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Department /Agency: Title:

Department for Work and The Occupational Pension Schemes (Employer Debt and Miscellaneous
Pensions Amendments) Regulations 2010

Impact Assessment of Deregulating Pension-related “ Employer Debt” {or Section 75
Debt) Requirements

Stage: Implementation Version: Final Date: 10™ March 2010

Related Publications: Employer Debt (Section 75 of the Pensions Act 1995) Consultation on Draft Regulations. Deregulatory
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Contact for enquiries: Mike Rochford Telephone: 0207 449 7392

What is the problem under consideration? Why is government intervention necessary?

Where an employer’s relationship with a pension scheme ends, legislation sets out requirements for
the “employer debt’. Effectively this is the amount that the employer must pay into the pension
scheme - if there is a shortfall between assets and liabilities - in order to relinquish responsibility for
the scheme without imposing detriment on scheme members.

Employers and adviser groups (e.g. CBI & NAPF) are concerned — and the Government acknowledge
that - corporate restructuring within associated companies can sometimes unnecessarily trigger the
payment of an employer debt (often involving large sums of money), even though there has been no
detriment to the pension scheme or its members’ entitliements.

What are the policy objectives and the intended effects?

To reduce the circumstances in which a corporate restructuring triggers unnecessary “employer debt”
payments by an exiting employer. However, towards achieving this objective, policy ensures that the
following safeguards are included: the net strength of the employer covenant (post restructuring)
should not be weakened; the level of member protection should not be reduced; and the restructuring
should not lead to increased calls on the Pension Protection Fund (PPF).

The intended effects are that employers should be able to restructure their businesses without
unnecessarily triggering the employer debt provisions, but that pension scheme member protection
should remain intact.

What policy options have been considered? Please justify any preferred option.
Three options have been considered:
(i) No employer debt triggered on a corporate restructuring provided a restructuring test is met.

(if) No employer debt triggered provided transaction falls within prescribed de-minimis proportion (i.e.
two members or 3% of scheme membership) and monetary (i.e. £20,000 annual accrued pensions)
thresholds. Where satisfied no restructuring test required.

(iii) Do nothing. Options (i) and (ii) are the preferred options as these permit a significant proportion of
corporate restructurings to take place without an employer debt being triggered.

When will the policy be reviewed to establish the actual costs and benefits and the achievement of the desired
effects? The Government will undertake a review of the regulations in 2013. The review will be based
on information and feedback provided by the Pensions Regulator, the Pension Protection Fund and the
representative bodies from the pensions industry.

Ministerial Sign-off For final proposal/implementation stage Impact Assessments:

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

Signed by the responsible Minister:
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B Summary: Analysis & Evidence

Policy Option 1: Description: General restructuring easement: Permits restructurings
General Restructuring  as defined to occur without an employer debt being triggered.
Easement

ANNUAL COSTS Description and scale of key monetised costs by ‘main
B affected groups’. The aim is not to increase costs or risks. The changes
One-off (Transition) Yrs | are intended to facilitate restructurings by not inappropriately triggering

1 an employer debt. The restructuring test which has to be satisfied
ensures that the overall employer’s covenant is not weakened so that
Average Annual Cost there is no material risk to members' pension entitlements following the

(excluding one-off) restructure.

£ Negligible Total Cost (Pv) | £ Negligible

Other key non-monetised costs by ‘main affected groups’. Increased costs are not envisaged. This
proposal is aimed at saving employers from incurring unnecessary costs triggered by existing employer
debt legislation. Such triggering of debt currently occurs if companies restructure to enhance business
efficiencies even though these transactions may not be detrimental to members' pension entitlements.

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

affected groups’ The benefits from the general restructuring easement accrue from

One-off Yrs | any employer debt which is not triggered and which the exiting employer will not be obliged
to negotiate or fund. When a debt is inappropriately triggered it is assumed that employers

£ 10 have to borrow up front to pay the debt that would normally be paid over time. The
additional cost to the employer is the interest on this loan and the benefit (as estimated

Average Annual Benefit here) represents the value of this interest, which no longer needs to be paid as a result of

(excluding one-off) the proposal.

£ 49 million *  Total Benefit (Pv) | £ 435 million

Other key non-monetised benefits by ‘main affected groups. The main objective is to ensure that employer
debt legislation does not unnecessarily hamper business restructurings. The benefits extend beyond the monetary estimates cited
above as employers are able to proceed with changes to enhance the sustainability of their concerns, to safeguard employee jobs, and
the ability of its employees to continue to accrue occupational pensions. This is particularly relevant and crucial in the current
economic climate.

Key Assumptions/Sensitivities/Risks It is assumed that 20% of companies take advantage, restructuring only once,
with the benefits of not paying interest on inappropriately-triggered debt spread over a number of years. It is assumed that
companies borrow by issuing 10 year bonds with an ‘AA’ rating, and the term structure of their payments is such that they
pay only the interest in each year, with repayment of the principal on maturity of the bond.
Price Base | Time Period Net Benefit Range (Npv) NET BENEFIT (NPV Best estimate)
Year 2009 Years 10 £ 435 million :
What is the geographic coverage of the policy/option? GB
On what date will the policy be implemented? 6 April 2010
Which organisation(s) will enforce the policy? N/A
What is the total annual cost of enforcement for these organisations? £ N/A
Does enforcement comply with Hampton principles? N/A
Will implementation go beyond minimum EU requirements? N/A
What is the value of the proposed offsetting measure per year? N/A
What is the value of changes in greenhouse gas emissions? N/A
Will the proposal have a significant impact on competition? No
Annual cost (£-£) per organisation Micro Small Medium Large
(excluding one-off)
Are any of these organisations exempt? No No No No
f Impact on Admin Burdens Baseline (2005 Prices) (Increase - Decrease)
| Increaseof £0 Decreaseof £0 Net Impact £0
Key: Annual costs and benefits: Constant Prices {Net) Present Value




Summary: Analysis & Evidence

Policy Option 2: De Description: De minimis easement: Permits a limited number of
minimis - for small restructurings involving small numbers of scheme members, without
transactions the requirement to assess the receiving employer’s covenant.
ANNUAL COSTS Description and scale of key monetised costs by ‘main
~ affected groups’. The aim is not to increase undue costs or risks. Easement is only
One-off (Transition) Yrs | available where the scheme is fully funded on the PPF basis'. Only single transactions
where no more than 2 members or 3% of scheme membership (whichever if the higher) is
£ 1 involved in the transaction with subsequent repeats up to 5 members or 7.5% of scheme
membership in aggregate within any 3-year period are allowed under this option. Any risks
'_Uj Average Annual Cost to this small proportion of members with pensions secure to PPF levels is negligible relative
8 (excluding one-off) to the strength of entire group.
Sl £ Negligible , Total Cost (Pv) | £ Negligible
Other key non-monetised costs by ‘main affected groups’ May cause some concern for employees
who perceive some detriment to the security of their pensions as a result of the withdrawal of their original sponsor’s
covenant and subsequent replacement with a new employer’s covenant. However it is important to note it does not
increase actual risk to members’ benefits.
ANNUAL BENEFITS Description and scale of key monetised benefits by ‘main
affected groups' The de minimis easement may be used by employers whose
One-off Yrs | schemes meet specified funding levels and whose restructure involves an exiting employer
whose scheme members are small relative to those of the entire group. When a debt is
£ 10 inappropriately triggered it is assumed that employers have to borrow up front to pay the
v debt that would normally be paid over time. The additional cost to the employer is the
= Average Annual Benefit interest on this loan and the benefit (as estimated here) represents the value of this
m (excluding one-off) interest, which no longer needs to be paid as a result of these regulations.
-4
g £130,000 Total Benefit (Pv) | £ 1.2 million

Other key non-monetised benefits by ‘main affected groups' Provides a quick and easy way for employers to
progress small restructurings which enhance their business competitiveness and sustainability. Legislation
has been perceived to be inappropriate and these changes should provide additional flexibility, without
weakening the pension protection regime.

Key Assumptions/Sensitivities/Risks Schemes can only use this easement if their PPF levels of funding have been met; if the
restructure involves no more than 2 members or 3% of scheme membership and a threshold of £20,000 of annual accrued pensions is not
exceeded. This easement is therefore very sensitive to funding levels and fewer schemes will be able to take advantage of it in a depressed
economic climate. Around 4% of schemes are currently estimated to be eligible to take it up. It is assumed that companies borrow by issuing
10-year bonds with a ‘AA’ rating, and that they pay only the interest in each year, with repayment of the principal on maturity of the bond.

Price Base Time Period Net Benefit Range (NPv) NET BENEFIT (NPV Best estimate)
Year 2009 Years 10 £ 1.2 million

What is the geographic coverage of the policy/option? GB

On what date will the policy be implemented? April 2010

Which organisation(s) will enforce the policy? N/A

What is the total annual cost of enforcement for these organisations? £ N/A

Does enforcement comply with Hampton principles? N/A

Will implementation go beyond minimum EU requirements? N/A

What is the value of the proposed offsetting measure per year? N/A

What is the value of changes in greenhouse gas emissions? N/A

Will the proposal have a significant impact on competition? No

Annual cost (£-£) per organisation Micro | Small Medium Large
(excluding one-off)

Are any of these organisations exempt? No No No No

! The PPF basis equates to a funding level at which PPF level of benefits can be bought out with an insurance
company that is 100 per cent of expected benefits for most pensioners, and 90 per cent for other members (subject
to a cap).
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Increase of £0 Decrease of £0 NetImpact £0
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l Evidence Base (for summary sheets)

[Use this space (with a recommended maximum of 30 pages) to set out the evidence, analysis and
detailed narrative from which you have generated your policy options or proposal. Ensure that the
information is organised in such a way as to explain clearly the summary information on the preceding
pages of this form.]

Background

Introduction

1. This Impact Assessment considers two changes to the way employer debt is treated in the
context of a company restructuring. It assesses the impact of The Occupational Pension
Schemes (Employer Debt and Miscellaneous Amendments) Regulations 2010, which give effect
to the Government's policy in this area.

Background

2. Employer debt Defined-benefit (DB) pension schemes provide pension benefits based on
the individual member’s salary, often his or her final salary, and the individual's length of service.
DB schemes in the private sector are jointly funded by contributions from the employer and
employees. The role of the employer in a defined-benefit pension scheme is very important.
The employer is the scheme’s “sponsor”; and, in the last resort, if the funds in the scheme are
insufficient to pay benefits, it is the employer’s responsibility to make good the shortfall. The
ability and the willingness of the employer to support the pension scheme is known as the
“‘employer covenant’.

3. Where an employer’s relationship with their under-funded pension scheme is ended,
legislation sets out requirements for the “employer debt’, which is the amount the employer
must pay into the scheme in order to relinquish responsibility for the scheme. This is also called
a “section 75 debt™. For a variety of reasons, it may no longer be appropriate for an employer
to be the sponsor of a particular pension scheme. During a company restructure, when one
company merges with or takes over another, an ‘exiting employer’ may sever its relationship
with its pension scheme, and so trigger an employer debt.

4. The policy intention behind the employer debt legislation is to provide protection for pension
scheme members after the departure of the sponsoring employer. The basis of the protection is
that the scheme should be funded to the “full buy out” level with sufficient monies to fully cover
the cost of securing the members’ benefits with an insurance company. For larger schemes,
employer debts as calculated on a full buy out basis can amount to tens of millions of pounds.
Where an employer debt is triggered, it may be paid as a lump sum into the pension scheme.
However, it is accepted that it may not always be feasible or necessary for the employer to fund
the entire lump sum up front, and there are several provisions® currently in legislation which
permit the size of the debt paid up front to be safely reduced.

5. Employers and their representative bodies have made representations for further easements
in the rules, in particular in relation to associated multi-employer schemes who undertake a
company restructuring. “Multi-employer schemes” are pension schemes with more than one
participating employer. Multi-employer schemes can be “associated” or “non-associated”.
Associated means that the employers are related in some way; for example they are all directly
or indirectly linked to one company, or each employer is controlled by the same party. Non-
associated employers are, as the name implies, not associated with each other. These non-
associated employers might be charities or voluntary organisations. The majority (around 70
per cent) of defined benefit scheme members are in muiti-employer schemes.

2 Section 75 of the Pensions Act 1995 and the Occupational Pension Schemes (Employer Debt) Regulations 2005 S| 2005/678.
3 Existing provisions for reducing the size of the employer debt paid up front include withdrawal arrangements, approved
withdrawal arrangements, and apportionments.
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€ Amendments to the Employer debt regulations in April 2008. These amendments * did

" not specifically address the restructuring issues, but instead introduced other changes to jointly
protect members and assist employers. For example, loopholes on apportioning debts were
tightened while easements were introduced where employers could stop debts being triggered
altogether (during a 12 month “period of grace”) or else allowed more flexibility for employers
paying the employer debt as triggered. An Impact Assessment was produced for the
regulations®.

Problem under consideration

7. Whilst the pensions industry welcomed many of the changes in the April 2008 regulations,
there was still concern that easements should be introduced which specifically addressed
company restructurings. Such transactions are often regarded as unnecessarily triggering the
employer debt provisions, requiring the employer to pay large amounts into a pension scheme
which was not detrimentally affected as a result of the restructuring. This could lead to cash-flow
problems for sponsoring employers and the need to tap the capital markets or borrow from
banks for additional funds.

8. Concern was expressed in particular about the triggering of employer debt arising out of an
internal restructuring within associated companies. This could, for example, include mergers or
acquisitions between companies in the same group - usually the merging of a smaller company
with a larger company in the same group and the ensuing effect of a company ceasing to have
any employees. Restructurings may also involve the creation of a new employer who
participates in the pension scheme.

9. Industry commentators and their research of employers and business practice ° 7 have
called for reform of employer debt legislation in the context of corporate restructuring and
advised that such transactions ought not to be detrimental to pension schemes. Instead
restructures may indeed lead to a strengthening of the employer’s covenant, through the
streamlining of a company s operations when efficiencies would be increased, and costs
reduced. Research® has also highlighted the impact of the current economic climate on
sponsoring employers’ strategies towards pensions. The survey comments that “The relatively
optimistic picture which emerged from the Annual Survey 2008 has changed significantly in the
wake of the current economic downturn.”.

10. Deregulatory Review The employer debt legislation was also considered in the
deregulatory review report of private pensions, conducted by two external reviewers, Chris
Lewin and Ed Sweeney®, and two recommendations were made:

“Where a company that participates in a DB (defined benefif) multi-employer scheme
ceases to have employees actively participating in that scheme but the scheme
continues, the debt should not be triggered if, within a period of up to one year, the
employer acquires more employees who participate in the scheme.”

“Where there is a group reconstruction of employers in a multi employer scheme, the
principle should be established that the debt should not be triggered, where the original
covenant was strong and if the remaining employers’ covenant remains as strong,
following the reconstruction, as the original covenant. The judgement as to whether the
covenant remains intact should be the responsibility of the trustees, after taking
appropriate professional advice. However, one of us (Chris Lewin) recommends that,
where the original covenant is potentially weak, provided it remains unchanged after the
reconstruction, the debt should still not be triggered.”

The Occupational Pension Schemes (Employer Debt and Miscellaneous Amendments) Regulations 2008 S| 2008/731.
http Iwww.dwp.gov.uk/docsfia-aed-regs.pdf
® NAPF Annual Survey ~ July 2008
7 A view from the top — 2007. A survey of business leaders views on UK pension provision (CBI & Watson Wyatt)
8 NAPF follow-up survey - Pension provision and the economic crisis — January 2009
Deregulatory Review of Private Pensions. Chris Lewin and Ed Sweeney - July 2007.
http://www.dwp.qov.uk/pensionsreform/pdfs/ReviewPaperJuly2007.pdf
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11. ,The Government accepted the first of the reviewers’ recommendations and the April 2008
" regulations included an amendment which in specific circumstances permits a twelve month
period of grace during which time an employer debt is not triggered, if an active member of the
schem?ois employed. In response to the second recommendation, the Government said as
follows ™:

“The Government also accepts that the current provisions may create difficulties for
employers who wish to undertake a reorganisation and believes that, in principle, there is
much to be said for distinguishing between reorganisations and complete severance of
an employer from a scheme. However, this is a difficult area and it may not be easy to
find a way to address this without creating loopholes within legislation. In addition to the
changes already outlined in draft amending regulations, the Government intends to work
with the industry over the coming months to seek a practical solution to the difficulties
created by the current provisions which does not undermine the principle that employers
should fully meet their pension obligations. *

12. The Government has therefore been working with key stakeholders from the pensions
industry to seek a practical solution to employers’ concerns in the context of such company
restructurings.

13. Informal consultation In November 2008, the Government undertook an informal
consultation which though not confidential, was aimed at inviting views from a limited number of
key stakeholders.

14. Formal consultation In the light of responses to the informal consultation, revised
provisions were drawn up and these were considered as part of a formal consultation that took
place between 17 September 2009 and 19 November 2009. The provisions covered by this
Impact Assessment reflect the outcome of this formal consultation.

Policy objectives and intended effects

156. The objective is to reduce the circumstances in which a corporate restructuring - involving
one exiting and one receiving employer - triggers unnecessary employer debts. While industry
commentators have suggested that restructurings do not change the employers’ commitment to
the pension scheme, the Government is also keen to ensure changes should not reduce the
strength of the employer covenant to support the pension scheme; should not reduce levels of
member protection; and should not lead to increased calls on the PPF.

16. The employer debt provisions were intended to protect the pension entittements of scheme
members and not to hamper legitimate business practices. In the case of restructurings it is
understood that debts are unnecessarily triggered even though the remaining employers’
sponsorship of the pension scheme remains unchanged. For example two associated
companies within the group are “merged” to save on administration costs and the new company
employs the same staff, has the same assets etc, but this nonetheless triggers an employer
debt. The intended effects of current changes are therefore that employers should be able to
proceed with such restructuring of their companies without unnecessarily triggering the
employer debt provisions. This benefits employers by making it easier to unlock the commercial
and competitive advantages that arise from corporate restructurings.

17. Without these regulations there is a risk that employers could unnecessarily trigger debts
causing them financial problems. This could have a material impact on their business and in
extreme circumstances could even threaten the viability of the group. There may be a particular
need for these regulations at the current time, since an emerging issue is the extent to which
current economic conditions increase company reorganisations and merger and acquisitions
activity — hence leading to the increased frequency with which the employer debt requirement

10 Deregulatory Review — Government response 22 October 2007
hitp://www.dwp .gov.uk/pensionsreform/pdfs/government-response.pdf
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has tp be considered.

Groups affected
18. This section describes the groups affected by the regulations.
19. Groups affected The groups affected by the regulations are as follows:

e Employer — The employer debt requirements are a cost on employers. The L
requirements are based on the cost of buying out benefits with an insurance
company. There are arrangements for postponing the payment of a debt, for
example by apportioning it to other employers in the group. But when the debt is
triggered, trustees would nevertheless usually expect some portion to be paid and
employers may therefore have to borrow up front to pay such debt that would
normally be paid over time. The cost of servicing any such borrowing represents the
true cost to the employer of the current requirements. In a restructuring involving a
multi-employer pension scheme, the relevant employers therefore have a financial
and business sustainability interest in minimising or, if possible, negating any
employer debt payable as a lump sum. These regulations reduce the circumstances
in which employer debts are triggered. No debt triggering is intended to reduce the
pressure on, and from, trustees to exact over-cautious payments from employers.

o Members - The security of members’ benefits is determined by the level of pension
scheme funding and by the strength of the employer’'s covenant which supports the
scheme. Members will be concerned by changes which might lead to a weakening
in scheme funding or of the employer covenant backing the scheme.

o Trustees — Trustees have a fiduciary responsibility towards scheme members and
will not welcome a position where new statutory requirements meant they were
unable to protect members’ interests. Trustees will also not welcome the introduction
of unnecessarily complicated requirements which they found difficult to operate, or
which involved them making choices between the interests of members or the
ongoing sustainability of the business as a whole.

e Pensions Regulator — The Pensions Regulator is the UK regulator of work-based
pension schemes. The Regulator's main statutory objectives include the protection
of the benefits of members of work-based pension schemes; and the reduction in
risk of situations arising that may lead to claims for compensation from the Pension
Protection Fund. The Regulator will therefore be concerned if regulations ran
counter to these objectives.

¢ Pension Protection Fund — The PPF’s main function is to provide compensation to
members of defined benefit pension schemes where the employer becomes
insolvent and where there are insufficient assets in the pension scheme to provide at
least the PPF level of compensation. The effect on the PPF depends on the extent
to whether the regulations lead to more schemes being under-funded to PPF levels
and, as a result, more schemes needing to be taken on by the PPF. However the
general easement in maintaining the strength of the covenant should not materially
increase the likelihood of schemes having to have recourse to the PPF. Those
schemes using the de minimis easement are required to be funded to at least PPF
level anyway, and these will always involve small relative and absolute amounts.

e Levy payers - The PPF pays compensation to members of eligible DB and hybrid
pension schemes when the sponsoring employer has a qualifying insolvency event
and the scheme cannot afford to pay member's benefit at PPF levels of
compensation. The PPF is funded in part by a pension protection levy paid by
eligible schemes. The proposed options should not lead directly to any new calls for
compensation on the PPF or place any material financial consequences on levy
payers.



Policy options

20. Four options were initially considered in November 2008, as part of an informal
consultation process with stakeholders:

Option A scheme apportionment as the default

o Following a corporate restructuring a debt would not be triggered where the existing
funding test'’ was satisfied and where the employers’ covenant was strong both
before and after apportionment. If those conditions were satisfied, there would be
automatic apportionment to other employers in the group.

Option B De minimis threshold

o An employer debt would not be triggered on a corporate restructuring if the section 75
debt of the exiting employer was less than a de minimis limit, defined as a pre-
determined proportion of the section 75 debt of the group as a whole.

Option C Lower amount of employer debt

o The employer debt would be calculated on a corporate restructuring by reference to
scheme funding liabilities or PPF liabilities (rather than full buy out'?)

Option D “Do nothing”.

21. The main concern about Option A was the perception that trustees would adopt a
cautious approach in carrying out the funding test. There was also a concern that the covenant
measured by the funding test must be “strong”. Option C attracted little support. Most
respondents acknowledged that where an employer ceased to participate, the required funding
level for the scheme needed to be well above the scheme funding level. Option C was not
therefore considered an appropriate way forward. Given the current economic climate coupled
with intense industry interest, and criticism of current provisions in relation to corporate
restructurings, doing nothing (Option D) was not considered tenable.

22. Two easements (based on Option A and Option B above) were consulted on formally
between 17 September 2009 and 19 November 2009. Option A was replaced with a “general
easement” provision, whereby a debt would not be triggered in relevant cases so long as a new
restructuring test was satisfied to show that the receiving employer would be at least as likely
as the exiting employer to meet the scheme liabilities it is acquiring from the exiting employer,
as well as its own liabilities. Option B was amended to include an absolute liability cap (based
on the annual amounts of pensions that members are entitled to); a proportional cap (not more
than two members, or 3 per cent of scheme members), and to require schemes to be funded to
at least section 179 liabilities.

23. In light of the responses received during the formal consultation on the general and de
minimis easements, some further revisions have been made to make the provisions easier to
operate in practice, whilst maintaining member protection. The following provisions are
therefore now included in The Occupational Pension Schemes (Employer Debt and
Miscellaneous Amendments) Regulations 2010:

' Broadly the funding test involves gauging the financial strength of the covenant for funding the ongoing scheme as specified
in Regulation 2(4A) of the Occupational Pension Schemes (Employer Debt) Regulations (2005 Sl 2005/678), as amended in
April 2008.

12 The estimated cost of securing member benefits in full with an insurance company via annuity policies.
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« . 1 General easement; and
2 De minimis easement

24. Financial consequences — The monetised benefits shown in this Impact Assessment
derive from a dataset holding funding details for PPF-eligible DB schemes as estimated at the
end of February 2009, with a further estimate made of assets and liabilities at the end of
January 2010. The Government is satisfied that this updated dataset more accurately reflects
the impact on scheme funding in the current economic climate. Nevertheless, assumptions had
to be applied as the level of detail available was limited to whole schemes, with no detail on
individual employers’ funding. Estimates must, therefore, be treated with some degree of
caution. Further detail on the estimates and assumptions is supplied below.

25. Since the original consultation was published, many schemes have seen an improvement
in their funding position (largely through higher asset prices), while employers have seen a fall
in the cost of their borrowing (measured here by the yield on an AA corporate bond) as
conditions in credit markets have begun to ease somewhat. As a result, the estimated financial
benefits of the general easement has been lowered in comparison to the consultation Impact
Assessment.

26. On the other hand, since the de minimis easement requires a scheme to be fully funded on
a PPF basis before it can take advantage of the easement, the improvement in scheme funding
(combined with a higher de minimis threshold than under the original proposal) means that a
greater number of schemes are now able to take advantage of the easement. This has the
effect of increasing the estimated benefits of the de minimis easement proposal. The net effect
of the changes described in this, and the preceding paragraph is to increase the estimated
benefits of the de minimis easement.

1 - General easement

27. Formal consultation Many respondents welcomed the Government’s willingness to
consider further easements to the employer debt rules. However, some expressed concern that
the draft regulations were overly complex (particularly the restructuring test) and only applied to
one-to-one company restructurings. The Government has revised the general easement
requirements to make the provision less prescriptive and easier to operate in practice, but has
also sought to maintain member protection.

28. The general easement may be used by associated employers who are undertaking a
corporate restructuring. No debt is triggered provided the following conditions were satisfied:

¢ A restructuring test - considering the present resources and future commercial prospects
of the exiting and receiving employers - must be satisfied'>. Broadly, the test requires
that the receiving employer is at least as likely as the exiting employer to meet the
scheme liabilities it is acquiring from the exiting employer, as well as its own liabilities.

e The corporate assets, employees and scheme members of the exiting employer must be
passed to another employer (the “receiving employer”). The receiving employer also
becomes responsible for the exiting employer’s scheme liabilities.

29. In very limited circumstances, this option is extended to include non-associated employers.
It applies where an employer changed its legal status, such that, for example an unincorporated
charity changed to an incorporated company; or a partnership became a limited liability
partnership.

'* The requirements for the restructuring test are set out in the regulations which accompany this Impact Assessment.

10




30. .To assist trustees, the Pensions Regulator is considering the need to provide guidance on
* behaviours that it expects, good practice, or practical advice when considering the available
options when a company wishes to restructure.

Groups affected / financial consequences

31. The Government’s intention is that this general easement is supported by employers
because it should enable corporate restructuring to be managed more effectively. No debt is
payable as a lump-sum, and, there is a wider benefit to employers who will find it easier to
restructure their business.

32. ltis estimated that the general easement could provide considerable savings for
employers. These estimates are based on the following assumptions. There are 1,975
associated multi-employer schemes (source: Pensions Regulator). Employers expressing an
interest in restructuring their businesses - from responses to CBI's survey’ combined with
knowledge of the scope of this option - suggest that around 20 per cent'® of medium to large
employers sponsoring multi-employer DB schemes will welcome and make use of the general
easement. For the purposes of calculating this estimate, it is assumed that all of these
restructures occur in year 1. This gives a total of 395 schemes estimated to take advantage of
this easement.

33. The median employer debt for these schemes is estimated at £3.8 million per scheme.
The aggregate debt across all 395 schemes is therefore estimated to be 395 * £3.8 million =
£1.48 billion.

34. For the purposes of calculating this estimate, the amount of the employer debt itself has
not been counted as a saving. This is because amounts of the order of the employer debt may
be paid when the scheme winds up and discharges its liabilities via an insurance company.
Instead the focus has been on employers’ cash flow and an assumption that employers borrow
to meet the debt. On this basis, the additional cost of borrowing to employers would be the
interest on the debt. This approach is consistent with that used in the Impact Assessment for
the amendments made to the employer debt regulations in April 2008 (see footnote 5). The
saving to employers is calculated as the value of the interest payments that no longer have to
be paid as a result of no debt being triggered.

35. It is assumed that companies borrow by issuing 10 year corporate bonds. The assumed
nominal yield for the purposes of this estimate is 5.71% (based on the average yield on AA
corporate bonds over the period 2000-2009). In each year it is assumed that only the interest is
paid (with the principal being paid at maturity). In calculating the present value of the foregone
interest payments, The Government is concerned only with the real interest rate since this
represents the real cost to the borrower when issuing their bond. Part of the interest rate offered
will contain compensation for inflation, and for the erosion of the real value of debt over time.
This component leaves the borrower unaffected in real terms. Over 10 years the present value
of aggregate savings will amount to around £435 million (in real terms). On the same basis the
average annual savings will amount to £49 million - this is a simple average of the annual
aggregate interest payments expressed in real terms.

36. Some costs and savings associated with the administration of the general easement arise.
It has not been possible to estimate these costs and savings, but having had discussions with
the pensions industry, it is considered that they are negligible.

37. The regulations require trustees to consult the employers involved in the restructuring to
obtain information necessary to carry out the restructure test. However, if employers want to
deal with the employer debt under existing regulations, they also have to pass information to
trustees. For example, if employers decided to enter into an agreement to apportion the debt or

'Y See footnote 7

'S While the survey reported in excess of 40 per cent of employers to be constrained by employer debt restrictions in the event
of a restructure, it is known, based on discussions with the industry, that such transactions as is proposed between two
employers may only account for half of all likely restructurings.
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to enter into a withdrawal arrangement, information has to be passed across. The regulations
* do not introduce any additional information requirements; rather the total amount of information
provided remains broadly the same — but it is required under different headings / regulations.

38. Members will benefit from their employers being able to run their business in a sustainable
and competitive manner. This may lead to increased job security and continuing accrual in a DB
pension sponsored by a viable employer. Since the general easement includes safeguards such
as the restructure test, there is no compromise in the security of members’ pensions and hence

no additional costs imposed on members.

39. The trustees’ primary duty is to the members and the security of their benefits. While the
current economic climate is a testing time for trustees, explicitly different policies for
restructuring transactions coupled with new guidance from the Pensions Regulator should go
some way towards allaying concerns about this easement. In particular, the safeguards inherent
in the option enable trustees to have continued confidence in the strength of the overall
employer covenant.

40. Concerns about the general easement are addressed in a number of ways. First, following
the restructuring, the receiving employer must be at least as likely as the exiting employer to
meet the scheme liabilities it is acquiring from the exiting employer, as well as its own liabilities.
Second, the corporate assets, employees and scheme members of the exiting employer must
be passed to the receiving employer. The receiving employer also becomes responsible for the
exiting employer’s scheme liabilities. |n addition, the Regulator (via Regulatory guidance) will
also be able to influence trustees i.e. to consider all the available options and decide which they
think is most appropriate. This option should therefore not directly result in greater calls on the
PPF and there should be no additional costs for this body.

2 — De minimis easement

41. Formal consultation Respondents welcomed the introduction of the de minimis easement
in principle, but found it overly complex. They also commented that the levels were overly
conservative — both in terms of the percentages of members and the monetary limit. The
Government has therefore increased the scheme member percentages and the overall financial
limit.

42. Under the de minimis easement, limits are introduced, below which, in the case of a
restructuring, an employer debt is not triggered. The underlying rationale is that the interests of
the exiting employer qualifying for this easement are not material to the ongoing viability of the
scheme. The key features of the de minimis easement are as follows:

¢ The corporate assets, employees and scheme members of the exiting employer must
be passed to the receiving employer. The receiving employer also becomes
responsible for the exiting employer’'s scheme liabilities.

¢ The scheme members in respect of whom defined benefits have accrued as a result of
service with the exiting employer must now either be (i) no more than two (this is to
assist smaller employers) or (ii) no more than 3% of scheme membership, whichever is
the greater.

¢ The total annual amount of accrued pensions of the members covered by the
transaction must not exceed £20,000. The £20,000 limit will be increased by £500 each
year (to broadly rise with inflation based on the Bank of England meeting its inflation
target, on average).

¢ [n order to limit the number of times the de minimis easement can be used in a multi
employer scheme, a cap is being imposed. In a rolling period of three years, de
minimis transactions in a scheme must involve no more than 5§ members (or 7.5% of
scheme members — whichever is the larger); and the total annual amount of accrued
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Lt pensions in respect of these members must not exceed £50,000.

43. Extent of applicability — The Government is particularly aware that applicability of this
easement is very sensitive to the prevailing economic climate. It is estimated that currently
around 4% of all multi-employer schemes are eligible to take advantage of the easement. Of
course, as asset values recover, the proportion of schemes able to take advantage of de
minimis should increase further.

Groups affected / financial consequences

44. The de minimis easement is useful to employers and advisers undertaking minor
“housekeeping” restructurings — with these now easier and cheaper to manage, with no debt
triggered and no assessment of the employer covenant required.

45. Where an employer debt is inappropriately triggered, it is again assumed that the employer
borrows to pay this debt. As with the general easement, the direct financial benefit to the
employer is the saving arising from no longer having to service the debt. As with the general
easement, the estimate assumes that employers borrow by issuing debt of a maturity of 10
years'® at a rate equivalent to that on an ‘AA’-rated corporate bond — assumed to yield a
nominal 5.71%'" (based on the average AA yield over the period 2000 — 2009). (In reality of
course, for such small amounts, employers borrow rather than issue bonds, but this approach
provides a standardised approach to the estimates of savings.)

46. Using PPF scheme funding data, it is calculated that the inappropriately triggered debt in
the absence of this easement as being in the region of £3.9 million. The present value of the
aggregate savings to employers from their no longer having to make interest payments on this
inappropriately triggered debt is estimated to be around £1.2 million over a ten year period (in
real terms). While the monetary saving to employers is small, the wider benefits associated with
the facilitation of such small (i.e. non-material) restructuring transactions should be welcome.
There are some information requirements attached to the regulations. However, as with the
general easement, these are not regarded additional burdens but a modification of existing
requirements.

47. Some costs and savings associated with administration also arise with this easement. It
has not been possible to estimate these costs and savings but it is believed they are negligible.

48. It may introduce a small added risk to members’ benefits as a scheme funded to PPF
levels is permitted to undertake a restructuring exercise without the requirement to assess the
covenant of the employer who now has additional obligations following the restructure. In
January 2010, for example, around 5,000 members could have been in groups associated with
exiting employers whose interests are near to or at 3 per cent but not exceeding £20,000 of
annual accrued pensions. However with a 7.5 per cent limit on the proportion of interests
allowed to accumulate over any rolling three year period, additional risks are not envisaged for
members who continue to be supported by the strength of the wider group.

49. Overall, therefore, it is envisaged that the interests of trustees and members to be
protected by the requirement that the corporate assets, employees and obligations towards the
pension scheme of the exiting employer must be passed to the receiving employer, and by the
limited monetary value of these transactions. While admittedly this option does not require a
restructuring test and may be a concern for the Pensions Regulator and the PPF, as described
in previous paragraph, only risks limited by size and number of transactions are permitted. This
easement should also not lead directly to greater calls on, or additional costs for, the PPF.

OTHER TESTS

'® Note that it is assumed the empiloyer simply pays off the interest on the 1oan in each year and then the full principal when the
debt matures.
' However, as discussed in paragraph 35, it is the real yield that is actually of concern to us.
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. Simall firms impact test

50. The regulations have a limited effect on small companies - with medium and large
companies reporting the greatest need to restructure. Apart from a few cases of a change to
legal status, the regulations apply only to associated companies patrticipating in a DB pension
scheme. However, the regulations enable employers to restructure more efficiently and should
contribute to the sustainability of the overall group.

Competition assessment

51. The regulations do not alter competitiveness with regard to any of the four questions
contained in the Office of Fair Trading’s guidance on completing competition assessments. In
fact, by enabling companies to reorganise more efficiently, competition should be enhanced.

Enforcement
52. The regulations are permissive and hence no compliance action is required.
Implementation and delivery plan

53. As the requirements in the regulations are permissive, there is no requirement for a
delivery plan.

Post implementation review

54. The Government will undertake a review of the regulations in 2013. The review will be
based on information and feedback provided by the Pensions Regulator, the PPF and the
representative bodies from the pensions industry.

Equality

55. The regulations have their primary effect on occupational pension schemes and their
sponsoring employers. However the initial tests for the equality Impact Assessment have been
considered and the results are contained in Annex A to this Impact Assessment.

Human rights

56. The regulations are compatible with the Human Rights Act 1998.
Legal Aid

57. There is no impact on Legal Aid.

Sustainable Development, Carbon Assessment, Other Environment
58. Itis not believed there are any impacts in these areas.

Health Impact Assessment

59. The regulations have been considered against the screening questions for health impact
assessments and such an assessment is not necessary.

Rural proofing
60. The regulations have no specific impact on rural communities.
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1 Specific Impact Tests: Checklist

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

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

s o s v
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Type of testing undertaken Results in Results |
Evidence Base? | annexed?

Competition Assessment Yes No

Small Firms Impact Test Yes No

Legal Aid Yes No
Sustainable Development Yes No

Carbon Assessment Yes No

Other Environment Yes No

Health Impact Assessment Yes No

Race Equality No Yes
Disability Equality No Yes
Gender Equality No Yes
Human Rights Yes No

Rural Proofing Yes No




d Amewes
Annex A

EQUALITY IMPACT ASSESSMENT
DEREGULATORY REVIEW OF EMPLOYER DEBT REQUIREMENTS

CONTACT: Mike Rochford at the Department for Work and Pensions Tel: 020 7449 7392 or e-
mail: mike.rochford@dwp.gsi.gov.uk

PURPOSE

Occupational pension schemes are set up by employers for the benefit of their employees. The
role of the employer in occupational pension schemes is very important. The employer is the
scheme’s sponsor in the last resort, if the funds in the pension scheme are insufficient to pay
benefits, it is the employer’s responsibility to make good the shortfall.

For a variety of reasons it may no longer be appropriate for an employer to continue to be the
sponsor of a pension scheme, for example where there has been a merger or takeover. Where
an employer’s relationship with a pension scheme is to be ended, legislation would trigger the
default in which the employer must normally pay an amount into the scheme. This amount is
known as the “employer debt” and can equate to a large monetary sum. It is intended to protect
the funding of members’ pension benefits.

Representations have been made to the Government that, in certain circumstances, the rules
on “employer debt” are too onerous. In response to the representations the Government has
therefore introduced regulations which ease the requirements. However the regulations should
maintain the existing level of protection of members’ pension benefits, with members not likely
to lose out as a result of the regulations.

PEOPLE AFFECTED BY THE CHANGE

In relation to occupational pension schemes, equality is primarily an issue in relation to the
members of schemes, their families and to prospective members. The regulations only have
very limited effects on these groups. The regulations should not lead to less security in the
provision of pension benefits. On the contrary, facilitating reorganisations and mergers should
make companies stronger, more willing, and hence better able to support both their pension
schemes and the continued employment of members.

EQUALITY IMPACT OF POLICY

For members and their families, the equality impact has been assessed by reference to the
effect on pension benefits. In particular the assessment has focussed on whether the
regulations have different effects on benefits because of a members’ race, gender or disability.
The conclusion is that there are no discriminatory effects. Firstly the regulations should have no
negative effects on members’ benefits. As outlined before, where an employer is strengthened
as a result of a merger or reorganisation, that employer is better able to support the pension
scheme and provide employment opportunities. This is to the benefit of all members,
regardless of race, gender or disability.

If employers are strengthened as a result of mergers or reorganisations, they may also be more
willing to keep their defined benefit pension schemes open to new members. Each pension
scheme has its own eligibility criteria and clearly those criteria could involve equality issues.
However the regulations do not impact on individual scheme’s eligibility criteria and no equality
issues therefore arise with respect to prospective members.
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S NEXT STEPS

The regulations have no effect on equality issues and there are therefore no plans to proceed to
the full impact assessment stage.

CHANGES MADE
No changes have been made to the regulations as a result of the initial impact assessment.
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