need to consider mitigation

to the pension scheme under a wider range of
corporate activities. Trustees will need to be
able to show that they have asked the right
questions, considered the sponsor's response
(with appropriate advice where relevant) and
documented their ‘reasonable’ decision
making process

A tougher funding regime for DB schemes

The new law requires trustees and sponsors
to agree a long-term funding and investment
strategy for a scheme. Trustees and sponsors
will need to comply with new regime as

they complete current valuations and review
investment strategies and journey planning

Climate change

The Act provides for certain occupational
pension schemes to address climate change
risks and opportunities. Major new requirements
for schemes over £1bn relating to addressing
climate change risk. Significant action expected
from trustees, including monitoring climate
metrics quarterly and carrying out climate
scenario analysis annually - liaison with sponsor
CSR teams will often be helpful. Schemes in
scope are required to publish annual reports
setting out how they are managing climate
related risks and opportunities - these public
disclosures may also increase reputation risk

Part 1: Scheme Design

Collective Money Purchase schemes
introduced

Help for trustees to prevent transfers
where there seems to be a scam risk

Some tidy up provisions for the Pension
Protection Fund

Pensions Dashboards delivery
Finance Act 2022 measures include:

Increase to hormal minimum pension age
to 57 from 6 April 2028

Extends the deadlines by which members
can elect for their scheme to meet an annual

allowancetax charge on their behalf (commonly

known as “Scheme Pays *) where there has
been aretrospective change of facts

The management of pension schemes is also

subject to other laws which, directly or indirectly,

address pension provision but arise from other
areas of law, such as employment or social
security. The UK has now the European Union
(EV), but European regulations and directives
may continue to impact on pension schemes.

New legislation or changes to existing law will
involve at least a review of a pension scheme,
which could lead to redesign. Changes to
schemes may be limited to the minimum
necessary to achieve compliance with the new
law or they may go further.

The Finance Act 2023:

removed the Lifetime Allowance charge

increased the Annual Allowance and Money
Purchase Annual Allowance to £60,000
and£10,000 respectively.

The Finance Act 2024
abolished the Lifetime Allowance

new Lump Sum Allowance, Lump Sum and
Death Benefit Allowance, Overseas Transfer
Allowance
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When reviewing scheme structure, whether it is to comply with regulations or to ensure
benefits are affordable, these are the main areas that may need consideration:

1.3.1 Eligibility Conditions

The conditions for joining play a part in determining the characteristics of the membership
profile, the flow of membership and the scheme'’s liabilities.

For example, removing a waiting period and allowing immediate entry can increase
membership levels but may also lead to more small pensions having to be retained in the
scheme. Restricting membership to certain categories of employees can help control costs.

Employers who intend to revise the eligibility conditions for their DB scheme will need to
consider the automatic enrolment requirements. If the scheme is being used for automatic
enrolment, the employer will need to ensure that the scheme'’s eligibility conditions are
wide enough to allow automatic enrolment or provide an alternative scheme for those
employees who cannot join the DB scheme.

1.3.2 Accrual Rate and Pensionable Salary

The higher the accrual rate (or fraction of salary) the larger the pension, e.g.

PENSION PENSIONABLE SALARY FINAL PENSIONABLE SALARY
1/ 60 X ‘ 20 years ‘ X ‘ £30,000 ‘ = ‘ £10,000
‘ 1/ 70 ‘ X ‘ 20 years ‘ X ‘ £30,000° ‘ = ‘ £8,571 ’

A Final Pensionable Salary definition which includes variable pay on top of basic salary
will lead to higher benefits than one based on core salary only.

Either or both elements could be revised to provide higher or lower benefits for
future accrual.

Some schemes have changed from a final salary basis to a CARE basis to manage costs.
A CARE scheme also means that employees whose earnings do not continue to rise
towards retirement still benefit from the earlier years when they earned more.

1.3.3 Contributions

Employers could look at the contributions structure. For example, if a scheme is
non-contributory for members and funding is an issue, one possibility is to switch to a
contributory basis and require members to pay a percentage of their pensionable salary
e.g. 3%, 5%, 7%. The employer still pays the balance of the cost, but the overall cost

is shared to a degree.

The rate may be fixed throughout the member's service or may increase with age to
reflect the higher cost of providing benefits for older members. The Equality Act 2010
generally prohibits pension schemes from discriminating between members on the
grounds of age. Under the Equality Act (Age Exceptions for Pension Schemes) Order
2010/2133, however, there are exemptions if the aim is to reflect the cost of providing
the benefit and where the accrual rate is not age-related. Any employers who wish
to amend their scheme's contribution structure will need to ensure that the new
structure complies with these requirements.



Employers may also consider introducing a
tiered contribution structure so that members
can choose to pay a lower rate of contributions in
exchange for a lower accrual rate or pay a higher
rate in exchange for a higher rate of benefits.

This sort of contribution structure ensures that
those who benefit most from the scheme pay
more in and also gives members the flexibility to
vary their contribution rate as their circumstances
change. It does, however, make the scheme more
complicated to administer.

1.3.4 Benefits and Options
Normal Retirement

Usually, a target age is set for benefits to be
payable from the scheme, traditionally to tie in with
retirement from service. The normal pension age
(NPA) has typically been between age 60 and 65,
although as State pension age increases, some
employers may choose to increase their scheme's
NPA. From 6 April 2028 the minimum retirement
age increases to 57.

Since 1 October 2011 employers have not been

able to automatically retire employees at a
predetermined retirement age. Although this change
did not require schemes to change their NPA or
introduce a flexible retirement policy, it is important
that the scheme is compatible with the sponsoring
employer's retirement policy. Employers may,
therefore, have reviewed their scheme to ensure that
its definition of NPA remained appropriate and that
the scheme supports the possibility that members
will continue to work beyond this age.

Early Retirement

Schemes usually provide for voluntary early
retirement before NPA or early retirement in

the event of redundancy. This can support the
employer's business policies and plans. For example,
redundancy is supported by the pension being
available early and enabling employees to choose

to retire early can help succession planning. \Where
benefits are paid earlier than the NPA, they are
usually reduced to reflect the longer period for which
they are expected to be paid.

When early retirement is due to ill health, the pension
calculation may include some or all of the member's
prospective service to NPA and may or may not be
reduced for early payment. When the Finance Act
2004 introduced new HMRC conditions for pensions
payable on ill health, employers and trustees would
have reviewed their terms and procedures.

Part 1: Scheme Design

Death Benefits

A recent example of legislation that may have led
to a review of death benefits was the introduction
of same sex marriages in England and Wales

from 29 March 2014 under The Marriage (Same
Sex Couples) Act 2013 and in Scotland from 16
December 2014 under The Marriage and Civil
Partnership (Scotland) Act 2014. Under these Acts,
schemes are required to provide survivors' benefits
for surviving same sex partners, broadly to the
same extent as for surviving civil partners.

Schemes must provide both surviving civil partners
and same sex spouses with the same level of
benefits as for surviving opposite sex spouses in
respect of service from 5 December 2005. Schemes
that were previously contracted out must also
provide additional benefits for surviving civil partners
and same sex spouses (see Part 2, Chapter 3.2.6).

Early Leaver Benefits

Whilst elements such as the accrual rate can be
reviewed, there are statutory requirements which
restrict the degree to which early leaver options
can be revised.

One example is a change introduced by the
Pensions Act 2004 for members leaving with
between three months' and two years' pensionable
service. Since 6 April 2006, they must also be
offered the right to transfer their benefits to another
scheme, if their only other option is a refund of
contributions or no benefit at all.

Other examples of changes in legislation, that
may have prompted schemes to review their
benefit basis for early leavers, include.

from 6 April 2009, the reduction in the statutory
minimum rate of revaluation, from RPI up to
5% to RPl up to 2.5%

from 1 January 2011, the change from basing
this revaluation on increases in the RPI to
increases in the CPI (see Part 2, Chapter 4.1.1)

There has been a reduction to the rate of
GMP revaluation which applies under the fixed
rate method from 3.5% per annum to 3.25%
per annum, the new rate of 3.25% per annum
came into effect from 6 April 2022. This rate is
effective until 5/04/2027. The new rate will
apply to contracted-out members who leave
pensionable service on or after 6 April 2022.
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Pension Increases

Pension increases help guard against pensions in
payment devaluing due to inflation. Some statutory
pension increases apply, the details of which are
covered in Part 2, Chapter 3.1.8, and are linked to
price inflation with an annual cap.

In a review of benefits, the statutory increases must
be maintained and only those which are additional
or discretionary can be amended.

Individual and Executive Arrangements

Where there are any individual or executive
arrangements in place, the benefits available will
depend on the nature of the specific arrangement
and any provisions within the scheme rules,

for example:

most EPPs are established on a DC basis, in
which case there are no statutory increases
required for pensions in payment, although the
scheme rules or contract wording may require
increases to be provided

as EFRBS are not registered pension schemes,
there are no statutory increases required for
pensions in payment, although the scheme may
provide discretionary pension increases

14

There has been a continuing trend for employers
with DB pension schemes to switch to DC for
new joiners or close them to future accrual

(as well as new members) and offer DC benefits
for future service.

Although some employers remain committed

to providing DB schemes, the financial reasons to
switch to DC may be compelling. Pension scheme
deficits now attract attention in the commercial
world due to theirimpact on the value of a
company's assets and can be the deal breaker

in a corporate sale.

Increased scheme deficits and some recent

high profile pension sc