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Mrs Bertram: That sounds like nonsense, my dear. 
Mr Bertram: May be so, my dear; but it may be very good law for all thar. 

Guy Mannering by Sir Walter Scott (1815) 

1 An Historical Introduction 

1.1 The period between the entry of the Pensions Act 1995 on to the UK 
Statute Book last year and the effective date of April 1997 for most of 
its provisions seems a suitable time to review the relationships between 
the actuary and the UK pension trustee. Much of this legislation and 
the regulations (which are awaited, and being consulted upon, at the 
time of writing) affect these two figures in the pensions arena. 

1.2 The UK Trustee has an interesting background. The concept of a Trust 
developed early in English Law, but is absent from the law of many 
other countries. At the end of last century large amounts of case law 
built up about family trusts. The duties and obligations of Trustees 
were established, and the concept of equitable ownership grew and was 
dealt with in the Chancery Division of the courts. Trustees were to be 
more prudent and cautious than in handling their own affairs. 

The Trustee Act 1925 substantially consolidated previous trust law, 
much as the Pensions Act 1995 does in the pensions field. In the 1980s 
surpluses which had grown up in UK pension schemes proved attractive 
to predatory companies. Surpluses were removed by contribution 
holiday and by payment to the employer in some rare circumstances, 
until this practice was regularised by the Government which allowed 
payments after taking 40% tax. Contribution holidays or reductions 
diminished the perceived value of pensions. Significant pension rights 
accrued without substantial further contribution from member or 
employer. The debate over who owns surplus raged. 

1.3 Spectacular crashes in the business world at large occurred at the end 
of the 80s, following the heady earlier years in the financial world 
generally. The tense electric atmosphere which surrounded pensions in 
those same years was alarmingly shattered by the storm which followed 
Robert Maxwell's enigmatic disappearance. The torrential downpour of 
problems and concerns that began shortly after that thunderbolt in 
November 199 1, has scarcely ceased since. The role of the Trustee, 



and only to a slightly lesser extent that of the actuary and auditor, came 
under scrutiny. The Maxwell sons in the spotlight as trustees in a 
House of Commons committee room were the evening television news 
headlines. 

The Government had to act and in June 1992 set up a Pension Law 
Review Committee (PLRC) drawn from the Pensions Industry and 
known as the Goode committee after its chairman - a lawyer and 
academic. Two actuaries were among its members. It reported in 
September 1993 with a range of measures to be accepted as a 
compromise package. 

The Government responded in June 1994 with a White Paper, accepting 
most of the proposals, but rejecting some and modifying others. The 
proposed Pensions Regulator role was reduced to a more reactive, 
more bureaucratic function - making pension provision less onerous for 
Trustees and employers than the PLRC proposals would have done. 

1.4 The Pensions Bill, unusually began its passage through parliament in the 
House of Lords where bills normally begun in the House of Commons, 
are usually simply subject to detailed refinement. It had 6 main features 
which are now established in the Act. 

Member nominated trustees 

Redefined duties and powers for trustees 

Regulatory duties for professional advisers (including actuaries) 

Minimum Funding Requirements, Contribution Schedules and other 
financial controls 

Pensions Regulator 

Compensation Scheme 

The opportunity was also taken to make amendments in other areas 
involving sex equality, indexation, divorce, relationship with the second 
tier state pension, and wind up provisions and rights. It is with the first 
5 of the main features listed above that this paper is concerned. 

In this waiting period we wonder if this brave new world will provide a 
formal regulated system with "teeth" (civil and criminal penalties). Will 
it make the misdeeds of the incompetent and fraudulent more difficult 
to do, more obvious when done and more subject to punishment when 
observed? Or will it just provide yet more excessive bureaucratic 
controls and costs in the form of levies ro support the regulatory 
structure and compensation scheme? There may be an increased 



possibility of trustees following the US pattern of voting with their 
pension scheme shares and affecting corporate governance. 

It may more than anything else, change the relationship between 
actuaries and trustees. 

2 The Present Position 

2.1 Till now, this relationship could be described as very variable - 
dependent on the pension scheme's legal basis, and the characters 
involved. While many pension schemes have some kind of member 
representation among the trustees, a substantial majority do not. 
Commonly the trustees are officers of the company, who may find the 
temptation to deal with company issues and consider procedures from 
an employer's perspective too great to resist. Actuaries, while in theory 
appointed by the trustees, may be company appointed and usually 
advise both these clients. Advice given to each of these parties is 
frequently exchanged between them. The results of a valuation, 
ultimately for the Trustees, are often with agreement from all parties 
discussed first with the company. 

2.2 While some formality exists, relationships can develop in an informal 
way with ideas being discussed and developed openly in meetings. The 
actuary has duties to report on surplus levels to the Inland Revenue to 
ensure excessive overfinding is avoided, and to report to the 
Occupational Pensions Board (OPB) to make certain that the pension 
provided as an alternative to the second tier state pension is covered by 
the assets. Any trustee or employer actions affecting this are reported 
to the OPB, but this is a rare occurrence. Actuaries may feel removed 
from companies' and trustees' actions, as in the celebrated Maxwell 
case. The Social Security Committee of the House of Commons, after 
interviewing the professional advisers involved in that case, compared 
their inaction to Pontius Pilate's handwashing. 

OPRA 

3.1  The Occupational Pensions Regulatory Authority (OPRA) is a new 
statutory authority with wide powers compared with those of other 
bodies like the Occupational Pensions Board (OPB), whose much 
smaller monitoring role will be absorbed by OPRA. The chairman and 
his advisory committee will be selected by Government to represent 
various interests in the pensions arena, and could include actuaries as 
the OPB has done in its time. 

3.2 The powers it has are wide and affect, inter alia, trustees and actuaries. 
OPRA can suspend or ban someone from being a Trustee, and appoint 
replacements. There is a range of criminal and civil offences which 



trustees and actuaries could commit in the eyes of OPRA. These 
include continuing to act as a trustee when removed or suspended, not 
appointing an actuary, failure to agree schedules of contributions, 
failure of actuaries to report to OPRA on the misdeeds of others, and 
continuing to act as scheme actuary when removed from that role. 
Civil and criminal penalties include fines to be paid from the convicted 
person's pocket and criminal penalties could also involve imprisonment. 

OPRA will be able, in the course of its investigations, to force trustees, 
managers and professional advisers to produce documents and require 
its officers to enter premises to enquire, search for documents and 
interview. With the right search warrant this can extend to private 
homes. 

3.3 It seems likely that with this new framework in the background, a new 
formality will appear in trustedactuary relationships. Respect for 
niceties, previously regarded as unnecessary and unimportant 
procedural detail, may grow. If handled well by the profession, with it 
could arise an enhanced respect for actuaries. Conversely, however, in 
some cases it may be sufficient to drive employers from voluntary 
pension provision for their employees. 

4 Role of the Ombudsman 

The post of Pensions Ombudsman was created a number of years ago, and the 
present incumbent is only the second. He examines cases of complaint relating 
to pension schemes. Those complained against include trustees, employers, 
and firms providing services to them including, of course, actuaries. The 1995 
Pensions Act confers on him the duties of operating a new compensation 
scheme. Within recent months there has been a number of controversial rulings 
by the Ombudsman, including one which has been reversed by a court. 
Reference to a court is limited to points of law and the Ombudsman has wide 
scope in areas in which he may not be challenged. The effect on the 
trustedactuary relationship is probably, in general to strengthen it - in working 
together to ensure that actions taken are incapable of challenge by the 
Ombudsman. 

5 Trustee Appointment 

5.1 Pension Scheme members have the right for the first time to appoint 
trustees. The procedure need not be used, however, if existing, or 
revised arrangements, which may or may not include member 
nominated trustees, are proved to be acceptable to the members. At the 
same time, trustees are given leave to improve their own benefits 
provided this is consistent with the treatment of other scheme members. 
This clarifies the position following a recent court ruling which threw 



this position into doubt. New voting arrangements are introduced, 
allowing majority rather than unanimous decisions to be made. 

5.2 It seems likely that the format of trustees' meetings for many pension 
schemes will change. Experience of clients who already have member 
trustees suggests that pre-meetings of company representatives to plan 
the tactics for certain items on the agenda can be expected. 

Actuaries, who may advise the company and may have done so for a 
number of years, could be regarded with suspicion by member trustees. 
Attempts to  overcome this might, if handled badly, give rise to new 
strains in the relationship between actuary and employer. 

6 Appointment of the Actuary 

6.1 The Pensions Act makes it mandatory for the trustees to appoint their 
actuary. Indeed, taking advice from an actuary appointed by others 
could lead to removal of  the trustee by OPRA and other penalties. This 
puts the familiar question of an actuary's conflict of interest between his 
advice to employer and trustees in a new light. The new Act seems to 
allow actuaries to advise both but, if so, appears to require 
appointments from both. A statement that, in the event of  a conflict, 
the actuary would act for one party only, appears desirable. If separate 
advice is given, and the employer shows his to the trustees, it seems 
they must disregard it. These are substantial changes. To  avoid 
providing the same advice in two documents, an actuary advising both 
might be wise to address advice which was designed for both, to the 
Trustees alone, with a copy to the employer. 

6.2 Regulations may be written to  force employers and actuaries to disclose 
information to trustees and for trustees to give documents to their 
advisers. This may help in some situations where strained relations 
between the parties leads to lack of communication, but is unlikely to 
improve relations between actuaries and trustees. 

6.3 A Trustee is ineligible to be actuary to  the same pension scheme, and 
vice versa. An auditor or actuary acting as a trustee when ineligible will 
be committing a criminal offence, punishable by a fine and/or 
imprisonment. The same rules apply to  auditors as to actuaries, but 
there is an exception for actuaries, in that a director, partner, or 
employee of  the same firm as the scheme actuary may act as trustee. 
There has been much debate about this, and each of  several consecutive 
drafts of the Bill appeared to reverse the position of the previous one. 
Historically, some actuarial firms and life offices have provided Trustee 
services, whilst others have not. Having a professional trustee has had 
its attractions to employers and other trustees. It seems likely that 



those firms which do act in both capacities for the same pension scheme 
will recommend clients to consider whether it is appropriate to continue 
the practice. Others may withdraw from acting in one capacity in any 
case. There is likely to be an increase in the use of professional trustees, 
independent of the management and employees of the company. The 
firms which provide this service, if they also have consulting actuaries, , 

are likely to offer only one or the other service to any one scheme. 

Unlike appointments of other advisers, the actuary must be a named 
individual. This may be due to professional guidance matters or to 
allow the existence of trustees and actuaries in the same firm, or both. 

The potential conflict between an actuary and a trustee in the same 
organisation, just mentioned, has some similarity with the position 
where both the scheme auditor and the scheme actuary work for the 
same firm. The large accountancy firms have of late been moving into 
the employee benefit area. Situations are even arising where the 
company auditor, the scheme auditor and actuary are all from the same 
accountancy business. This gives rise to conflicts regarding pension 
costs in company accounts based on "independent" actuarial valuations. 
Leaving that thorny question of company accounting aside, these firms 
may need at least to suggest to clients to reconsider having both scheme 
auditor and actuary from the same stable, if not to decide to withdraw 
from one of those roles in any case. The new duties for those fulfilling 
each of these two functions will be dealt with under the title 
"whistleblowing" below. Having both whistles in the same office might 
be hard on the ears, or could it in some circumstances silence both? 

At present the most common conflict for actuaries advising trustees and 
employer surrounds advice on pension issues during a sale and purchase 
negotiation. Actuaries are well used to such conflicts and there is 
nothing in the Act which appears to alter the position, except that the 
climate is likely to change and actuaries are much more likely to be 
called to account for what they have assumed the trustees would agree 
to. Unknown to the trustees (since they are not party to the agreement) 
actuaries assume the employers will be able to persuade the trustees to 
pay a given level of bulk transfer value to other pension arrangements. 
They agree replacement benefits deemed suitable in the receiving 
scheme and, in the case of a transfer being received, they agree benefits 
to be provided in exchange for a bulk transfer value received. Trustees, 
including member nominated ones, may be more sceptical in future, and 
require separately presented advice on how they should proceed in the 
matter. 

Scheme Actuaries are to be a defined subset of actuaries who, in a 
similar way to appointed actuaries for life offices, have successfully 



applied to the Institute or Faculty of Actuaries to be so designated. 
Relevant practical experience and appropriate knowledge are required, 
as specified and illustrated in notes to be read on completion of the 
relevant form. Questions must be answered on past conduct as 
evidenced by the absence of convictions by courts of law, disciplinary 
offences in the professional field, and in the position of any wound up 
business affairs with unpaid creditors. Information about recent 
pension scheme activities and employment history and Continuous 
Professional Development (CPD) records is also required. There has 
been some discussion as to whether the scheme actuary (as defined in 
the Act) in every case could (or should) be the same as the actuary 
providing consultancy advice on a regular basis to the Trustees and or 
the company. The Scheme Actuary under the Act might not even be 
the Scheme Actuary as defined under the Trust Deed and Rules. It 
might alternatively be another actuary, probably - but not necessarily - 
in the same firm. The draft guidance note, at the time of writing, covers 
this possibility in its introduction, but immediately assumes for the rest 
of the note that the same person does both roles. 

6.8 A separate scheme actuary (defined under the Act) to "blow the 
whistle" - with specialist knowledge and legal advice on hand, in a 
department dedicated to specialising in this role - could conceivably 
have some commercial advantage for the actuarial firm involved. This 
might be evidenced in the avoidance of claims against mistakenly 
reporting trustees or others to OPRA and in preparing the necessary 
contribution schedules and certificates. It is unlikely to do anything for 
the relationship between actuaries and trustees. The latter, and perhaps 
the former(!), could certainly be conhsed about the roles and where 
responsibility lies. In my view the involvement of a single actuary in 
carrying out the actuarial roles for the trustees will be the best approach 
in most circumstances. Many of these trustees are likely to allow him 
or her also to advise the employer. 

6.9 The draft guidance note sets out areas of potential conflict, but permits 
one actuary to advise more than one group of employees and the 
employer in a merger of, or bulk transfer between, pension schemes. It 
suggests that trustees should be informed of communications with third 
parties relevant to the trustees. It is assumed this would not include 
contidentid information, for example related to a yet uncompleted sale 
and purchase agreement. This could be disclosed later, at an 
appropriate time. 

7 Whistleblowing 

7.1 The idea of telling tales behind a client's back is not a popular one 
among consultants of any kind. It is certainly not calculated to improve 



relations between actuaries and trustees. Section 48 of the Act requires 
the actuary (and the auditor) to submit a written report to OPRA if he 
or she has reasonable cause to believe any statutory duty regarding 
scheme administration has been ignored by trustees, managers or 
professional advisers, and that this would be material to OPRA. Some 
of this involves subjective judgments. The matters which should be 
reported are not restricted to those introduced in the 1995 Act, but 
cover any law. 

7.2 Other advisers and trustees and managers are also encouraged in this 
part of the Act to blow the whistle, but do not have the same statutory 
duties. Thus, as well as the actuary reporting the trustees, they could 
report him or her, but are not legally required to. 

7.3 Statutory protection is given from breach of confidentiality to clients. 
This is extended to all those obliged as well as those encouraged to 
"whistleblow". However this does not prevent clients from dismissing 
their actuary - particularly if the breach is put right subsequently - 
possibly before OPRA investigates. In order to avoid defamation, 
actuaries might be best advised to report provable truths, without 
drawing firm conclusions from them or stating opinions about them. It 
should be up to OPRA to make the judgments. 

7.4 Indications at the time of writing suggest some discussion with the 
client before reporting will be permitted, and may give an opportunity 
to avoid reporting if prompt corrective steps are taken. Furthermore, 
informal discussions between the whistleblower and OPRA staff before 
a written report is considered are likely to be possible and encouraged. 
These two measures should help to keep both the number of formal 
reports and broken trustedactuary relations to a minimum. 

However, these can create dilemmas,for the actuary. How are denials 
to be dealt with - relied on or suspected of being lies (perhaps falsely in 
the end)? What action should be taken if the denial is followed by a 
demand for a return of all papers? If people are not consulted, 
opportunities are lost to obtain an explanation and the actuary could be 
negligent in making a report without proper enquiry. 

There remains a difficulty for the actuary who sispects there is wrong 
doing, but cannot prove it. 

7.5 The draft guidance notes on this subject suggest the actuary needs to 
keep a record of minor breaches of duties by any of those involved in 
the scheme - trustees, manager, or other pr~fessional advisers. This is 
because an accumulation of such small incidents may in aggregate 
justifL notification, but actuaries are not expected to search for 



reportable circumstances. The registers of accumulated, as yet 
undisclosed, minor.misdemeanours of trustees and others involved in 
the scheme, kept by scheme actuaries, will be highly sensitive 
documents. Their suspected existence by trustees may give rise to 
demands as to  whether they exist, and if so, to view them. 

7.6 Reporting on professional advisers may involve reporting employees of 
actuaries' own firms who carry out various duties - administration, 
trusteeship - and even other actuaries. It is likely that firms will 
nominate or set up a department to deal with cases which may need 
reporting, to  give advice and support to actuaries contemplating a 
referral, scheme actuaries, who, nonetheless continue to have personnel 
responsibility for reporting. 

8 Policing Funding and Contribution Levels 

8.1 UK Pension Actuaries have, for many years, had "light policing" duties. 
A Certificate (designated "A") is currently required for schemes 
contracted out of the State Upper Tier Pension Scheme. This specifies 
contributions to keep sufficient solvency to cover the benefits provided 
in lieu of State Pension and all earlier liabilities in the list of wind-up 
priorities. If an actuary is made aware of anything which makes him 
believe that certificate is no longer valid, he must tell the OPB. 
Similarly, and in the opposite direction, he has to police ovefinding on 
behalf of the UK tax authorities, by reporting breaches of a 105% 
hnding level for accrued benefits on a prescribed actuarial basis. 

The former is reassuring to Trustees and understood by employers by 
and large. However, I know of one case many years ago when an 
individual resigned as actuary to a scheme as he rehsed to sign a 
Certificate A at the levels of contribution the employer was prepared to 
pay. His replacement, from another firm, felt he could sign. To deal 
with this, it is often the prxtice that the etiquette exchange of letters on 
change of actuary will refer to any problems on this aspect. 

8.2 The reporting of excessive hnding in the scheme to the Inland 
Revenue has become part of the accepted scene and, while it may prove 
a discussion point between employers and actuaries, trustees to date 
have not, in my experience, expressed many concerns about the 
restrictions now imposed on the permitted extent of pre-finding. 

8.3 The new arrangements impose a much more rigorous regime on 
trustees, employer and actuary than ever experienced before. A central 
plank of the PLRC proposals was a minimum solvency requirement for 
all hnded pension schemes. Annual certification was recommended 
with immediate injection of finds if the solvency fell below 90%. 



During the process of turning these proposals into the final Pensions 
Act, they have been significantly modified to make them less stringent. 
This is due to the realisation that otherwise lower benefits or higher 
employer costs would ensue. At the prompting of actuaries, "solvency" 
has become "funding". This "cosmetic" change of name recognises that 
a scheme fulfilling the requirement could well be insolvent if wound up 
in the expensive current market conditions which appear unlikely to 
improve significantly in this respect in the foreseeable future. 

8.4 It was accepted that calculations analogous to those used for cash 
equivalents - transfer values for members moving individually between 
schemes - should be used. Furthermore these can assume a strong 
equity investment element, while current guidance to actuaries - 
although not prescriptive - gives a sole example of gilts (UK bonds) as 
the market to use. The MFR will require attention to be paid to 
matching and the extent of any mismatching, and the easements will 
allow more schemes to pursue their current investment policies. While 
this is in schemes' long term interest, it makes a shortfall on actual wind 
up in the short term more likely than if matching was to assets 
underlying the insured deferred annuity contracts applicable on wind 
UP. 

If actual cash equivalent transfer values follow the same route - which 
seems likely at the time of writing - this will in many cases reduce these 
transfer values. It is unlikely that this was an intended outcome of the 
legislation. It is of course open to trustees to pay higher transfer values 
based on their actuary's advice. This opens up a possible conflict with 
the employer who is likely to wish that the lowest possible figure is paid 
to those leaving his employ. 

8.5 A summary of the assumptiors to be used, as they are currently drafted, 
is shown in an appendix to this paper. 

Asset valuations wil! use market vdues averaged over a period of 
months and the liabilities will be valued using an averaged rate of 
discount. This removes some of the earlier expressed concerns over 
volatility of the MFR, when there is a mismatch of assets and liabilities. 
Overseas equities and property do not feature in the model and there is 
some concern that these markets will become less used - to the 
long-term detriment of investment performance - and with a potentially 
damaging effect on the UK property market. 

8.6 All schemes subject to the MFR must obtain an initial actuarial 
valuation and further valuations at prescribed intervals. These certify 
that the h4FR is met at the relevant date. The assumptions for this are 
being discussed and refined at the time of writing. The intention of the 



relevant government department is that any two actuaries doing the 
calculations for the scheme would agree a figure within 2%. This 
appears to be calling for a level of prescription unprecedented in the 
UK pensions field. Some actuaries are expressing concern that such 
calculations set the judgmental skills of the actuary at nought. It is 
arguable that an actuary is not needed. Persons other than an actuary 
could certify that the calculations conform to the prescribed formula. 

A hrther certificate which apparently still calls for some judgment is 
that which states that in the opinion of the actuary, the contributions 
shown on an attached schedule will allow the scheme to meet the MFR 
at all times in the prescribed period (five years). There is currently 
controversy over this. Some actuaries feel they cannot sign this at all 
since they will not be able to caveat it to state that they have made 
certain assumptions which, if not met, would cause the breach of the 
MFR during the period. Others believe it could be signed only on strict 
adherence to exact matching of liabilities with assets in all schemes 
except those with very substantial surpluses. Representations on this 
point in the regulations appear to have met with success, but it is 
argued by some that a change to the primary legislation is needed. 
Perhaps by June when we discuss it, this matter will be a little clearer. 

The duties of the trustees and manager in this are to obtain the 
valuations and certificates. If the certificate shows that the 
contributions will be inadequate, then a hll valuation is required. If the 
assets are above 90% of liabilities, however, the contributions can be 
revised upwards and valuation postponed till next due. 

They must also prepare the schedule of contributions for the actuary's 
certification. Although not entirely clear, it appears that this schedule 
will state the normal long-term ongoing contributions, possibly subject 
to a minimum of those to meet the MFR. Only if the trustees cannot 
get the agreement of the employer will the contribution shown strictly 
be the minimum. There must be a concern that employers will finance 
schemes at the minimum. This will remove much of the role of the 
actuary in determining long-term assumptions and method. The 
judgment would only come in determining rates to meet the MFR at all 
dates in the next five years. Actuaries have a major job on their hands 
in educating trustees and employers to raise their eyes above the 5 year 
near horizon, to the long-term horizon beyond, while ensuring that the 
newly created near obstacles are jumped on the way. 

There can be advantages as well as disadvantages for the actuary / 
trustee relationship here. The actuary will be in the position of 
requiring a minimum contribution level. He may still be subject to 
pressures from the employer, but the prescription of the basis should 



make it less likely that situations develop like that historic (Certificate 
A) one mentioned above. An actuary should be unable to sign a 
solvency certificate on the basis of low contributions when the previous 
incumbent resigns because he cannot. Trustees may be more reassured 
that their liabilities will be met and not completely run down by 
contribution holidays. This may only work if actuaries can persuade 
the trustees and employer about long-term hnding. However, the very 
process of  agreeing a five year plan of contributions will bring a 
formality currently somewhat lacking in some schemes. Employers not 
willing to make the five year commitment, might wish to  alter the 
arrangements altogether. A benefit structure reduction, for example, 
might be in order. 

8.1 1 Since unpaid scheduled contributions become a debt on the employer, 
frequent re-certification seems likely, particularly if a long term rate has 
been agreed which becomes a cash flow problem for the employer. 
Nevertheless, it seems possible that contribution holidays will occur less 
frequently and a steadier pattern of contributions could emerge for most 
defined benefit schemes. 

Falling below the 90% hnding level on this basis requires the employer 
to finance the shortfall below 90% over 12 months. 100% compliance 
is required in all cases over 5 years. there are however transitional 
arrangements which extend these periods for schemes below the levels 
in 1997. 

8.12 Over recent years actuaries have had to explain the following bases and 
their attendant fbnding levels: 

Ongoing basis 
Discontinuance basis - Purchase of annuities 

- Cash equivalent 
Surplus reporting basis 
Accounting bases (SSAP24, FAS87 etc) 

While the h4FR appears to add another, it probably largely replaces the 
third one above, but it must become one of the two key bases - vying 
for prime importance, in a relatively healthy ongoing plan, with the 
ongoing basis in a way that the discontinuance bases never did before. 
Once explained to the trustees, perhaps the actuary will have a more 
clearly focussed audience when presenting results. The MFR should be 
of such importance that trustees should be asking what the level 
currently is, rather than having to have its significance repeated to them 
at each meeting. 



8.13 There has been some discussion that the Pensions Act brings the UK a 
long way nearer the position in the Irish Republic where, I understand, 
on a wind up, liabilities are defined in terms of the cash equivalent 
transfer value and what that can secure. Today that is significantly less 
than the cost of buying out the defined benefit with insurance 
companies. With debt on the employer defined on the cash equivalent 
basis and the modification to wind-up liabilities in the Act, trustees may 
increasingly draw up documentation agreeing to provide only the h4FR 
liabilities by way of purchase premiums for members as far as assets will 
allow. Any assets in excess of this can purchase further benefits from 
insurance companies with the defined benefits on wind-up being only 
the second target. Is this a step towards defined benefit schemes 
ceasing to be defined benefit in the event of wind-up? 

9 Investments 

9.1 The possible effect of the MFR on investments has already been 
mentioned. The Act further affects investments in a way which 
potentially changes and enhances the actuaryltrustee relationship 

9.2 The Financial Services Act (FSA) required trustees, who were not 
authorised under that act, to delegate investment duties. Trustees began 
to stop involvement with day-to-day investment matters and also 
stopped giving advice to members about pensions and savings options. 
Some commentators even blame this effect of  the FSA for the 
mis-selling of personal pensions which took place just as the FSA had 
come into place. 

The FSA left only strategic investment decisions to  the trustees 
including, possibly, asset allocation. These duties can be delegated to 
the investment manager. Actuaries have of late been attempting to 
suggest this area can be returned to the trustees with actuarial guidance. 

9.3 The emergence of the significant impact of the MFR and the need to 
consider asset and liability matching emphasises this role. The actuary 
needs to  convince the trustees and employer of this. Often, not without 
good reason, they impute commercial motives to the actuary and this 
can become an obstacle. Charges for asset liability studies using 
stochastic techniques have been high, due to the extensive nature of the 
calculations for a scheme in comparison to deterministic valuation 
calculations. Recouping the cost of research in this area is another 
reason for high costs. Undoubtedly fees will reduce as the latter effect 
wears off but convincing trustees and employer alike of the added 
value such work can provide remains a problem, both for the actuaries 



who carry out this work - often specialists in a firm - and the scheme 
actuaries who introduce them to the trustees. 

9.4 The Pensions Act undoubtedly helps here. Section 35 requires trustees 
to prepare a written statement of investment principles governing 
decisions about investments in their scheme. The FSA left the asset 
allocation and strategic investment areas unregulated. The Pensions 
Act imposes a structure requiring diversification, suitability, 
compliance with MFR and consideration of risk and expected return. 
Trustees must obtain written advice from a person they believe to be 
qualified - "by his ability in and practical experience of financial matters 
and to have the appropriate knowledge and experience of the 
management of the investments of such schemes". They must also 
consult the employer, although can apparently ignore his wishes. 

The outcome of this may be standardised statements by fund managers, 
but it is to be hoped that statements such as "to maximise the return on 
the hnd in a manner commensurate with the risk involved" will be a 
thing of the past. 

It reinforces what some see as the artificial distinction between 
investment management - which trustees are urged to delegate - and 
asset allocation - in which they are forced to take a more active part. 

9.5 Actuaries need to convince trustees that they have the necessary ability, 
financial acumen and experience of investment matters to be the 
persons giving the written advice. Scheme actuaries need to develop 
skills in this area and, where they exist, work with their specialist 
investment actuary colleagues. The role of the scheme actuary in 
commenting on the suitability of the investments is an increasing one 
due to the MFR, and this role needs to relate closely to advice given 
under section 35. 

9.6 The Act requires that an investment manager is appointed, and that 
trustees not only obtain and consider proper advice to ascertain whether 
the investments are satisfactory, but that they review this at appropriate 
intervals. They must also satisfy themselves that the investment 
manager is carrying out his work competently. The Act requires regular 
review of the investments. Several aspects require regular monitoring. 

Quite frequently, as often as once a quarter, the manager's investment 
performance against his benchmark needs comparing. Conclusions 
drawn from such short-term comparisons are dangerous, since time is 
needed to see the working out of an investment manager's approach 



over an extended period. After a number of years - commonly five - the 
manager may be subject to reappraisal in the light of performance. 

Every three to five years a strategy review is appropriate. If the 
strategy involves a structure of targeted specialist managers, asset 
proportions and benchmarks need to be reappraised against the 
changing liability profile. The process of monitoring and review may be 
regarded as a continuous cycle as shown in the diagram below. 

I THE TRUSTEE INVESTMENT PROCESS I 
Define Objectives 
and strategy 

and assess structure 

9.7 Trustees need to be confident of the philosophy and outlook of the 
relevant managers. They must also be sure their overall strategy remains 
appropriate. Actuaries have an opportunity to  help them do it. 

10 The Trend to Defined Contribution Schemes 

10 1 The trend in UK pensions seems to be towards Defined Contribution 
(DC) Schemes Practically no new Defined Benefit @B) schemes have 
been set up in the last 5 years Those that have are usually replacement 
schemes of one kind or an3ther The Anson enquiry set up by the 
National Association cf Pemion Funds on an independent basis seems 
to propose in its report published in January a fbnded compulsory 
national pension arrangement for t h ~ s e  not in an occupational pension 
scheme or personal pension There would be minimum contributions - 
apparently on a DC basis The enquiry seems to be welcomed by all 
political parties Defined Contribution schemes have not escaped the 
heavy hand of legislation in the Pensions Act, but the onus on Defined 
Benefit schemes is undoubtedly greater This will accentuate the 
change Many employers may well make the DBIDC switch as a result 
of  the introduction of compulsory pension in payment increases for 



hture  benefit accruals in the Act, o r  one of  the many other impositions 
on DB schemes. 

10.2 The involvement of the actuary in group money purchase schemes or 
group personal pension plans (recently given support by the Minister 
for Social Security) after the initial consultation over contribution levels 
is very limited. Nevertheless for those DB schemes which do survive - 
likely still t o  be a substantial number - the trusteelactuary relationship 
appears likely to grow deeper, with increased consultation. 

I1  Summary and Conclusions 

It seems likely that following the passing of  the Pensions Act 1995, 
there will be a change in the relationship between the actuary and the 
UK pension trustee over the next few years - away from the relatively 
loose relationship currently applying - to a new formality which the 
existence o f  OPRA will underpin. 

An enhanced respect for the role of actuary is hoped for, but this may 
be balanced against an increase in bureaucracy and a growing 
reluctance o f  employers to support group pension schemes - 
particularly DB ones which especially need the advice of actuaries. 

The changes to the appointments both of trustees (now more likely to 
include ordinary members) and of actuaries will increase the formality 
and may restrict the subject matter discussed in formal trustee meetings. 
All existing appointments may need to be reviewed. 

The new Act will pinpoint conflicts in a sharper way - both those for an 
actuary between his relationships with the trustees and the employer - 
and for firms who provide more than one of the roles of company 
auditor, scheme auditor, actuary or trustee. There may be a greater 
cost if more firms are involved for each scheme and this needs to be 
handled sensitively for fear of killing the goose which lays the golden 
egg. 

Trustees should in h ture  have a clearly defined scheme actuary. It is 
likely he or she will be the one they turn to for all their primary actuarial 
advice. 

Whistleblowing may lead to conflicts between actuaries and trustees, 
but if well handled may enhance the relationship. Sensitive handling 
before any breach is reported seems essential. 

The new certification of hnding levels and contribution schedules seem 
likely to  increase the burden of bureaucracy, but could bind more firmly 



the trustee to the actuary, possibly in rare cases at the expense of  the 
actuarylemployer relationship. 

11.8 The investment aspects of the Act give an opportunity to  actuaries to  
be the experts giving the advice on investment matters, to monitor 
performance in a useful way and review the process in a continuous 
cycle. 

1 1.9 Although the trend to Defined Contribution continues (and there is little 
scope for trustedactuary relationships there) a certain amount of 
optimism exists that established Defined Benefit schemes in the 
appropriate situation can and will continue to  provide an excellent level 
of benefits to a substantial proportion of the workforce. To  do this, the 
trustedactuary relationship needs to alter with the new situation. It 
should emerge stronger. 
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Appendix - Calculating the MFR 

1 Introduction 

1.1 This document is intended to set out the information to be provided to 
actuaries as background to the guidance notes to be produced for the 
purposes of calculating minimum funding requirements. The terms of 
reference and instructions from the DSS which lead to the guidance are 
set out in Section 2. 

1.2 The report is set out as follows: 

Section 1 : Introduction 

Section 2: Terms of Reference 

Section 3 : Liabilities for non-pensioners 

Section 4: Liabilities for pensioners 

Section 5: ~xpenses 

Section 6: Value of assets and date of valuation 

Section 7: Seven month average 

Section 8: Application to Minimum Cash Equivalent. 

2 Terms of Reference 

2.1 The principles and methods set out in this document are the result of a 
mixture of discussion with the profession and instructions from the DSS 
following discussions with them. 

MFR for non-pensioners 

The principle of the MTR for non-pensioners is for the scheme to have 
sufficient assets to provide payments which, if invested in an alternative 
arrangement such as a personal pension scheme, should give a 
reasonable expectation of the scheme being able to provide the accrued 
deferred benefits. We have been instructed to assume that the assets 
backing the benefits should be equity assets until 10 years before 
payment commences, with gradual shift to gilt assets over the next 10 
years. We have also been instructed to allow for a total return on 
equities of 1% more than the risk free rate on index linked gilts; this 
represents approximately one half of the best estimate of the extra 
return expected on equities. It is intended that the methods of 



calculating the MFR should be closely prescribed in order to reduce the 
. range of  answers for an identical benefit to within 1%. 

2.3 For the purpose of determining the assumed yield for calculating MFR 
(and minimum cash equivalents - see below), equity assets are 
interpreted as UK equities, and overseas equities and property are 
excluded from this calculation. However, overseas equities and 
property (and other asset classes) are included in the calculation of  the 
assets available to  meet MFR, and it is expected that the advantages of  
diversification mean that the place of these two categories of assets in 
investment strategy will not be reduced. 

2.4 We understand that DSS intends that minimum cash equivalents should 
be calculated in a similar manner to the MFR for non-pensioners, so 
that the assets would also be sufficient to  pay minimum cash 
equivalents. However, whereas the MFR applies to the scheme and 
averages have been applied in the methodology, cash equivalents apply 
to individuals when averages may not be appropriate. In consequence 
for very small schemes individual attributes may need to be substituted. 

MFR for pensioners 

2.5 We have been instructed that the minimum hnding requirement should 
be based on the cost of securing benefits in a closed h n d  by matching 
assets. For schemes which are too small to be viable as a closed hnd ,  
an appropriate, approximate adjustment should be made for the extra 
cost of securing the benefits through an insurance contract. For very 
large schemes we have been informed that regulations will permit an 
easement designed to allow approximately one quarter of  the liabilities 
to be secured by equity assets, including an allowance for the additional 
return which would be available in those assets. 

2.6 In order to obviate the possibility of  an MFR being calculated on a date 
on which market values are unusually depressed for a very limited 
period of time, we have been informed that regulations will request the 
conditions applicable in the si i  months surrounding the valuation date 
to  be taken into account instead of the conditions at the date alone. 

3 Liabilities for non-pensioners 

3.1 The MFR for non-pensioners shall be calculated as follows: 

a. Calculate the present value of the benefits using long-term 
assumptions and assuming that current market conditions match 
those assumptions. 



b. Adjust by a market value adjustment (MVA) to allow for 
current market conditions. 

3.2 The assets to meet the benefits are assumed to be invested in UK 
equities until 10 years before normal retirement age (or earlier date, not 
less than 60, at which pension may be taken by right without actuarial 
reduction: this is consistent with the requirements of the preservation 
legislation). During the ten years preceding retirement assets would be 
gradually switched from equities to gilts. An accurate calculation of the 
effect of the switch from equities will be complicated (for example to  
allow for deaths), and in practice a pragmatic approximation is 
proposed. Taking the difference in assumed yield between gilts and 
equities to be 1% per annum, the calculations would proceed as 
follows: 

1. Assume equity return throughout deferment. 

2. Assume gilt return throughout possession. 

3.  If n years (maximum 10) from retirement age, multiply the result 
by {1+.01 (n- 0.05n2)). (This formula is, intentionally, only a 
first approximation.) 

3.3 The long term assumptions will be subject to periodic review. Any 
proposed change would be announced at least 6 months in advance of  
implementation t o  allow 3 months to  discuss the proposed changes and 
a hr ther  3 months to effect changes. 

3.4  The market value adjustment will be: 

in respect of the proportion o f  the cash equivalent deemed invested in 
equities, the ratio of 4.25% t o  the yield on the All-Share Index; 

+ in respect of the proportion deemed held in gilts, the value at the 
long-term rate o f  interest of a 15 year stock for coupon equal to  the 
yield on the 15 year medium-coupon fixed-interest index or the 
over-five year, 5% inflation index-linked index, as appropriate. When a 
mixture of indexed and fixed benefits are involved, the two benefits 
should be separated and the appropriate market value adjustment 
should be applied separately t o  each part. As an exception, the 
separation would not be required provided at least 90% of the benefits 
by value related to the index chosen. This approach effectively assumes 
that neutral conditions will apply to  all h tu re  switches between equities 
and gilts. This is not unreasonable, and to do otherwise would 
introduce undue complications. 



3.5 If part of the liability is a lump sum payable when the pension comes 
into payment as a right rather than by commutation (whether or not that 
commutation is more valuable), the market value adjustment on the 
proportion of that part of the liability deemed invested in gilts (e.g. 30% 
if seven years from retirement) shall differ from unity by (100%- that 
proportion) of the difference from unity of the gilt adjustment. 

3.6 The long term assumptions to be used are as follows: 

Rate of  inflation 4% per annum 
Real rate of return on index-linked stocks 3%% per annum 
Nominal published rate of return on 
fixed-interest stocks 7%% per annum 

Real rate of return on equities 4%% per annum 
Running yield on All Share Index 4%% per annum 
Real rate of salary growth (and of S l48  orders) * 2% per annum 
Rate of increase of GMP under limited revaluation* 5% per annum 
Rate of statutory "LPI" increase in deferment 4% per annum 
Rate of LPI increase in payment 3%% per annum 
Rate of increase in post 1988 GMPs * 2%% per annum 
Mortality PA90 less 2 years 
Proportion married: 
Men: 80% 
Women: ' 70% 

at retirement o r  
earlier death 

* applies also to pensioners (see Section 4) 

3.7 Discretionary benefits are to be excluded for the purpose of the 
calculation. 

3.8 Allowance should be made in the calculation for commutation on fixed 
terms which are unfettered and more favourable than the value of the 
pension on the MFR basis. The benefit to be valued are those.available 
to  a member opting to leave service and therefore any enhancement on 
redundancy should be ignored. 

3.9 N o  account should be taken of the possibility that the member might 
avail himself of an option to commute if the lump sum benefit was less 
valuable to the scheme. 

3.10 Deferred pensions should be assumed payable from normal pension age 
for preservation purposes, i.e. the earliest age at which a member in 
service would be entitled to an immediate, unreduced pension. 



4 Liabilities for pensioners 

4.'1 The parameters to be used for valuing pensioners shall be the rate of 
interest on the 15 year medium coupon fixed-interest gilt index or the 
over five years (5% inflation) index-linked yield index as appropriate. 
In the case of LPI pension increases, either fixed-interest gilts with 5% 
pensions increases or index-linked gilts assuming pension increases %% 
less than inflation should be used, whichever is cheaper. Proportions 
married of 80% (men) or 70% (women) should be used at ages up to 
60, and consistent with those proportions at 60 by allowing for 
mortality above age 60. Other parameters should be as set out in 
paragraph 3.7. 

4.2 The mortality should be PA(90) rated down 2 years unless the scheme 
. ' is sufficiently large to  be allowed to use the equity easement and has 

evidence that that table is inappropriate, in which case scheme specific 
mortality should be used with an appropriate allowance for future 
improvement. 

4.3 For schemes large enough to use the equity easement, the pension 
payments would be divided between those payable within 12 years of 
the valuation date (or such greater period as gives the minimum to be 
backed by gilts) and those payable after that period. Payments within 
the that period would be valued as above. Payments due after that 
period would be valued by discounting at the real rate of  interest of 
4%% per annum, multiplying the answer by 4.25% and dividing by the 
yield on the All-Share Index. 

5 Expenses 

5.1 Allowance must be made for the expenses connected with the initial 
closure of the fund, the cost of continuing the fund in closed and the 
additional cost of (eventual) wind-up through buying out benefits 
through an insurance company. 

5.2 The allowance to be made for expenses is as follows: 

Size of liabilities 

First E50m 
Next ESOm 
Thereafter 

Expense allowance as O h  

accrued liabilities 

5.3 For small schemes in particular the expenses of winding up will vary 
enormously, depending for example on how the scheme is administered. 
Actuaries will calculate the MFR using the expenses shown, but they 



The yield on the FT Actuaries over five year index-linked gilt stocks 
index, 5% inflation. . 
Where either fixed-interest or index-linked gilts might be used 
according to which gives the lower answer, the averaging of each 
should be applied before deciding which to use. 

mote: The gilt indices are due to be revised. The indices committee 
has been approached regarding the possibility for a special index for 
pension hnd purposes.] 

The average over seven months of the assets of the scheme would be 
made in the following manner: 

Take the distribution of assets as at the valuation date and divide 
between: 

Cash 

UK fixed-interest UK stocks 

UK index-linked UK stocks 

UK equities 

Overseas fixed-interest stocks 

Overseas equities 

Property 

Derivatives 

Other assets 

Overseas equities and overseas bonds should be assumed reinvested at 
market value without cost in UK equities and bonds as appropriate on 
thevaluation date. Cash, property and other assets should be taken at 
the year end figure unadjusted. The value of each of the other classes 
of assets at the valuation should be multiplied by the ratio of geometric 
mean of the seven monthly index figures to the index at the valuation 
date. The indices in question are: 

UK fixed-interest - FT-SE Actuaries 15 year Gilt Index. 

Index-linked stocks - FT Actuaries over 5 year index-linked index 
(inflation 5%) 

UK Equities, the FT Actuaries All Share Index 



should alert the trustees to the degree to which the actuary expects the 
actual expenses of a winding-up would exceed the allowance for 
expenses in the MFR calculation. 

6 Value of assets and date of valuation 

6.1 For the purposes of the MFR all assets will be taken into account by 
reference to their audited market value with certain exceptions specified 
by the DSS in regulations. 

6.2 The main exception is that insurance contracts should generally be 
valued at surrender value unless either there is a greater guaranteed 
value available to the trustees in the hnd (in terms of the value of 
annuity which would be available) in the event of wind up of the 
scheme irrespective of whether the employer remains in existence or the 
scheme is capable of continuing as a closed fund with higher value. 

6.3 It should be noted that 

Property should be valued on the basis of willing buyerlwilling seller. 
Property which is tenanted by the sponsor or an associate of the 
sponsor does not have to be valued as though the tenant did not exist 
and there was vacant possession. 

There is no mention of options, which should therefore be valued at 
market value (if any). 

7 Seven month average 

7.1 The seven month average shall be the average of figures at the close of 
business on the date of the valuation, and the same day in the three 
months immediately prior to, and the three months immediately after, 
the month containing valuation date. 

7.2 For the purpose of valuing the liabilities, geometric mean would be 
taken of the yields of the appropriate indices at the seven dates. 
Geometric mean (i.e. the exponential of the arithmetic mean of logs) 
should be adopted so as to maintain consistency with the treatment of 
assets below. 

7.3 The relevant yields are: 

The yield on the FT-SE Actuaries All-Share Index. 

The yield on the FT Actuaries medium coupon 15 year fixed-interest 
Government stocks. 



8 Applicaton to Minimum Cash Equivalent 

It may be that regulations will prescribe that cash equivalents should 
not be less than the MFR. The application of MFR to  individuals may 
allow or require individual attributes to be substituted as set out below. 

When a mixture of indexed and fixed benefits are involved within 10 
years of retirement, the two benefits should be separated and the 
appropriate market value adjustment should be applied separately to  
each part. The exception that separation would not be required 
provided at least 90% of the benefits by value related to the index 
compensation is to apply at an individual level. 

For the purposes of the minimum cash equivalent an age definition 
should be used which may be one of the following as appropriate to the 
scheme: 

Age to nearest/next/complete months at relevant date. Tables provided 
for exact years of  age with linear interpolation for months will be 
acceptable. 

Age next (or last) birthday at a previous fixed date in the calendar year. 
This is a definition often used by index-linked schemes when age is 
defined by reference to  the previous 6 April, ensures that a correct 
number of increases in GMP are automatically taken into account and 
allows a "transfer value adjustment" which incorporates both an MVA 
and interest since the previous April to the relevant date t o  be used. A 
re-calculation during a fiscal year only needs a change in the transfer 
value adjustment. 

The relevant date is the date of valuation plus three months to  allow for 
the period for which a cash equivalent is guaranteed. 

Hitherto, some ac tuhes  have taken individual marital status into 
account in determining cash equivalents. The majority have used 
proportion mamed to determine amounts which do not take account of 
individual marital status, which can be difficult to determine reliably. 
Furthermore, it is usually marital status on payment of  benefits which is 
relevant. Whichever is used for cash equivalents, proportion mamed 
would be used for MFR. No account will be taken of post retirement 
divorces, or of  the cessation o f  spouses' pensions on remarriage. 

The profession has obtained legal advice on whether using proportion 
married is acceptable for cash equivalent purposes and received 
confirmation that it is not inconsistent with the legislation. 



In consequence it is intended that either individual marital status or 
proportion married may be used. However, the same method should be 
used throughout a scheme. 


