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Ministerial Foreword

10 million people rely on defined benefit (DB) pension schemes for a substantial
proportion of their retirement income. Although many schemes are now closed they
hold £1.7 trillion worth of funds that | want to see working for members, employers
and the economy and | welcome innovation in the DB landscape that will increase
protection for members whilst also supporting wider economic initiatives.

For sponsors for whom insurance buyout is out of reach, Superfunds have the
potential to improve the likelihood of members getting their benefits in full, whilst
providing employers with a new, affordable way to manage their legacy pension
liabilities.

Superfunds are also ideally placed with the benefits of scale, significant new capital
and a well-diversified portfolio to contribute to greater investment in assets that support
the UK as a whole. They align with wider Government initiatives designed to stimulate
economic growth and will provide access to new sources of capital investment for UK
firms, major infrastructure projects, other illiquid type investments, and fresh finance
for sustainable technology, areas which up to now have suffered with under
investment.

This consultation response has been developed as part of a broader collaboration with
stakeholders across government and the pensions and insurance sector, and | am
grateful for the time and thought so many have invested in this project. Work will now
begin to finesse the detail required to enable us to develop and progress the
permanent legislative regime.

The vast majority of the responses to the consultation were supportive of the proposals
and keen to see Superfunds up, running and regulated in the UK. Setting up this
system will ensure that Superfunds operate on a secure footing and support scheme
members so they can confident that their position is being enhanced by this form of
consolidation.

| am pleased that at least one Superfund, Clara Pensions, has met TPR’s key
expectations but | want to see this market develop further, and soon. | hope that
reiterating the Government’s support for Superfunds, alongside TPR’s interim review,
and committing to having a permanent regulated regime, as soon as parliamentary
time allows, will help to maintain momentum and investor confidence and cement the
legacy of this important innovation.

The DWP has published a number of documents today, all designed to drive better
outcomes for pension savers. These are all part of a wider government agenda to
improve opportunity for investment in alternative assets including in high growth
businesses and improve saver outcomes. We believe that a higher-allocation to high-
growth businesses, as part of a balanced portfolio, can increase overall returns for
pensions savers leading to better outcomes in retirement. In addition, we want to
ensure that our high-growth businesses of tomorrow can access the capital they need
to start up, scale up and list in the UK. DWP have been working closely with HMT on
this wider package which was set out by the Chancellor in his Mansion House speech.



Laura Trott MP, Parliamentary Under-Secretary of State for Pensions



Introduction

1. The defined benefit (DB) sector has changed significantly over the years, both in
terms of the number of schemes and members. Most pension schemes being set up
now are defined contribution schemes (DC), while the vast majority of DB schemes
are either closed to new members or further accrual. For closed schemes the time
horizon until the pensions have to be paid contracts. Schemes rely on a combination
of investment returns and support from the sponsoring employer to meet the pension
promise and to pay the benefits Investments do not always perform as well as
expected or liabilities are higher than planned for, and in these circumstances,
employers need to pay additional contributions. This relies on the employer covenant
— the ability and willingness of the employer to support the scheme now, and in the
future — which is far from guaranteed.

2. Since the 2018 consultation the overall funding position of DB schemes has
substantially improved, to the point where the estimated total shortfall of all schemes
in deficit on the PPF s179 basis is now a tenth of what it was 2 years ago. However,
whilst the overall funding position of DB schemes has substantially improved it remains
volatile. The S179 aggregate deficit was £86Bn in Dec 2020, moving to a surplus of
£129Bn in Dec 21 and recent market changes have created a surplus of £359.3bn as
of Mar 23.

3. Whilst aggregate scheme funding has improved markedly members benefits are
still at risk, even where a scheme is fully funded on the “Statutory Funding Objective”
basis. If the employer of such a scheme were to become insolvent, it is unlikely that
there would be sufficient resources in the scheme to secure full benefits for members
with an insurer, as sponsors are not required to fund their schemes to full insurance
buyout levels. In the event of an insolvency, if the scheme has sufficient resources, it
would buy out benefits at a level greater than PPF compensation, but members would
still suffer a loss. This is the risk from which Superfunds can help to protect members,
as they provide a better prospect of delivering full benefits than the exporting scheme.

4. DB scheme funding has improved significantly in recent years and is very different
to when we consulted. Despite this the need for Superfunds still exists. Recently we
have seen Covid 19, changes brought about by globalisation, other significant world
events. The buyout market is also not fundamentally interested in schemes that cannot
afford their products and also has a natural ceiling to the value of schemes that can
effect buy out in any calendar year. Buy out and Buy in volumes have averaged around
£25-30bn pa over the last 5 years and capacity is estimated by some to be circa £45bn
pa and the increases we have seen in scheme funding levels, means the potential
demand is expected to be significantly higher than this.

5. Superfunds provide a real opportunity to take significant risk to members out of the
system and increase their likelihood of receiving full benefits. A Superfund has the
potential to get new additional funding to support the scheme in the short term that
might not otherwise be available. An uncertain covenant is replaced with a known and
accessible capital buffer provided by investors. The combination of additional scheme
funding, capital buffer, benefits of scale and improved governance increases the
probability of members getting their benefits in full. In return for their investment and



expertise the Superfund provider will be expected to make a profit but not at the
detriment of scheme members.

6. Employers, members and the wider economy will be helped by Superfunds. For
employers, Superfunds provide an option for managing their legacy liabilities. There
is an opportunity for them to draw a line under the uncertainty and potential drag of
long-term legacy liabilities. Legacy DB schemes can prove to be a serious and
unpredictable cost burden for employers over the long term, which can be particularly
burdensome for smaller companies. The main advantage is that once a pension
scheme is moved into a Superfund, employers are freed of their obligations to the
scheme. This allows them to then focus on their core business, potentially benefitting
the wider UK economy.

7. Superfunds are likely to invest in a more productive way than many closed DB
schemes. Studies have shown that larger schemes invest in alternatives such as
infrastructure, property and private equity, moving away from fixed-income assets
such as bonds. Superfunds benefit not only from scale achieved through consolidation
but through the additional support delivered by the entry price paid by the employer,
and a significant capital buffer provided by the investors. As with other DB schemes
we are not specifying the long-term objective for Superfunds. Those that choose to
run on for some time before securing laibiilities will be in a good position to take
advantage of patient capital. Even Superfunds developed with the aim of shepherding
schemes to the insurance market are expected to invest more productively because
of their size, expertise and focus on scheme management.

8. Superfunds may also be able to help in situations where an employer has become
insolvent, but the scheme itself is funded above PPF levels. In the current system
members in such a situation would still be likely to suffer losses relative to full scheme
benefits.Very few schemes are funded to a level which would enable them to buyout
the full value of member benefits in the insurance sector. In these instances members
benefits are compromised before being taken on by the insurer. In these ‘PPF+’ cases,
a Superfund may be able to offer a good prospect of paying benefits in full, despite
there being insufficient funds to secure these benefits on the insurance market, with
members continuing to enjoy the security of PPF protection.

9. Our proposals are designed to attract billions of pounds of capital into the pensions
industry. Existing Superfund providers have already announced that they have
secured significant investment from UK and Overseas investors, and we expect this
to continue as the Superfund market develops. We also expect significant sums will
be generated from employers and parent group companies based in the UK and
abroad, that will be willing to pay the significant entry premium to release their long-
term pension liability. This new capital will be used to accelerate scheme funding and
improve the security of member benefits.

10. We believe our approach will help to ensure that the capital regime for Superfunds
remains affordable for some employers, for whom the prospect of buying out is simply
unaffordable now or in the foreseeable future. For many schemes, a
Superfund’s combination of a significant financial buffer fund, economies of scale,
professional governance and access to wider and more diverse investment
opportunities, offers a substantial improvement on their current situation.



Proposed Regime - Key Features

Schemes in Scope

11. In terms of which schemes the Government is hoping Superfunds will appeal to,
we are trying to reach those schemes that cannot yet afford or access full insurance
buyout, but are also suitably funded to avoid the introduction of too much risk into the
regime. The schemes we realistically think the policy could help are shown below,
based on scheme funding level prior to receiving the capital injection from the
employer (or the wider corporate group) and Superfund. As well as the funding level,
there are other factors determining whether a Superfund is a suitable destination for a
given scheme, including the size of the scheme and its employer covenant.

Buyout
funding level

95-100%

Expected Schemes in scope

¢— Schemes close to a buyout level of funding are not expected to
enter a Superfund.

Schemes with an uncertain or no employer covenant may be
— suitable to transfer into a Superfund.

We envisage schemes within this range to be the most suitable
for a transfer into a Superfund. They are less likely to reach
70-90% 4= Dbuyout funding in the foreseeable future and so could benefit
from the removal of the risk from employer insolvency, but they
are more likely to be able to afford the expected price of entry.

Schemes in this range could arguably benefit the most from the
removal of employer insolvency, however we accept our
4= Proposed price of entry will be out of reach for many sponsoring
employers or third parties with funding below 70% of buyout,
due to the increase in scheme funding and premium that would
then be needed to enter into a Superfund.

Up to 70%

Size

12. Although we would like Superfunds to help smaller schemes, we understand that
in the early phase of the evolution of commercial consolidators, for a Superfund to be
viable, it needs to get to scale quickly and there is more value in on-boarding larger
schemes initially. Therefore, we think it is unlikely that Superfunds will be targeting
very small schemes at the outset. This does not however rule out the industry
developing innovative financial products that may appeal to these schemes.

13. It's important that the future regulatory framework for Superfunds can enable them
to reach the scale needed to allow them to be successful. An excessively restrictive
regime, which limits Superfunds to a small tranche of the best funded schemes, would
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result in a very small Superfund market. This would limit the opportunity to bring more
new capital into the pension system and would be of minimal added value to the wider
UK economy. A large and vibrant Superfund market however has the potential to
introduce significant pools of capital into the UK economy. We believe that this
approach would be a positive step from a wider public finance perspective.

Superfund Definition

14. We will look to develop the definition to account for DB schemes where the ceding
employer’s link is severed or substantially altered either on entry to a Superfund or at
some point in the future. Further detail of these proposals can be found in paragraphs
44 — 48, in the response to the first question in the consultation.

15. We have seen, and expect to continue to see, the market developing in a way that
will bring differing capital backed solutions. We want to ensure our definition captures
appropriate models which look to sever the covenant while allowing the market to
innovate other models in parallel.We expect a more expanded, detailed definition will
be worked up with industry input in time for the consultation on the regulations. For
now though we can say that a Superfund will have at it's core some, or all of, the
following characteristics:

e is an occupational pension scheme set up for the purposes of effecting
consolidation of DB pension schemes’ liabilities;

e the link to a ceding employer is severed or substantially altered following the
transfer to or by the involvement of the Superfund;

e the ‘covenant’ is replaced by a capital buffer provided through external investment
that sits within the Superfund structure. The capital buffer in the context of
Superfunds is the money ringfenced by the employer and investors to replace the
covenant for the scheme; and,

e there is a mechanism to enable returns to be payable to persons other than
members or service providers.

Structure

The key structural question for Superfunds is whether to divide the schemes between
multiple standalone sections, with ringfenced capital requirements, or to ‘co-mingle’,
meaning that all incoming schemes will be pooled together. We recognise that there
are advantages for both approaches. A segregated approach could reduce the overall
risk to scheme members and the PPF, and it will lessen the impact of ‘cross-
subsidisation’ of weaker funded schemes. Alternatively, a co-mingled Superfund will
benefit from economies of scale with the consolidation of schemes into a single pool.

Each approach introduces risks and complexities from a regulatory and legal
perspective. For a sectionalised Superfund, the effective application of intervention
triggers could be complex, particularly where multiple sections are underperforming
simultaneously. With a co-mingled Superfund, questions may be raised about fairness
if weaker funded — often less mature - schemes are ‘subsidised’ by schemes with
strong funding levels. We do not consider it conducive to a successful and innovative



Superfund market, to restrict providers within a single structure or approach, and
therefore we will not mandate that a Superfund is either sectionalised or co-mingled.
The structure of a given Superfund will be a key consideration for ceding trustees as
they assess the benefits and risks of consolidation.

Supervision and Authorisation

16. The intention is that Superfunds will be authorised and supervised by TPR.
Supervision and authorisation will include checks to ensure that Superfunds are
corporate bodies registered in the UK and fall under the jurisdiction of UK regulators
and courts.

17. A key element of the authorisation process will be a regulatory Gateway. This
gateway will ensure pension schemes that can afford to secure members’benefits with
insurers do so. Future legislation will also ensure that trustees have taken appropriate
legal, actuarial, investment and covenant advice when determining the suitability of
consolidation into a Superfund.

18. Since June 2020 Superfunds have been governed by an interim regime overseen
by TPR. This interim regime is currently under review and we are keen to learn any
lessons which can be built into the permanent regime. Further work will be required to
establish the processes and timeframe for Superfunds that exist under TPR’s interim
guidance to be authorised under, and transition to, the permanent regime although we
have worked closely with TPR on their interim regime and are confident that the
direction of travel of both are well aligned.

Governance

19. A key principle of the Superfund policy is to improve the likelihood that members
will receive full benefits and as part of this the Superfund regulatory framework needs
to ensure that systems and processes are in place to ensure effective governance and
to maximise this aim by reducing the risk inherent in the system. The bulk of our
consultation focussed on topics that are designed to reduce the risk of failure. As
stated previously whilst a lot of the finer detail is still to be clarified there are some
broad principles we can state now;

e Risk - We consider an acceptable level of risk to be a 2% chance of a scheme
within a Superfund not paying full benefits and subsequent modelling by the
Government Actuary’s Department along these lines allows for an entry price into
a Superfund approximately 10% below the price of insurance buyout. The
frameworks will also need to move in a consistent manner to account for the
changes in the reform of Solvency Il. We will require Superfunds to have a
monitored risk of failure and believe that an annual assessment, which allows for
an appropriate level of risk, can achieve this. The annual assessment will be
based on an appropriately prudent set of Technical Provisions (TPs) and a 1 year
1-in-100 Value-at-Risk (VaR) capital requirement. The success of a Superfund
will be largely determined by the investment strategy and in particular level of risk
being taken. These factors will inform the capital requirements and calibration of



the Superfund regulatory framework. There will be a requirement for Superfunds
to make regular public disclosures in respect of their financial position,
governance, performance, and risk management. A risk management framework
is needed to require commercial consolidators to demonstrate how the level of risk
they are taking is proportionate, how they mitigate these risks to protect scheme
members, and action to take when risk limits are breached.

Intervention Triggers - The regime will impose intervention triggers. The triggers
will control profit taking, recapitalisation/taking on new schemes, transfer of the
capital buffer and where necessary, enforce the wind up of a scheme or section.
The triggers will be based on TPs plus a multiple of the 1-in-100 VaR capital
requirement depending on the level of intervention, except for the winding-up
trigger that will be based on PPF liabilities and TPR will be provided with the
required powers to intervene and enforce these triggers.

Profit Trigger - Superfunds rely on private investors for part of their security, and
the investors need to be rewarded if the scheme is successful in creating value.
But profits can only be taken once additional value has been created, and
members benefits are more secure. There will be rigorous controls on profit taking,
so that members benefits are protected. The basic principle is that profit would
only be taken from the scheme when the value of the assets increased by a
specified margin above the initial authorisation level of funding for the scheme —
so after an additional capital buffer providing member security had been
generated. We will define the precise parameters for profit taking in Regulations,
but it would be set so as not put future benefits at risk.

The profit trigger will be implemented only allowing extraction when assets are at
a suitably prudent level above TPs. In cases where a segregated model is in place,
the Superfund will only be able to distribute the profits from a section only after
that section’s assets exceed TPs and a percentage over the authorisation capital
requirement or transfer of a scheme/Superfund to an insurer occurs. Permitting
Superfunds to extract profit above a certain level of capitalisation allows for the
commercial viability of the funds. The profit requirement will be based on an
assessment of the long-term sustainability of the annual balance sheet approach
that would allow Superfunds to pay profits on an annual basis. Long-term
modelling has been used to calibrate the approach although the regime will be
based on an annual assessment of funding and capitalisation.

20. The security of members’ benefits will be supported not only by the absolute level
of financial requirements, but by a ladder of intervention which will ensure these
requirements are supervised and enforced. In addition to the profit trigger, three further
triggers will be used.

A ‘Level 2’ trigger will be set equivalent to the authorisation level requirements for
an individual section or Superfund (i.e. sufficient assets to meet TPs plus 100% of
the authorisation capital requirement). When funding falls below the requirements
for initial authorisation, the ‘Level 2’ trigger is breached. At this point the section or
Superfund is unable to take on new business but will be allowed to continue to run
on. For sectionalised Superfunds, this only applies to an individual section. If the



Superfund manages to return to the required authorisation funding levels it will then
be permitted to resume taking on new business as normal.

A Level 1 trigger will be set where funding and capitalisation falls below a certain
level. At this point any remaining funds in the Superfund or individual section’s
capital buffer are tipped into the scheme , under full control of the Superfund
Trustees, and the section or Superfund would be allowed to then run on without a
substantive sponsor or to transfer liabilities to another entity, if such a transfer is
available.

The wind up trigger will be determined using a PPF (s179 or s143, if more
appropriate, of Pensions Act 2004) valuation of pension liabilities. The trigger will
be set above PPF level benefits to protect members form the loss of some of their
pension promise in situations they receive compensation formt he PPF.There will
be some flexibility for amendment when appropriate and with TPR agreement
(similar to TPRs current interim guidance).

21. Superfunds will have the opportunity, within certain limits, to take corrective action
if any triggers are breached. The diagram below demonstrates where we envision the
intervention and profit triggers will be set. These are discussed in greater detail from
paragraph 105 onwards.

Proposed Ladders of intervention - Superfund Sections

Profit Trigger — TPs plus between 125-150% of Authorisation Capital Requirements I

Level 2 — TPs plus 100% of authorisation capital requirements I

Level 1 — Technical Provisions (TPs)

105% of S179 — PPF Wind up trigger




22.Long Term Objective - Having considered the responses to the consultation
carefully, we do not think it would be appropriate for legislation to mandate that
Superfunds should be required to target buyout with an insurer. We believe this
requirement would threaten the viability of the Superfund market by preventing
innovation and variety amongst the prospective market offerings. A requirement to
buyout through the bulk annuity market does not apply to the wider DB pension market
and could have serious commercial implications.

23. Superfunds will be expected to make their long-term objective for individual
schemes they intend to onboard abundantly clear, so that trustees considering moving
into a Superfund understand whether the transfer meets their fiduciary duties. This will
be part of the due diligence process, which will need to be undergone as part of any
gateway process.

Financial Adequacy

24. The financial sustainability and capital adequacy will be the most critical part of the
new legislative framework. Government will have to strike the right balance between
improving member security, keeping the entry price affordable for employers unable
to afford an insurance buyout in the foreseeable future, whilst developing a regime
commercially viable for providers and investors. This will be important for ensuring that
Superfunds can make a sustainable contribution to achieving the Government’s policy
goals.

25. Whilst we accept that there will be more risk in the Superfund regime than full
insurance buyout, the Government’s current risk appetite for Superfund failure remains
low. The proposed Superfund regime is designed to retain an adequate level of
prudence, albeit this will need to be maintained below the level applicable under the
Solvency Il framework for insurance companies, which provide a fully guaranteed
product for members’ pensions. This recognises a comparatively greater appetite for
Superfund failure, consistent with the difference between risk profiles in pensions and
insurance. Whilst we accept that Superfunds are not standard DB schemes they are
still pension schemes and will have their financial requirements set under a pensions
regime. Whilst there are elements of the Solvency Il regime that can be incorporated
to reduce risk (such as use of Value at Risk metrics) we will not be asking schemes
to capitalise in line with Solvency Il.

26. We therefore propose the following financial requirements under an annual
balance sheet approach:

e TPs based on a best estimate approach to cash-flow projection and a discount
rate based on a prudent assessment of the expected returns on an appropriate
low risk strategy similar in nature to a “low dependency investment strategy”. See
paragraph 89 - 90. In line with the approach adopted by TPR in its interim
requirements, an explicit longevity reserve as a margin for prudence, as well as a
reasonable reserve for member expenses, will be included for this purpose in the
TPs.
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Consultation on Superfunds

27.0n 7 December 2018 we published a consultation: ‘Consolidation of Defined
Benefit Schemes’. We set out our thinking on how Superfunds would operate and
asked for views on the practicalities of our approach. In total we received 60 responses
from a wide range of organisations and individuals (see Figure 1) highlighting the level
of interest in this new form of consolidation in the UK. In addition, we held three
industry roundtables, which focused on a future gateway for Superfund entry as well
as governance and financial sustainability requirements.

28. A list of organisations that attended these roundtables can be found in Annex A
and we were grateful for the insightful and informed contributions to the debate. We
also appreciate the quantity and the quality of the responses we
received. Most respondents to our consultation recognised the benefits Superfunds
can bring and the need for bespoke legislation to authorise and supervise Superfunds
to ensure they operate safely.

Figure 1

RESPONDENTS BY TYPE

W Actuarial

W Consultancy

M Individual
Financial Services

M Insurance Provider

W Legal

W Other

M Pension Provider

M Trade Union

29. Following the publication of the consultation we have worked closely with a range
of stakeholders from across government, the pension and insurance industry to
develop proposals for an effective regulatory and authorisation regime. This
discussion has focussed primarily on:

e The size of the capital buffer that would need to be provided to replace the

employer covenant, and protect members’ benefits;
e The nature of the rules governing the control of investment risk;
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e The nature and extent of rules governing Superfund structure, including whether
they should have to target buyout as a long-term objective, and when and how
profit can be taken;

e The criteria that have to be met to enter a Superfund, including rules to avoid
giving some sponsors a choice between a Superfund and insurance buyout (the
Gateway); and,

o Whether there are wider economic risks from the Superfund approach which need
to be mitigated.

30. Many of the responses we received focussed on the extent to which our proposals
could balance three competing interests: providing security to members’ benefits,
keeping the entry price affordable for employers, and providing a sufficient return on
capital to ensure the Superfund concept is commercially viable.

31. Whilst there was broad agreement that robust authorisation and ongoing
regulatory oversight was needed, opinion on what form this should take varied
considerably. The majority of respondents from the pensions industry argued that the
risks Superfunds present are best controlled by a strengthened pensions regime. The
majority of respondents from the insurance sector wanted an insurance-based regime,
with some suggesting levels of security that would only be marginally below the
existing insurance buyout regime would be appropriate.

32. The Government considers that a Superfund is an occupational pension scheme.
If Superfunds were required to adopt Solvency Il capital requirements in
their entirety, we would simply be recreating insurance. We were also clear at
consultation that our intention was not to simply create a cheap form of insurance
buyout, that there should be clear blue water between the two, and that employers
should never have a choice between the “gold standard” for security of insurance, and
a weaker, cheaper option; where insurance buyout is achievable in the foreseeable
future. We remain committed to this approach.

33. In developing our proposals, we have looked closely at how effectively they deliver
our original policy objectives. These were helping schemes and employers where
members’ benefits are at risk due to the risk of future employer insolvency, and where
an insurance buyout now or in the foreseeable future is unlikely. The regime we are
proposing is designed to ensure that members can have confidence in Superfunds,
should their pension be transferred into one in the future. We are aware that there are
complex technical issues to be worked through here, so we will continue to engage
with stakeholders as the fine detail of the new regime is developed.

34. While developing these proposals we have had ongoing contacts with relevant
Government Departments and Regulators who have been informing our work. This
has been especially important due to the growing and developing nature of this
emergent market.

35. In June 2020 the Pension Regulator published their interim regime for Superfunds
and this is currently under review. This review is taking on lessons learned from its
initial operation as well as the changing circumstances in the market. It will include the
approach on profit extraction, the discount rate to enable Superfunds to operate more
competitively, the Gateway and improving the assessment process. We have been
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working closely with TPR in reviewing the interim regime to better suit today’s market
environment and direction of travel for the legislation. We will ensure that the transition
from the interim to the permanent regime is managed in a safe, effective and secure
manner ensuring that members’ benefits and the PPF are not put at undue risk. The
requirements set out in this consultation document set a clear direction of travel for the
future legislative requirements. After a transition period, the details of which will be
developed in collaboration with interested parties, Superfunds will be required to
comply with the legislative framework once it has come into force in order to continue
to accept new transfers in.

36. We have also had detailed discussions within Government and with financial
regulators about the potential risks to the wider economy of insurance companies
participating in the Superfund market. The Government is keen that the insurance
industry should be able to participate in the Superfund market. They have great
experience in pensions risk transfer arrangements, and we would welcome their
experience, expertise and innovation. It is ,however, important that any risks
generated by such participation, to existing policyholders of insurance groups or to
wider financial stability, be considered and if necessary mitigated by the existing
regulatory authortities for the insurance sector, in pursuit of their statutory objectives.

Consultation responses

Defining Superfunds

Question 1: Whether these characteristics were wide enough to define a
Superfund?

37. The consultation set out a number of key differences between Superfunds and
more ‘traditional’ DB pension schemes based on the Superfund models that had
started to emerge in the DB market. The consultation initially proposed the following
defining features:

e A Superfund is, or contains, an occupational pension scheme set up for the
purposes of effecting consolidation of DB pension schemes’ liabilities;

e A transferring scheme’s link to a ceding employer is severed or substantially
altered following the transfer to or by the involvement of the Superfund;

e The ‘covenant’ is replaced by a capital buffer provided through external investment
that sits within the Superfund structure; and,

e There is a mechanism to enable returns to be payable to persons other than
members or service providers.

38. This definition was broadly accepted by most respondents.
The Government’s response

39. The market has continued to develop in the intervening period after the
consultation and we are now seeing commercial models looking to come to market
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offering different types of ‘innovative’ capital backed solutions that would provide DB
pension schemes with new ways of enhancing members’ benefit security.

40. Itis in this context that we believe the scope of the definition for Superfunds needs
to be sufficiently broad to accommodate these and any future developments ensuring
a level playing field as solutions develop. Expanding the scope allows us to future
proof our definition, rather than having a narrower focus that runs the risk of becoming
more limited in use as the market develops. It would also allow us a means to consider
how we manage other scheme structures, such as those schemes without a
substantive sponsor (SWOSS).

41. We will continue to consider this thinking further in time for the primary legislation
for Superfunds and are aware that TPR are considering these issues and plan to
publish guidance on new models later this year. Our intention is to have the general
requirement for TPR’s authorisation established in the primary legislation. This would
probably be supplemented by carve outs in the subsequent secondary legislation,
whether in part or in full, for those forms of consolidation or other models we do not
think will benefit from being regulated under TPR’s Superfund regime.

42. This is an evolving picture and the specifics of the definition will be worked up in
time for the consultation on the regulations, but we will look to develop the definition
to account for DB schemes where the ceding employer's link is severed or
substantially altered either on entry to a Superfund or at some point in the future.

Criteria

Questions 3 & 4: Whether these were the right criteria, and whether they should
apply to the sections rather than an overarching entity.

43. The consultation proposed a number of criteria (the “authorisation criteria”) which
the Superfund would need to meet in order to become authorised. These were that
the Superfund:

can be effectively supervised;

is run by fit and proper persons;

has effective administration, governance and investment arrangements;
is financially sustainable; and,

has contingency plans in place to protect members.

44. While there was broad support for these criteria, a number of respondents had
other suggestions.

The Government’s response

45. In the period since consultation, as the policy discussion around Superfunds has
developed and considering the broad support of respondents, we remain satisfied by
the proposed authorisation criteria, which were incorporated into TPR’s interim
guidance for Superfunds and we propose replicating this in forthcoming legislation.
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The criteria will apply to the Superfund as a whole, rather than to individual sections
in a segregated model. However, it is worth noting that each section will be required
to individually meet capital adequacy requirements, and this is discussed in greater
depth below.

Supervisability

Questions 5 & 6: Will these restrictions ensure that a Superfund can be
effectively supervised, and should the corporate entities of Superfunds be
permitted to be established as partnerships, or should they be required to be
set up as a UK limited company?

46. The consultation proposed a number of requirements regarding the corporate
structure of Superfunds to drive transparency and ensure that Superfund models are
compatible with regulatory supervision. The requirements proposed were that the
Superfund’s corporate entity be established as a body corporate with its head office
and registered office maintained in the United Kingdom. In addition, we also asked
whether partnership arrangements should be permitted within a Superfund’s structure.

47. The vast majority of responses agreed that an entity establishing a Superfund
should be required to be a body corporate, with its head office and registered office
maintained in the UK. The main reasons for this focussed around TPR’s regulatory
reach and its ability to use enforcement powers.

48. On the use of partnerships in Superfund structures, a number of respondents
raised concerns. The concerns largely focused around partnerships being less
transparent than other corporate arrangements.

The Government’s response

49. We propose legislating to make it a requirement that an entity establishing a
Superfund must be a body corporate with its head office and registered office
maintained in the United Kingdom (UK). We do not propose that other entities within
a Superfund group be required to be body corporates, (i.e. partnerships would be
allowed) but that they must be established in such a way so as to fall under the
jurisdiction of UK regulators and courts.

50. We propose to legislate to make it a requirement that a Superfund is to be
supervised by TPR if certain conditions (to be set out in secondary legislation) are
satisfied. It is anticipated that the conditions would include matters such as the manner
in which the Superfund is organised, whether it is a member of a corporate group, and
any close links it has to other entities.
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51. This will likely be similar to those matters set out in section 4F of Schedule 6 of
FSMA 2000 for PRA regulated firms.1

52. Since consultation HMT have also announced a review of the treatment of
Superfunds for tax purposes. Discussions on the detail of possible structures will need
to ensure the pensions tax system applies appropriately with respect to Superfunds.

Fit and proper

Questions 7-10: Who should be subject to the fit and proper persons
requirement, its scope, and the powers TPR would need to establish that they
have been met?

53. The main aim of the fit and proper persons requirement is to ensure that those in
a position to influence or directly impact member outcomes act with honesty, integrity
and have the skills and knowledge to occupy the positions that they hold. As part of
the fit and proper persons requirement, the collective competence of both the trustee
and executive board will also be assessed to ensure that they have the right mix of
skills and knowledge appropriate to the Superfund’s business model. The fit and
proper persons requirement seek to mirror requirements under the Senior Managers
and Certification Regime (SMCR), therefore furthering the Government’s wider
ambition to increase individual accountability for actions and conduct.

54. The vast majority of responses were supportive of introducing some form of fit and
proper test. A commonly raised concern centred around ensuring that any requirement
captures an appropriate breadth of individuals and responsibilities which are involved
with or apply to Superfunds.

The Government’s response

55. We intend to introduce a fit and proper persons requirement in legislation as part
of authorisation and ongoing supervision. It is proposed that the fit and proper persons
requirement will mirror SMCR but be adjusted to reflect a pensions context. This will
include introducing ‘key functions’ and certain ‘prescribed responsibilities’. TPR will
have the power to take action should an individual seeking to hold a key function not
meet the requirements.

56. Superfunds must conduct due diligence on whether an individual would likely pass
fit and proper requirements, taking into account TPR codes of practice and guidance.
TPR must be satisfied that the individual acts with honesty and integrity and that they
have the appropriate skills and knowledge (“competence”).

https://www.legislation.gov.uk/ukpga/2000/8/schedule/6/paragraph/4F
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57. A Superfund will be required to produce and maintain a statement of
responsibilities for each key function and submit this when applying for approval or
when there is a significant change in an individual's responsibilities. A Superfund will
also be required to produce and maintain a responsibilities map, setting out its
management and governance arrangements, and submit this as part of its application
to become authorised and subsequent to any changes made. Other features that are
not listed above may be included in the future fit and proper persons requirement and
processes.

Questions 11-14: Whether it would be beneficial to introduce standards of
conduct for Superfund corporate boards to complement the fiduciary duties
placed on Superfund trustee boards.

58. There was a split reaction to this proposal with some respondents questioning
whether it was necessary given provisions elsewhere. Furthermore, some wondered
whether this would prove problematic with a corporate board’s obligation to its
shareholders. Some also thought that more simply it could end up duplicating trustee
powers. Where respondents did agree with this idea, the general view was that
additional requirements should be considered in the context of existing trust and
corporate law. A small minority thought additional requirements may be needed as
Superfunds were new entities set to achieve significant scale.

The Government’s response

59. We will introduce a set of conduct requirements and a certification regime with an
exemption for ancillary staff. These requirements will include - but will not be limited
to the following:

e Approval for a key function will not be transferable; if an individual moved to
another Superfund they would have to reapply;

¢ An individual may hold more than one key function but must be approved for each
function they hold;

e TPR may interview a candidate as part of fit and proper requirements;

¢ A ‘statement of responsibilities’ must be kept up to date; and,

e Statements of responsibilities and the responsibilities map must be submitted in a
method and format determined by TPR.

Governance

Questions 15-18: A number of questions were asked regarding the makeup,
constitution and levels of member representation on Superfund trustee boards?

60. The majority of respondents recognised the challenges with ensuring adequate
member representation in a Superfund structure made up of different schemes from
different industries. Many also argued that one of the key benefits of Superfunds was
the improved stewardship and governance they offer, and that requirements to have
member nominated trustees could potentially undo one of these key benefits.
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The Government’s response

61. We recognise the importance of ensuring that members’ interests and views are
properly taken into account within a Superfund. We are not convinced that member
nominated trustees (MNTs) or member nominated directors (MND’s) are appropriate
in a Superfund context. After carefully looking at this issue in light of the consultation
responses, we believe the issues are essentially no different to DB master trusts and
other industry-wide DB pension schemes or other large schemes without MNT/MNDs.

62. We want to avoid introducing a process that creates barriers that do not exist
elsewhere and will engage with industry to ensure systems replicate what already
exists in similar schemes. In developing a superfund regulation regime we will
continue to consider how best to ensure members’ interests remain central and their
voices are properly heard.

Questions 19 & 20: Whether these were all the areas needed to enable TPR to
evaluate a Superfund’s systems and processes? If not, we asked you to propose
alternatives.

63. The main aim of the systems and processes requirement is to ensure that a
Superfund is effectively run. The consultation suggested a number of areas that TPR
would evaluate as part of the process of authorisation.

64. The vast majority of responses thought that the areas outlined in the consultation
would enable TPR to make an accurate assessment of how effective a Superfund’s
systems and processes are.

The Government’s response

65. In order to grant authorisation, TPR must be satisfied that the Superfund has
effective systems and processes in place appropriate to its size and structure.

Options for regulating financial adequacy

66. This was the most contentious part of the consultation and there was no
consensus on the right approach. Responses were predominantly divided between
capital requirements being based on existing “stochastic” long term pension methods
or the “adjusted market consistent balance sheet” approach used in the existing
insurance regime. The responses we received highlighted what a difficult and
challenging issue this is to resolve, and we are extremely grateful to experts from both
the pension and the insurance industry for their insightful and informed contributions
to this debate.

Questions 21 & 22: We asked if Superfund financial adequacy should be
regulated through a pensions-based funding requirement approach with an
added test of probability of success, or an insurance-based approach using a
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Solvency Il type balance sheet and suggested some models to ensure
appropriate financial adequacy.

67. There was a clear division between respondents when answering these questions.
The division was most visible between industries the respondents predominantly
worked in. Some respondents thought that a pensions-based funding approach was
most appropriate given that the pension schemes in Superfunds are classified as
occupational pension schemes and will be regulated using pensions legislation.
Concerns raised with adopting a Solvency Il type approach were that it would increase
the cost of entering a Superfund, reduce innovation and restrict the assets a
Superfund could invest in. This could potentially prevent investment in some assets
that might still be suitable for long term pension liabilities and consistent with the
Governments levelling up agenda.

68. Conversely, some respondents highlighted the clear similarities between
Superfunds and insurance products. They acknowledged that to meet the policy
objectives the Superfunds would need to be regulated to a lower level of security than
insurance companies. However, Solvency Il was considered a suitable regime, given
that it is tried and tested and would allow for a direct comparison between the security
offered in a Superfund and the security provided by an insurance company.

69. There was also a significant number of respondents who called for Government to
develop a hybrid model based on existing pensions and insurance regimes.

The Government’s response

70. Having considered the many varied and comprehensive responses, we recognise
there are elements of the Solvency Il framework that have been effective in managing
risk in the insurance sector. We therefore propose basing the financial requirements
for Superfunds on a pensions approach, drawing limited elements of the Solvency I
approach, where these will prove beneficial to the Government’s policy objectives..

71. It is critical that the capital requirement for Superfunds be risk-based and not an
absolute or factor-based amount. We believe that capital requirements for Superfunds
should be proportionate to the investment, longevity, and other financial risks taken,
to provide a capital buffer that is consistent with Government’s stated tolerance for
Superfund failure. This is also consistent with the principle of supportable risk that is
central to the revised funding regime for mainstream DB which the Government
recently consulted on. This will provide a capital buffer in the event of adverse
economic stresses or demographic shocks. It will also match the level of resources
held to the level of risk being run by the entity, which is critical for member security
and avoiding excessive inappropriate risk taking.

72. The total capital required will be based on a suitably prudent set of TPs and
calibrated to a 1-in-100 VaR over a one year period. This does not mean a Superfund
would need to recapitalise every year however there will be a need to recapitalise if
they fall below the total capital required when onboarding new schemes. We will
consider whether to consult further on draft regulations, which will set out the specific
technical details.
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Question 23: We asked if a 99% probability of paying or securing members’
benefits over the lifetime of the scheme would provide an effective balance
between employer affordability and member security.

73. A significant number of respondents had concerns about a 99% probability of
paying or securing members’ benefits over the lifetime of the scheme. They argued
this requirement was too onerous for Superfunds to be viable, commenting that it could
be seen as stricter than a 99.5% probability of an insurer remaining solvent over a
one-year period.

74. Others also claimed that this was too close to the 99.5% security offered by
insurers and could lead to confusion when trying to compare the security offered in a
Superfund with that offered by an insurer.

75. Another criticism of the approach was about the reliability of stochastic modelling
for assessing the probability of failure over the lifetime of the scheme to an acceptable
degree of accuracy. Many respondents pointed out the subjectivity and sensitivity to
small changes in assumptions of long term stochastic modelling.

The Government’s response

76. We looked closely at the effects of having a very low risk of failure, including
members achieving full benefits. This showed that a high level of security would come
at a price, which our modelling estimates to be at 95% of current buyout pricing. Whilst
it is clearly attractive to make the regime as secure as possible, we agree with the
comments above that a regime set very close to buyout pricing would not be viable for
Superfunds to operate in. Moreover it would not meet the original policy objective of
providing an alternative solution to insurance buyout. This level of security would likely
only be affordable to strong schemes which we believe could afford insurance buyout
anyway.

77. Government Actuary’s analysis shows typical schemes with average employer
covenants funded to 75% on a buyout basis, topped up by the employer’s contribution
to 90% funded (our estimated entry threshold) and transferred to a Superfund, could
reduce the risk of members not receiving full benefits from 20% to less than 2%. This
is a small risk and represents a much better prospect of receiving benefits in full than
would have been possible in the exporting scheme.

78. We have therefore decided that an estimated risk of a Superfund scheme entering
the PPF of 2% would represent an acceptable level of risk for the new regime. Further
modelling suggests that a Superfund running at this level of risk, which is within our
risk appetite, would cost around 90% of buyout or below. This cost would be affordable
for many schemes and employers that were unlikely to be able to afford an insurance
buyout in the foreseeable future.

Questions 25, 26 & 28: We explored some other issues around ensuring
financial adequacy in a number of questions including a suitable authorisation
basis and additional requirements on minimum standards and reporting.
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79. Regarding the approach to regulation there was very little support for the
legislation to require Superfunds to take a risk based long-term modelling approach
when assessing the viability of a Superfund proposal.

The Government’s response

80. We do not intend to take forward the proposal for a risk based long-term modelling
approach for individual Superfunds. However, we use long term modelling to inform
our approach to a risk based capital assessment, calibrated to meet the broad
objectives we set out in terms of member security, affordability and commercial
viability and when setting minimum requirements for intervention, authorisation and
most importantly profit taking.

81. Superfunds will have some flexibility to decide how they operate, their funding and
investment strategies, and the basis on which they will accept schemes and take
profits. What is set out below is a basis on which we can ensure certain minimum
requirements are met in taking regulatory action or authorising new business and profit
extractions. We accept that by doing so we may limit the potential for innovation and
we consider this is acceptable when balanced against the need for adequate member
protection.

82. Schemes will have a set of regulatory Technical Provisions (TPs) to ensure
effective provision against future financial commitments and appropriate triggers. The
discount rate used to calculate the TPs will be based on a prudent assessment of the
expected investment returns that might be achieved on a suitable “low risk investment
strategy”. This may be similar in nature to the low dependency investment strategy as
discussed in the draft Occupational Pension Schemes (Funding and Investment
Strategy and Amendment) Regulations 2023. The other assumptions used to calculate
TPs will be determined on a best estimate basis . The TPs will also include an explicit
reserve for member expenses and a longevity reserve as a margin against the risk of
members living longer than expected. The longevity reserve will allow for a best
estimate assumption for future improvements in life expectancy broadly in line with
TPR interim requirements.

83. When we consulted in 2018 it was reasonable to have expected the discount rate
to be of the order of gilt yields plus 0.5% pa based on market conditions at the end of
December 2018.. More recent modelling suggests that up to gilts plus 1% may be
appropriate under recent market conditions It is intended that legislation and guidance
will set out more detailed proposals around how the discount rates will be set. For
Regulatory purposes, it is envisaged that the same term structure for discount rates
will be applied to all Superfunds. We believe the discount rate is in line with a low risk
investment strategy and supported by analysis carried out by the Institute for Actuaries
End-state for Defined Benefit Pension Schemes Working Party Report. The report can
be found here, relevant pages can be seen at 20-23.

84. For a Superfund to be authorised and to continue writing new business it will need
to be able to demonstrate a minimum level of funding and capitalisation. Superfunds
would be expected to have sufficient assets to back TPs and 100% of the authorisation
capital requirements, where authorisation capital requirements are calculated using a
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1-in-100 VaR approach. This was the approach taken in the modelling and isn’t
necessarily the standard model that will be used for calibration. The 1-in-100 VaR will
include allowance for market risk, longevity and other demographic risks, and also
operational risks.

85. Superfund’s liabilities and capital requirements will be determined as a single
entity, except where a Superfund is set up on a sectionalised basis. For sectionalised
Superfunds the requirements on capital adequacy, capital buffers, intervention and
profit triggers will be applied to individual sections. Each section will then be expected
to meet its capital requirements on a standalone basis. There will be no allowance for
diversification of risks or capital requirements between individual sections within a
Superfund.

Prudent versus best estimate basis

86. Having considered the varied responses, we propose that the regulatory TPs
should be based on a best estimate of future cash-flows without any implicit allowance
or bias for prudence. However, they would be required to hold explicit reserves for
member expenses and also to retain an explicit reserve against adverse longevity
experience particularly with regard to future improvements in life expectancies. For
this purpose we would look to set best estimate and prudent reserve assumptions in
line with TPR interim requirements, which also set assumptions for this particular
purpose.

Yield curves and discount rates

87. We considered setting discount rates relative to the published gilt yield curve,
which is a common approach used in calculating a DB scheme’s TPs, albeit discount
rates usually include a prudent allowance for expected out-performance over gilts.
Another approach might be to use the “risk-free” yield curve underlying an insurance
company’s TPs.

88. We determined that the former option (setting discount rates relative to gilt yield
curve) should be the approach to the discount rate used for Superfund liabilities;
however, a dynamic approach would be used in the allowance for expected out-
performance. It is intended that legislation and guidance will set out more detailed
proposals around how the discount rates will be set to best achieve the broad policy
objectives.

Allowance for modest out-performance

89. Some respondents argued that a pure gilts-based approach was a very prudent
basis for determining TPs in a pensions context. TPR are currently considering
discount rates in the range of gilts plus 0.5% pa as a basis for setting a low
dependency basis for DB schemes for Fast Track but with greater flexibility to go
above this in Bespoke, subject to appropriate justifications and relevant stress test
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parameters. This is broadly the approach we intend to take using a dynamic basis to
setting expectations based on gilt on market conditions.

Long term objective

Questions 24 & 30: We asked if the scheme within a Superfund should have a
long-term objective to buyout, and whether Superfunds should be required to
secure benefits with an insurance company as soon as practicable, once the
scheme assets reach the buyout level of liabilities.

90. Many respondents felt that although it is a sensible objective to target an insurance
buyout, it should not be a legislative requirement. Some from the insurance sector did
think that a legal objective to buyout would be needed, mainly to avoid arbitrage, where
buyout is avoided in favour of keeping a scheme in a Superfund.

91. Other respondents pointed out that the aim of Superfunds is to enhance the
security of those schemes that cannot afford to secure benefits with an insurer in the
medium term, and that a requirement for an objective to buyout will impair innovation
and lead to sub optimal outcomes.

92. The responses provided on whether Superfunds should be required to secure
insurance buyout once scheme assets allow, followed a similar pattern to this
discussion around the long term objective. A significant number of respondents raised
that it was a logical step and part of the fiduciary duties of trustees to consider securing
benefits with an insurer, if the assets within the scheme were sufficient.

The Government’s response

We accept that the emerging Superfund market requires flexibility and space to
innovate, and it is crucial that consolidators do not become ‘forced buyers’ of insurance
bulk annuities. As set out from paragraph 41, like all DB schemes, each Superfund will
be required to operate with a long term objective, intended to clarify the Superfund’s
‘endgame’, and this may include a plan to gradually transfer liabilities into the bulk
annuity market or look at moving to a lower risk dependency model for investment
strategies. It is important that this objective is coherent and transparent to all trustees
of ceding schemes, in order that they are able to properly understand the impact of
consolidation on their members. Further we propose that TPR monitor a Superfund’s
progress against their respective long term objectives as part of their supervisory
approach.

Intervention levels
Minimum funding level

93. The schemes within a Superfund are classed as DB pension schemes and so will
be eligible for protection from the Pension Protection Fund (PPF) in the event of a
Superfund insolvency. The consultation proposed that the measure of failure, and the
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point at which the scheme in the Superfund is wound up occurs where financial
resources fall below 105% of PPF s179 liabilities, in order to provide some protection
against further deterioration in the funding level during the time taken to wind up the
scheme.

Questions 32, 34 & 36: We asked if the failure test in relation to the PPF funding
level is proportionate and at what level above fully funded on the s179 basis
should the minimum funding trigger be set?

94. The majority of respondents were supportive of a proposal to have a failure test in
relation to the PPF funding level. However, there was a divergence of views on the
level and some helpful suggestions of other factors that should be taken into account.

The Government’s response

95. Having considered the responses, we propose to define failure, and the minimum
funding level as the financial resources of the scheme falling below 102.5% of the
s179 liabilities and have modelled on this. We consider that 102.5% provides an
appropriate margin, without necessarily increasing the number of schemes that are
wound up unnecessarily, although this will depend ultimately on the types of schemes
being taken on in terms of benefits and liability profile. We will also consider how this
works, if it’s a fixed rate, or if there are means of offering some flexibilities where this
may be required. Along with this we will also consider if TPR need an ability to consider
exceptional circumstances and vary the rate for the minimum funding level accordingly
as they set out in their interim guidance.

Questions 37 & 38: We asked stakeholders if they agreed that there should be a
Level 1 funding level trigger to protect members’ benefits at this level and how
this should be expressed.

96. Most respondents agreed with the level 1 proposition to protect members’ benefits
at a level higher than PPF benefits. Although some argued that introducing too many
levels might over-complicate the management of Superfunds with some suggestions
of a more bespoke approach to funding levels and dialogue with Superfunds, for TPR
to determine when intervention is needed. There were also mixed views about how to
best express the trigger.

The Government’s response

97. We propose to set the Level 1 level at or around 100% of TPs. This might be
marginally lower than the level proposed in the consultation for a typical scheme.
Some responses suggested the Level 1 trigger proposed in the consultation was set
at too high a level and could discourage potential investors. However, setting the Level
1 trigger at or around 100% of TPs should be sufficient to continue to run-off the
scheme under the supervision of the existing trustees. However, this might give little
margin for further poor performance. This is one area where further work may need to
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be completed to assess the risks of an intervention level set at or around this level and
the implications for potential investors.

Question 41: We asked if a Level 2 trigger was a reasonable basis on which to
prevent new business being written, or whether this should this be left to the
discretion of the Superfund trustees on the basis they should not be accepting
new business if it would have a detrimental effect on existing Superfund
members.

98. The consultation proposed a Level 2 funding level trigger to prevent a Superfund
from acquiring new schemes if it no longer meets the funding level requirements for
authorisation. In these circumstances the Superfund would remain authorised to run
on with existing schemes, subject to the minimum and Level 1 funding level triggers
not also being breached. As previously mentioned, if a Superfund manages to return
to the authorisation funding level it will then be allowed to resume taking on new
business

99. We received a range of responses with some respondents agreeing that Level 2
was sensible for the protection of beneficiaries. However, a number of respondents
argued that this decision should be left to the Superfund trustees.

100. Again, a reiteration of trust law and guidance from TPR will be important for
trustees in this position and could help to self-police this area. Also, the independence
of the trustees, or at least robust governance and understanding of their duties, will be
important given they may come under commercial pressure from the Superfund
sponsor to accept new business.

The Government’s response

101. On balance, we propose to set the Level 2 trigger at TPs plus 100% of the
authorisation capital requirement. This would mean that if the Superfund is below this
funding level it will not be able to take on new schemes. This authorisation capital
requirement would be broadly equivalent to a 1-in-100 VaR measure over one year.

Profit trigger: A trigger to allow when profit can be taken either by investors or
members.

Questions 42, 43 & 44: We asked several questions around the requirements for
profit extraction.

102. We received a mix of responses, with some respondents arguing that profit
shouldn’t be taken until after benefits had been secured with an insurer. Others took
a more flexible view that consolidators should be able to propose their own rules for
future profit extraction and that this should form part of the authorisation process.

103. Some respondents argued that profit should be allowed to be taken as long as
the Superfund remained in a financially secure enough position to remain authorised.
However, others argued that there should be a required margin above the
authorisation level before any profit could be taken.
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104. Many respondents were keen to point out that the primary aim of the Superfund
was to improve the probability of members receiving full benefits.

105. Regarding the temporary retention of profits to mitigate against extraction due to
market volatility rather than genuine outperformance, many respondents were
supportive of such a restriction. However, the argument was raised that rather than
setting a fixed period to retain profits, Superfunds should be required to extract profits
in a sustainable manner.

The Government’s response

106. We agree that member’s interests must come first, whilst acknowledging that the
Superfund must be able to attract the investors needed to provide the external capital.
We propose that a Superfund may draw profits prior to securing buyout with an
insurance company, but only after funding levels surpass the ‘profit trigger’, set at an
appropriately high level as to mitigate against the risk of value extraction at a level that
may put members’ benefits at risk. The profit trigger will therefore be set at a suitably
prudent level above TPs .Once scheme funding is beyond this level, the Superfund
will be able to extract profits.

107. In response to the discussion around temporary retention of profits after reaching
the trigger, we agree that it is a reasonable safeguard against market volatility and will
continue to work through the detail of how such a restriction would apply in practice.

108. We are also aware of concerns around ‘disguised’ profit extraction, through
excessive expenses or charges levied by a Superfund against scheme assets or the
capital buffer. The following section provides more detail on the careful supervision of
this form of value extraction.

Expenses

109. In exchange for the provision of services, Superfunds may need to levy fees and
charges on a scheme and/or capital buffer. We envisage that the future Superfund
regime with regard to fees and charges, will expand on the existing TPR guidance for
Superfunds prior to permanent legislation. The Regulator's guidance places a series
of expectations on the corporate entities managing Superfunds around value
extraction, whilst not setting a prescriptive limit or cap on the acceptable level of fees
and charges levied against a scheme. This is because of the wide variety of models
that we anticipate entering the Superfund market in both size and complexity, and the
additional expectations placed on Superfunds relative to the wider Defined Benefit
market. Therefore, we feel it would be impractical to set a fixed cap on costs at this
stage.

110. However, the principles for value extraction and the requirements on Superfunds
around transparency, particularly in providing evidence of value for money on an
ongoing basis, will be sufficiently comprehensive and secure as to prevent
inappropriate transactions against either a scheme or capital buffer. When imposing
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fees and charges it is important that Superfunds perform benchmarking analysis to
demonstrate that their costs are equitable, and all relevant parties must have prior
notice of any fee or charge. As fees and charges may be levied against scheme
assets, it is essential that any costs do not disrupt the financial security, capital
requirements and funding triggers which will affect a Superfund.

111. Trustees will be expected to continually monitor and ensure that all service
providers offer value for money, and will need to report material changes to their
policies on fees and charges to the regulator. It is important that if relevant funding
triggers (Level 1 or Minimum funding) are hit any contracts, which restrict the control
of trustees over the direction of the Superfund, should fall away.

112. We will also expect a high level of transparency from Superfunds around their
fees and charges, both in ensuring that prospective ceding employers and trustees
are fully aware of all associated costs ahead of a transfer, and in the initial and periodic
assessments by the regulator. During authorisation, the regulator will expect
Superfunds to demonstrate how its expense allowance was calculated, where costs
will fall, and provide detail of performance-related fee structures, amongst other
information including ongoing costs.

Regulator intervention

Questions 33 & 40: We asked questions around the powers that TPR should
hold should a funding level trigger be breached, or if triggers are not acted on
in the best interests of members.

113. A majority of the respondents agreed with the principle behind this question.

114. In addition, respondents noted that consideration should be given to individual
member redress, if they feel their best interests have not been represented. For
instance, it should be considered whether scheme members should be able to go back
to the original trustees and employer in the event of commercial consolidator
insolvency or misconduct, and how trustees and employers can be protected against
that. Furthermore, scheme members should be able to utilise the Pensions
Ombudsman Service, or the Financial Ombudsman Service, where they have felt their
best interests have not been met.

115. We received a range of responses suggesting TPR powers, detailed in
legislation, that could be used to intervene should the funding level trigger be
breached. These suggestions included, but were not limited to:

e Power to request information from anyone involved in running a Superfund and/or
third party service providers and advisers;

Power to replace Superfund trustees or scrutinise them,;

Power to require a recovery plan and/or close to new business;

Power to stop investor returns and fees;

Power to prevent excessive dividend payments to commercial consolidators’
shareholders;
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o Power to transfer liabilities to a new Superfund; and,
e Power to trigger a wind up.

The Government’s response

116. We propose that TPR will have the power to intervene and require certain actions
to be taken in the running of the Superfund, for example in running on a scheme or
section without a significant sponsor. The Government will continue to work with TPR
and other relevant parties to examine the above proposals and determine what is
necessary and can be practically and effectively implemented.

Recovery period

Questions 35 & 39: We asked if 3 months would be an appropriate period of
grace to allow for any volatility in investments to recover when a triggering
funding level if breached.

117. We received a range of responses, with some agreeing that 3 months would be
an appropriate period of grace as it will enable decisions to be made based on a more
representative funding level rather than one derived from short term market
movements. There were some respondents who argued this was too short and a
longer period of 6 or 12 months would be more appropriate, although the argument
was also made that 3 months could be too long as the capital buffer may significantly
reduce in value.

The Government’s response

118. Having considered the responses we appreciate that one approach might not be
suitable for all situations. Therefore, we will continue to work with TPR and others and
learn from the experiences of their interim guidance, to determine what might be a
reasonable approach in practice to put in the legislation.

Sectionalised schemes

Questions 45 & 46: We asked questions about the regulation of sectionalised
Superfunds, with particular focus on funding level triggers and profit taking.

119. Views on whether it is reasonable to allow a sectionalised Superfund to take profit
or write new business if one or more sections are inadequately funded were largely
split. Those who agreed that it is a reasonable approach to treat sections in isolation,
argued that the individual sections would be similar to separate Superfunds

120. Those respondents in opposition to this proposal argued that consolidators

should be reviewed on an aggregate basis with all sections being adequately funded
as the first priority.
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121. We also asked how should each section within a sectionalised Superfund be
treated for the purposes of assessing financial adequacy and funding level triggers.
The responses were varied, with many pointing out that the suitability of a particular
approach will depend on whether the capital buffer is sectionalised, or whether there
are cross subsidies between schemes from the capital buffer.

The Government’s response

122. Having considered the responses we consider that on balance each Superfund
should be authorised as a single entity. Where a Superfund is sectionalised, the
requirements on capital adequacy, capital buffers, intervention and profit triggers will
be applied to individual sections. When a particular section breaches the funding
triggers, this section will be treated in isolation, in terms of any regulatory action that
might be required, or to be individually wound-up. We will consider the necessary
response in the event that a Superfund has a significant number of sections failing
simultaneously, given the regulatory attention this would require. This would
necessarily reference materiality, as in a section with a large amount of assets
compared to a larger amount of smaller sections.

Control of assets and access to the capital buffer

Questions 47, 48 & 49: We asked questions about the minimum requirements
and standards for the capital buffer, to strike an effective balance between
adequate protection for members and the commercial viability of Superfunds.

123. We asked about the suitability of a proposed approach to ring fence the assets
in the capital buffer instead of transferring them into the scheme as the deficits emerge.
Although some respondents felt this was an adequate arrangement, there were others
who felt this was too restrictive to attract investment or did not provide enough
protection to member benefits.

124. We received a range of responses suggesting suitable minimum requirements
on a buffer fund, in order for a scheme to be able to rely upon the assets being
available in the event they are needed. The common theme in those responses was
that the buffer should be structured in a way that ensures trustees can access the
funds when required. However, some pointed out that mitigations should be put in
place to discourage excessive risk taking, i.e. stressing the value of assets depending
on the nature of risk they pose. This would incentivise appropriate risk-taking.

The Government’s response

125. We intend that the Superfund body corporate will be required to hold the capital
buffer in an escrow arrangement within the UK. Where a Superfund is structured to
hold assets outside the scheme, whose purpose is to protect the scheme in the
absence of a traditional employer covenant, it is essential that those assets are held
securely and are available when needed (not least because the assets within the
buffer fund will go towards the assessment of the financial sustainability of the
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proposal). Superfunds must provide assurance and evidence that the following key
principles are met:

e Buffer fund assets cannot be released outside of defined circumstances (for
example, in line with a defined profit extraction rule);

e The risks within buffer fund investments cannot be materially increased after
TPR’s initial assessment without approval or re-assessment of the Superfund’s
financial sustainability (that is, through the significant events framework). Any
required capital is then to be provided and proposed changes advised in advance;

e Changes in buffer fund asset allocation and risk profile cannot be made without
consultation with scheme trustees; and supported by additional risk capital where
appropriate;

e Evidence must be provided of a legally enforceable mechanism for the assets of
the buffer fund to transfer to the scheme if there is a trigger event; and,

e The design details for the buffer fund will also need to be considered in line with
any review of the Superfund tax regime by HMRC.

126. The consultation made clear that for authorisation the expectation will be that
financial reserves should be ring-fenced, with trustees having first call on any assets.
It also sets out that a proportion of the financial reserves would be expected to be held
in cash, or near cash, to address any short-term liquidity issues in the event of failure.
For authorisation Superfunds must be able to demonstrate the following:

e The pension scheme is financially sustainable and has an adequate capital
position. The pension scheme should have a high probability of success in paying
benefits in full, and should have access to financial reserves to cover the costs
arising from a triggering event. Access to these reserves should not be impacted
by the insolvency of the commercial entity;

e The capital buffer for the pension scheme is adequate enough to protect the
scheme against adverse experience and to reduce the risk of the funding level of
the scheme falling to a level that threatens the security of members’ benefits;

e The commercial entity of the Superfund has access to sufficient financial
resources to cover set-up costs, running costs and capital expenditure. It should
also have access to financial reserves sufficient to cover the costs arising from a
triggering event. This would include a comprehensive business plan, with
accounts from the Superfund commercial board and the pension scheme within
the Superfund; and,

e The Superfund has a planned and documented exit strategy to protect member
benefits in the event the Superfund does not achieve scale;

127. As the consultation highlighted, Superfunds should have the financial support
necessary to discharge benefits without cost to the members, even if support from the
commercial entity has been removed. Superfunds should demonstrate this through
their costs, assets and liquidity plan (CALP). This provides key financial information
about their Superfund and its financial sustainability, including running costs (for
business as usual and in the event of wind-up), proposed capital buffer, financial
reserves (both for winding up and covering the cost of compliance) and their continuity
strategy for wind-up.
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128. We intend to require Superfunds to demonstrate that the approach they have
taken to satisfy the capital adequacy requirements, including that the modelling they
have undertaken is appropriate. For initial authorisation Superfunds will need to
demonstrate to TPR that the models they are using are fit for purpose, robust and
capable of accurately measuring and monitoring risks that the scheme is exposed to.

Supervision
Reporting

Question 53: Should there be any other reporting requirements of either the
corporate entity or pension scheme to ensure effective supervision?

129. There was a consensus in responses around the adequacy of the proposed
reporting requirements, with broad support for quarterly valuation updates with formal
annual valuations. Some respondents suggested that further requirements may be
necessary, and that TPR should keep it ‘under review’ and update if necessary to
ensure the appropriateness of the supervisory regime.

Question 54: Should the corporate entity and pension scheme have to disclose
their strategic asset allocation and investment risk limits so that TPR can
effectively supervise the investment strategy?

130. Nearly all respondents were of the view that the corporate entity and pension
scheme should disclose this information, to enable effective supervision from TPR. It
was flagged that this is particularly important in monitoring and ensuring transparency
around the capital buffer.

Question 55: Should Superfunds be required to regularly publish publicly
available material on their financial position and operations?

131. Most respondents agreed that Superfunds should be required to regularly publish
this information. Several responses cautioned that only information which is beneficial
to scheme members should be required to be released, taking into account
commercial sensitivity and in order to avoid discouraging innovation amongst
Superfunds. The need for transparency was a key factor in many responses, although
some disagreed on the frequency of reports, with the argument that quarterly updates
on financial position may encourage a ‘short-term’ external perspective on changes to
the funding picture. Some respondents flagged the importance of accessibility in any
public reporting, whilst others made the point that it is in the interest of Superfunds to
provide clear information on their position to a wide audience.
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The Government’s response

132. We have considered the responses made to questions 53, 54 and 55, and plan
to develop proposals for a reporting regime which will clarify the requirements for
disclosure to the regulator and public once legislation is in place.

133. A Superfund will be required to report on a number of ‘significant events’ to TPR,
detailed below in Table 1 (para 151). In connection with this:

e The significant events are a predetermined list of events that could happen post
application and/or authorisation;

e A Superfund must, as a minimum, conduct quarterly valuation updates and submit
them to TPR;

e A Superfund should submit a detailed annual valuation to TPR;

e The Superfund’s member panel must publish an annual report online and provide
this to Superfund members;

e A Superfund must report breaches of the conduct requirement within 7 days of the
breach occurring;

e A Superfund must report annually on the number of conduct breaches by certified
staff; and

e A Superfund must include certain prescribed information in any marketing
material.

134. The member panel’s annual report must contain:

e A summary from the Chair of the member panel;

¢ Activities of the member panel over the last 12 months;

o Key recommendations the member panel has made to both the corporate and
trustee board; and

e The member panels priorities over the next 12 months.

135. Superfunds (trustees) will be required to submit relevant monitoring and reporting
information to TPR. This will include an annual valuation. The quarterly funding
updates will need to be submitted to TPR routinely, as well as in scenarios where they
are required as part of any significant event or upon request by the regulator, at which
point the update must be completed within an appropriate period of time agreed with
TPR. Superfund trustees and the corporate entity will be required to produce
investment reviews every quarter, and will need to submit these to TPR.

Enforceable Code

136. We propose that TPR be required to produce an enforceable code and have the
power to vary that code as the Superfund market evolves. This represents an
extension of TPR’s powers and reflects the fact that Superfunds are:

o for-profit vehicles with no historic link to members in the Superfund scheme;
e arelatively new concept in DB consolidation;
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e in a nascent market where models may emerge and evolve with new and
unanticipated risks.

¢ Any use of powers will depend on the specific circumstances and it should be
noted that TPR’s existing powers over occupational pension schemes are
available should a Superfund try to avoid its obligations to the pension scheme.

e The new anti-avoidance and criminal sanctions measures will provide the
regulator with stronger powers to act if they suspect any wrongdoing from a
Superfund before the permanent legislative regime is in place.

137. This code would set out all aspects of the authorisation and supervision regime
including:

¢ the matters that will be taken into account in deciding whether a Superfund should
be authorised;

e authorisation criteria;

e when and how breeches will be identified including; and,

e whether a Superfund should remain authorised.

138. Where a Superfund is in breach of the code and the removal of authorisation is
deemed disproportionate, TPR would have the power to issue directions and impose
sanctions. This code would not operate in isolation and Superfunds would be expected
to comply with other oversight activity, for example, relevant pensions legislation and
company law. To enforce the code TPR would be provided with the power to intervene
where breaches have been identified, and to mandate actions. Fines would be
available where companies fail to comply.

139. Under Section 91 of the Pensions Act 2004, TPR have a duty to consult on Codes
of Practice and there is also a requirement on the Secretary of State to lay a copy of
the proposed code in the House for 40 days. We do not propose to change these
requirements for the enforceable code.

TPR directions

140. Where Superfunds fail to respond promptly and/or appropriately to supervisory
discussions we propose to provide TPR with the power to issue a direction to the entity,
setting what actions are required in order to meet the authorisation criteria. Directions
would be linked to the enforceable code. We propose that a failure to comply with a
direction would carry a fixed and escalating penalty. It would also form part of any
consideration of use of further powers, including de-authorisation.

Significant Events

Question 56: Would the proposed events outlined in Table 1 meet the aims of
the significant events framework?
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141. The following Table, from the consultation document, is indicative of what we
might include in the final text, though it may change as we work up the text of the

legislation.
Table 1
Event Description Applies to
A change to an individual| The appointment of a person to an area assessed under the Corporate
subject to the fit and fit and proper persons requirement at the point of entity/pension
proper persons authorisation, or a change in the circumstances of a person scheme
requirement subject to the fit and proper persons requirement
An investigation by Where an investigation by a regulator or competent authority Corporate
another regulator or is launched into any part of the Superfund, or a person entity/pension
competent authority involved in the Superfund, including by those outside the UK scheme
A significant change in, A significant change in systems or processes agreed at Corporate
or failure of, systems or | authorisation, including a change in third party providers, as | entity/pension
processes well as a failure in systems and processes which results in a scheme

significant adverse impact on service delivery and/or
members

A change to the business
plan

Any changes that require a revision to the business plan

Corporate entity

A change in the Any departures from the investment strategy, (outside of Corporate
investment strategy ranges agreed at authorisation) entity/pension
scheme
A deterioration in A significant deterioration in investment performance over a Corporate
investment set time period entity/pension
scheme
A change to the Any changes to the approach used to derive assumptions for Corporate
statement of funding calculating liabilities entity/pension
principles scheme

A deterioration in the
funding level

A significant deterioration in the funding level, including
sections, over a set time period

Pension scheme

The corporate entity is
unable or unlikely to
meet agreed levels of
assets or liquidity

A deterioration in the cover provided by the financial reserves
within the business

Corporate entity

The Superfund pension
scheme and/or corporate
entity is unable or
unlikely to meet its
liabilities on demand

The Superfund pension scheme and/or corporate entity is
unlikely to meet its liabilities on demand as they fall due or its
costs (either expected or unexpected)

Corporate
entity/pension
scheme

142. A majority of respondents agreed with the proposed significant events. Several
additions were suggested, with some flagging the funding level intervention triggers,
and changes to the corporate structure as potential significant events. There was
general support behind the use of a significant events framework alongside the
existing notifiable events framework used by TPR, and the point was raised that TPR
should be able to make additions to the list over time, to ensure it is sufficiently
comprehensive. Several respondents raised concern around the burden of excessive
reporting, and suggested that TPR should grant exemptions (i.e. for fully funded
schemes) to reduce the number of reports. The argument was also put forward that
there needs to be clearly defined thresholds for each significant event, to allow
consolidators to consistently apply the framework.
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The Government’s response

143. We would like the events consulted on in Table 1, to be considered as ‘significant
events’, with a requirement on the governing board or trustees to report the event to
TPR as soon as reasonably practicable. We will work with those with experience of
the interim regime to ensure they are correctly specified and to consider any new
significant areas that have emerged.

Question 57: How could we define ‘significant deterioration’ in relation to
investment performance and funding level?

144. There was a spread of views in response to this question. A consensus was
formed behind the view that the funding level is the important consideration and that
investment performance is less significant, particularly given that negative investment
returns may be matched by falls in the value of liabilities, and therefore investment
performance does not adequately measure benefit security. A number of respondents
argued that ‘significant deterioration’ should be defined for each consolidator on a
case-by-case basis, and should be agreed with TPR at authorisation. Their argument
followed that tolerance of funding level fluctuation will vary depending on the capital
backing of the consolidator and the level of risk it is pursuing. In contrast, a number of
respondents argued for an absolute definition or measure, such as a deterioration in
funding by 5% over a quarter. A spectrum of tolerance levels and timescales through
which to measure change were floated in response.

The Government’s response

145. The Government has considered the contrasting responses around defining
'significant deterioration', and would agree that funding level is the more important
metric in identifying potential issues, as investment underperformance can often be
matched by a drop in liability value or the Superfund may have a material surplus,
thereby not affecting the ability of the Superfund to meet the necessary benefit
payments. However, we recognise that investment performance is a useful metric in
itself, as it is often easier to track than the funding level, and where liability value is
unchanged, investment performance may indicate a reduced pool of funds available
to cover such benefits or emerging problems with particular assets held.

146. It is important to note that the tolerance of a Superfund for deterioration in the
funding level and/or investment portfolio, will be significantly influenced by the level of
risk being pursued. It therefore makes sense to link any deterioration to its impact on
the capital requirement of the Superfund, and in particular, the impact of a deterioration
in increasing the likelihood of regulatory intervention in the short term. Accordingly, we
intend to focus on the reduction in risk capital held, measured against the capital that
is required, to determine the significance of a deterioration. To decide what constitutes
a tolerable reduction in risk capital, we will carefully balance the need for security
against the danger of overburdening the regulator with significant events due to an
excessively cautious risk tolerance.
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147. We agree with a number of respondents who raised 3 months as a suitable
timescale for measuring and contextualising a deterioration in funding or investments.
Where there is an emerging risk around the security of member benefits however, it is
important that the regulator is able to more quickly intervene.

Skilled person reports

Question 58: Whether TPR’s executive arm should have the power to unilaterally
commission a skilled persons report in relation to Superfunds with TPR acting
as the end user?

148. A large maijority of respondents felt this was reasonable. One respondent,
suggested that the powers were disproportionate while another felt that TPR should
bear the cost.

The Government’s response

149. We intend to legislate to provide TPR with a supervisory tool that mirrors the
PRA/FCA Skilled Person Review, enabling them to evaluate an entity’s systems and
processes pertaining to:

investment and modelling;

potential conflicts of interest;

handling of member or investment data; and,
timely and accurate payment of member benefits.

150. This would differ from TPRs existing PA2004 S71 Skilled Person Review in that
it could be used only in relation to the authorisation criteria as opposed to ‘one or more
specified matters which are relevant to the exercise of any of their functions’. This
means it can be used in relation to supervising a Superfunds ongoing satisfaction of
the authorisation criteria.

151. Given the potential need to act quickly, this power would be exercised by TPR’s
executive arm via a new procedure that does not require lengthy periods for a
Superfund to provide representations. We propose that TPR are given the power to
require that a skilled person be engaged to evaluate risks and assist in producing
recommendations and or a remedial plan. To mirror the PRA/FCA Skilled Person
Review and enable TPR to act quickly, a register of experts would be required from
which skilled persons could be drawn.

152. We propose that the cost of producing the report to be sent direct to TPR be

borne by the entity including any costs related to skilled persons necessary for
producing it.
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Transferring into a Superfund and the Gateway

153. Given the risks raised by respondents of potential regulatory arbitrage by
schemes that are able to afford insurance buyout, we proposed a ‘gateway’ to regulate
the process. This gateway was designed as a mechanism for ensuring that transferring
into a Superfund is in the interest of members. It comprises a set of clear steps and
requirements that trustees, employers and their advisers must follow before arriving
at their decision. It is intended to ensure that schemes which can afford insurance
buyout now, or in the foreseeable future, are excluded from Superfund consolidation.

154. As part of the gateway, we proposed a set of principles which would govern the
eligibility of schemes to join a Superfund, summarised as follows:

a. Schemes that can buyout through an insurance provider are excluded;

b. Schemes that are assessed as being able to afford buyout in the ‘foreseeable
future’ are excluded; and,

c. A move to a Superfund would need increase the likelihood of scheme members
receiving full benefits.

155. Where a scheme does not have sufficient assets to afford buyout, the decision
to transact will require a comparison of the value of two very different entities; the
employer covenant and the capital buffer provided by the Superfund. The value of the
employer covenant is not just the employer’'s financial obligations, but must take
account of the likelihood of its ability to pay in the long term. There will be many
situations where the decision requires the careful weighing of multiple factors, some
of which may be certain and unknown. This could include expectations about the
sector in which the company operates, the legal obligations the company has to the
scheme, the potential for support from the wider group / parent company, as well other
soft levers that could be applied to gain more funding.

156. A recommendation to enter a Superfund should only be made where the gateway
principles, as previously discussed, are met by a scheme. The following diagram
provides a simplified overview of how the gateway principles would be applied,
accepting of course that the reality is more nuanced:

Can the
scheme
buyout in the
) N ' foreseeable
No future?
Can the
scheme
buyout?
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157. These are the basic principles of the gateway, but we are keen that it should
operate effectively in the real world, and will learn from the experience of TPR’s interim
regime in defining the precise parameters of its operation.

Questions 63 and 65: Whether the proposed principles were necessary and
sufficient to achieve the policy aim.

158. Respondents’ views on the need for a gateway differed. Some thought that
trustees’ fiduciary duty was a sufficient safeguard against the risk of inappropriate
transactions.

159. Others thought greater protection was needed, arguing for a strong gateway with
clearer principles that explicitly includes an assessment of the ability of the employer
to fund the scheme to buyout.

160. The Work and Pensions Select Committee gave support to the policy objective
of the gateway.

161. Among those who accepted the need for a gateway there was broad support for
a qualitative or ‘principles based’ approach. Respondents argued that the decision
would depend on a variety of issues, varying from case to case, and attempting to
characterise these in advance could have unintended consequences. One pointed out
that the pensions industry is accustomed to operating on this basis. Moral hazard was
raised as a concern as, it was argued, ‘hard coding’ could create an incentive for
employers to underfund schemes to meet a specified gateway threshold.

The Government’s response

162. After reviewing the evidence and responses to the consultation, the Government
agrees that a gateway is a sensible measure to mitigate the risks respondents raised
around the potential for regulatory arbitrage. Some respondents raised concerns that
employers may see Superfunds as a way to inappropriately relinquish their
responsibilities at a lower cost than insurance buyout, and may put pressure on
trustees to transfer into a Superfund where a more secure solution for members could
be found. The Government has been clear throughout the development of this policy
that we are not looking for Superfunds to be an option for schemes that can reach
buyout unaided; the gateway process will be in addition to trustees’ existing fiduciary
duties and is designed to ensure that schemes that can afford to secure members’
benefits with insurers do so.

163. The Government is of the view that such a gateway should be principles based.
It needs to provide a balance between recognition of market dynamics and certainty
for schemes. This reflects industry consensus, and the moral hazard argument
weighed heavily. Dictating in advance the relative value of different factors could
encourage employers to move assets in order to qualify. Given the varied issues that
bear on the strength of a covenant, a set of principles listed in primary legislation offers
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the best protection for scheme members. Trustees have an existing duty to safeguard
scheme members’ interests and the gateway will assist trustees in performing this duty
by ensuring that the scheme’s employer covenant is thoroughly evaluated. In October
2020, TPR published more detailed guidance on a principle based Superfund Gateway
for ceding trustees and employers and we aim to develop the policy further with
stakeholders, with the results to be included future legislation.?

164. The Gateway process should be thorough but operate flexibly so as not to be
prohibitive to potential entrants. We are aware that TPR will be shortly updating their
guidance on operating Gateway and are supportive of the approach they are taking
including flexibilities in timing for the Gateway tests. We would expect employers and
trustees to be working together and sharing information with TPR when needed.

165. There was limited agreement about how ‘foreseeable future’ could best be
defined and no consensus around the use of five years as a benchmark. Many
stakeholders from the pensions industry highlighted the difficulty of arriving at a
definitive period. This was mainly due to a 5 year period being inappropriate for
schemes with weaker covenants and the uncertain costs of buyout pricing in future. In
opposition to this others thought that it was perfectly possible to determine funding
over a 5, 10 or whatever level of funding over a given period. Few were persuaded by
a shorter time period.

The Government’s response

166. While the Government recognises the difficulty that accurate prediction often
represents, five years is in keeping with normal business planning cycles. The
Government feels that experience should be allowed to inform the approach and
consider how best to define the term in legislation.

167. Although views differed among respondents, the Government was persuaded
that the capital requirement would constrain the level at which schemes can enter the
market. It is therefore our view that a minimum funding level need not be set.

Covenant advice

Questions 68 and 69: Whether external covenant advice should be a mandatory,
and, if so how should those providing it be regulated.

168. A majority of respondents felt that covenant advice should be mandatory in every
case but a significant minority favoured a ‘comply or explain’ approach, with
exceptions made where further advice is deemed disproportionate or unnecessary.
There was broad agreement that advisers should be regulated, but no consensus

2 https://www.thepensionsregulator.gov.uk/en/trustees/managing-db-benefits/db-superfunds/superfund-
guidance-for-prospective-ceding-trustees-and-employers
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about how or by whom. Some argued that since covenant advice ranged across a
number of disciplines firms should be free to combine them as they saw fit.

The Government’s response

169. Ultimately the decision to enter a Superfund will remain with trustees. This group
are the best placed to make the decision; as well as having a close understanding of
their employers’ affairs, they have a number of legal duties, including their fiduciary
duties. We listened to concerns expressed by some respondents about the lack of
appropriate expertise among this group and the risk of employers exerting undue
influence. However, we feel that impartial professional advice, provided in confidence,
can mitigate this risk. We will require trustees to seek an expert recommendation, or
demonstrate that (particularly with smaller schemes) the cost is disproportionate. We
propose that trustees seek legal advice, including advice on possible conflicts of
interest and whether they have the power to make the transfer.

170. In addition to seeking legal advice, trustees will be expected to obtain advice
from appropriately qualified and experienced covenant, actuarial, investment and risk
transfer professionals. Trustees will be required to make a submission to TPR which
integrates the various forms of advice received, and has informed the trustees’
conclusion that their scheme is better suited to entering a Superfund. This submission
will document the reasoning and evidence of advisers, behind the recommendations
made. At present, TPR expects clearance applications for all transfers to a Superfund.
Legislation will give TPR the ability to define the nature of a submission for transfer to
a Superfund and take a risk based approach to their supervision.

171. The Government recognises that, in the case of covenant practitioners, there is
no single regulatory or professional body governing the practice, and it would be
unnecessary to introduce further accreditation at this stage. However, covenant
practitioners will be required to set out their suitability (professional expertise and
experience) as part of the submission to TPR. It will also be the responsibility of
trustees to ensure the appropriateness of the advisers whose recommendations are
sought. Whilst schemes are likely to seek in-house advice from lawyers and a scheme
actuary, it is expected that covenant practitioners will be independent from the sponsor
and any exception must be explained by trustees to TPR. Advisers will be required to
set out any possible conflicts of interest with the ceding employer or prospective
Superfund, in the submission to TPR.

172. In forming a recommendation on the suitability of a scheme to transfer into a
Superfund, covenant practitioners are expected to give due consideration to a range
of information (which must be openly provided by the ceding employer and trustees),
and TPR’s existing guidance on assessing the employer covenant sets this out in
detail.® In particular but not limited to the following, covenant practitioners will assess
in the context of the schemes current funding position:

3 https://www.thepensionsregulator.gov.uk/en/document-library/regulatory-guidance/assessing-and-
monitoring-the-employer-covenant
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e any deficit-reduction contributions due; and,
e the employer’s ability to support the scheme now and for the foreseeable future,
including assessments of the employer’s prospects and affordability;

173. Covenant practitioners will be expected to adhere to both the technical and
ethical standards of their profession when providing advice, and if they are found to
have neglected these duties, it will be flagged to the Financial Reporting Council (FRC)
or relevant professional body for further consideration.

174. We will continue to explore the supervision of covenant advice and the gateway
principles of a Superfund transfer as we develop our proposals prior to legislating.

Bulk transfer

175. It was proposed that the corporate entity of the Superfund would become the
statutory employer for the transferring scheme, and would therefore be able to receive
a bulk transfer from a ceding employer. We envisaged that the benefits payable under
the Superfund trust deed and rules will be the same as the benefits payable in the
transferring scheme.

176. Members’ (including deferred members) benefits can be transferred without
consent provided the transfer satisfies criteria set out in regulation 12 of the
Occupational Pension Schemes (Preservation of Benefit) Regulations 1991 (and for
contracted-out rights, Regulations 4 and 9 of the Contracting Out (Transfer and
Transfer Payment) Regulations 1996). This includes gaining a certification from the
scheme actuary which certifies, among other things, that the transfer credits to be
acquired for each member in the Superfund for the categories of member covered by
the certificate are, broadly, no less favourable than the rights to be transferred. It also
requires (Regulation 12 (4B)) that members be notified.

Question 70: Should current ‘bulk transfer’ legislation apply to transfers to a
Superfund?

177. There was almost universal agreement that the existing Bulk Transfer regulations
should apply although several respondents argued that they were not designed with
Superfunds in mind and could be adapted to better reflect the impact of the new model.
Some respondents took the view that the relationship between the ceding and
receiving employer was an artificial one and the law could be changed to remove this.

The Government’s response

178. The Government feel that the existing bulk transfer regulations are sufficient
protection for members. While we acknowledge the issues identified by respondents,
we believe additional legislation at this stage would be disproportionate.

179. Some respondents wanted greater clarity over the recourse members would have
against trustees, if, with the benefit of hindsight, they felt they would have been better
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off under an option trustees chose not to pursue. In particular, in cases where trustees
opted not to transfer members to a Superfund and the employer suffered a future
insolvency event or where trustees opted to transfer members to a Superfund which
later failed but the original employer remains solvent. In the Government’s view,
provided the decision has been properly arrived at (by following the prescribed steps
set out in legislation) there must be no further recourse to the trustees.

TPR’s role

Questions 71 and 72: For views on TPR’s involvement in ensuring that a transfer
to a Superfund meets the gateway principles and serves the interests of
members.

180. Although a number of responses argued that the decision to transfer into a
Superfund should ultimately remain in the hands of trustees, there was general
consensus that TPR should have some role in the process. There were a number of
divergent views on what form that role should take. Some responses preferred a ‘light-
touch’ regime based on TPR not objecting to a transfer, others preferred a more
stringent regime based on TPR ‘approving’ a transfer.

The Government’s response

181. The regulation of Superfunds needs to ensure members, the PPF and the wider
economy are protected. TPR supervision of any potential gateway transaction will be
essential to the success of the proposition. Our view is that TPR should assess
transactions on a risk basis, giving more detailed scrutiny to transactions where there
is uncertainty over the appropriateness of a transfer into a Superfund. We intend to
provide TPR with suitable regulatory powers in this area.

Question 73: What further powers should TPR be given to allow it to regulate
effectively both Superfunds and transfers to Superfunds?

182. There was no strong appetite for further powers, with most suggesting they were
extensive enough as they are

The Government’s response

183. TPR has a range of options both currently available and proposed in the new
legislation to effectively supervise pension schemes and consolidation vehicles. The
Government feels on balance, that further powers are not required beyond those which
are already proposed or being considered for future Superfunds legislation in this
response.

Question 2: What additional risks and challenges could be associated with TPR
regulating Superfunds?
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184. Many respondents were content with TPR as the regulator for Superfunds, but
some concern was expressed about resourcing for them.

The Government’s response

185. The Government recognises the need to provide TPR with greater resources and
so an authorisation fee will be levied against Superfunds to help fund these additional
requirements. The challenges posed by regulating Superfunds continue to be
mitigated through TPR’s interim guidance, and a future regulatory regime will expand
and strengthen TPR’s ability to regulate this emerging market. We will work with TPR
and other relevant stakeholders to ascertain where this authorisation fee will be set
and what resources they will need to cover this work.

Other live issues
Other forms of consolidation

186. Since consultation in December 2018 TPR have launched an interim regime
(June 2020). We will need to consider any transitional arrangements for any
Superfunds operating under this interim regime but we are confident that the direction
for legislation and TPRs interim regime are well aligned and continue to work closely
with TPR.

187. In the 2018 consultation on Superfunds it was noted that there are a number of
consolidation options open to pension schemes to consider outside of Superfunds. As
set out in that consultation Government set up a working group to look at how an
accreditation scheme might operate for defined benefit master trusts (DB MTs).

188. Government recognised that it had more to do to help encourage existing forms
of consolidation recognising the benefits it can bring by reducing scheme costs per
member, enabling more effective investment strategies and improving governance.
We set out in the consultation that we favoured an industry led accreditation scheme,
setting out standards to raise awareness and promote the use of DB MTs, and which
DB MTs would be able to sign up to on a voluntary basis.

189. Through this working group the Government and industry have developed a
voluntary system of self-certification for DB MTs. This is a light touch self-reporting
system for industry to use. As of October 2021 DB MT providers have been able to
complete a self-certificate and upload them to the PLSA website. A number of DB MT
providers have already made use of this service and the Government hope to see this
service continue to grow.

190. These documents help the industry demonstrate the value that their products can

provide to both employers and trustees. Crucially they are able to see a number of
offers in one single space making comparison easier.
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191. Industry are asked to demonstrate to PLSA that they are genuine registered
pension schemes before they can upload their document to the website. The
Government is aware that this does not amount to a full system of accreditation, which
would infer more formal authorisation that these documents are not currently subject
to. This is be made explicit within the documents themselves and it is also set out, with
a clear purpose, what they are for and how they can be used. TPR are alse developing
guidance for alternative capital models, including those innovating. We will work with
TPR and industry to ensure that the definition for a Superfund is clear while allowing
a market for other capital models to develop in parallel.

Question 74: In the consultation we asked if these schemes should continue to
be known as ‘defined benefit master trusts’ or if there was a more suitable name
to distinguish them from defined contribution master trusts.

192. While there were a mix of responses to this question, there was a majority
consensus for maintaining the use of the term ‘defined benefit master trusts’. Some
argued in certain ways it could be confusing, but others pointed out that the term is
recognised and established in the industry so changing it would only add confusion.
On the basis of the feedback received we agree that keeping the name as it is seems
the most straightforward way of proceeding.

PPF Levy

193. PPF published the Policy statement for levy rules 2022/23 and accompanying
guidance in December 2021. The policy statement refers to the similarities between
schemes without a substantive sponsor (SWOSS) and commercial consolidators,
such as Superfunds. An active decision was taken to group both SWOSS and
commercial consolidators into a single appendix, Alternative Covenant Schemes
(ACS). PPF have produced guidance for schemes that could fall into this category,
setting out how they will calculate schemes in scope along with a bespoke levy
calculation. In their guidance they reference TPR’s Interim guidance for DB
Superfunds and state that any scheme on the interim regime would fall into the ACS
appendix. As a result of the feedback they received during consultation, PPF have
made some amendments to rule C5. We would expect the PPF to review these levy
rules in light of the intended superfund legislation when the legislation is in force.

PPF assessment cases

194. Some respondents to the consultation suggested that Superfunds could offer an
alternative option for schemes coming out of a PPF assessment period. Currently
some schemes in this situation have to secure reduced benefits with an insurer
following a wind-up event.

195. We want to enable trustees to have the flexibility to make decisions that are in
their members’ best interests. This includes allowing PPF assessment cases to
transfer to a Superfund where its likely to result in a material improvement in the level
of benefits members may receive compared to under the PPF or what they can
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purchase in the buy out market on leaving assessment. We are aware that there are
currently some legislative restrictions that prevent these types of transfer taking place
and we will consider the changes that may be required to facilitate these transfers
moving forward. Ultimately this will be a decision for trustees, who having considered
the gateway principles, will decide whether they should transfer to a Superfund with
an increased likelihood of benefits being paid in full or buying out with an insurer at a
lower level of benefits.

196. We will also consider whether it would be beneficial to enable schemes in this
scenario that cannot secure full benefits with an insurer or Superfund to be able to
reduce member benefits to enable a Superfund transfer, but at a higher level of
benefits than the buy out market can offer. This has the potential to improve member
outcomes and see members transferred to a safe and highly regulated vehicle.

Who should regulate Superfunds?

197. A number of respondents questioned whether the PRA would be better placed to
regulate Superfunds. In addition, one response argued that the Government should
create a new regulator specifically for Superfunds. The Government has been clear
that Superfunds are occupational pension schemes, and should therefore be
regulated by TPR. Nevertheless, the Government recognises that Superfunds, as an
entirely new form of occupational pension provision, present different challenges to
established methods. We have therefore looked closely at what we can learn from
other regulatory regimes, in particular the way the PRA regulates the insurance sector
and this is reflected in the proposed regulatory regime. TPR will work closely with other
regulators as the superfund market develops, and we will consider and look to codify
these regulatory relationships as necessary

Next steps

198. As highlighted in the consultation, many of the changes outlined in this response
will require primary legislation. The Government will look to bring forward legislation
as soon as parliamentary time allows. TPR has issued guidance to Superfunds
looking to enter the DB market as well as to employers and trustees considering a
Superfund transfer. One Superfund, Clara, has already met TPR’s interim guidance
and is able to transact with ceding schemes. The Government strongly recommends
that the relevant parties read this guidance carefully and come to market when they
are ready to.

199. It is intended the primary legislation will provide for a new compulsory framework
applicable to Superfunds and other relevant models of consolidation. Secondary
legislation will set out further details. This will enable greater flexibility to respond to
the changing market and enable more detailed consultation with industry.
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Annex A — Roundtable Attendees

Association of British Insurers

Association of Consulting Actuaries
Association of Member Nominated Trustees
Cardano

Clara Pensions

Employer Covenant Working Group
Gazelle Corporate Finance

Government Actuary’s Department
Hymans Robertson

Institute and Faculty of Actuaries

Legal and General

Pension Insurance Corporation

Pensions and Lifetime Savings Association
Pensions Management Institute

Royal London

The Pension Protection Fund

The Pensions Regulator

The Pension Superfund

Trades Union Congress

Willis Towers Watson
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Annex B — Respondents

Aberdeen Standard Investments

Aon

ARC Pensions Law

Association of British Insurers (ABI)
Association of Consulting Actuaries (ACA)
Association of Pension Lawyers

Atkin Trustees

Aviva

Baker McKenzie

Barnett Waddingham

C-Suite Pension Strategies

Cardano

Christofferson Robb & Company

Clara Pensions

Confederation of British Industry (CBlI)
Employer Covenant Working Group (ECWG)
Equiniti

Eversheds Sutherland

First Actuarial

GMB

Gowling WLG

Grant Thornton

Herbert Smith Freehills

Hymans Robertson

Independent Trustee Services

Institute and Faculty of Actuaries (IFoA)
Institute of Chartered Accountants in England and Wales (ICAEW)
Institute for Family Business

JLT Employee Benefits

K3 Advisory

KPMG

Lane Clark & Peacock

Legal and General

Lincoln Pensions

Mercer

Pensions and Lifetime Savings Association (PLSA)
Pension Protection Fund (PPF)

Pensions Insurance Corporation

Pensions Management Institute
Perspective Capital Management

Pinsent Masons

Prudential Regulation Authority (PRA)
Punter Southall

Price Waterhouse Coopers

Redington

Rothesay Life

Royal London

Sacker and Partners

SME PPF Levy and Pensions Consultation Group
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Squire Patton Boggs

The Law Society of Scotland

The Pension Superfund

The Pensions Regulator (TPR)

The Society of Pension Professionals (SPP)
Trades Union Congress (TUC)

Unison

Willis Towers Watson

XPS Pensions Group
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Glossary

Benefits — What scheme members receive on retirement after contributing to a
particular pension scheme.

Bridge to buyout (BTBO) - In the context of Superfunds this refers to the means by
which they intend to aim for insurance buyout at the appropriate juncture.

Buyout Basis — The buyout valuation estimates how much money the scheme would
need to buy all the accrued benefits from an insurance company.

Capital buffer — In the context of Superfunds the money ringfenced by the employer
and investors to replace the covenant for the scheme.

Capital requirements — The level of capital required for a pension scheme to be able
to secure entry into a Superfund.

Closed scheme — A scheme which no longer admits new members or has future
accrual.

Covenant — The obligation, ability, and willingness of the employer to support the
scheme and protect against both short-term and long-term risks.

Defined benefit pension schemes - Also known as a Final Salary or Career Average
Earnings (CARE) scheme. They pay a retirement income based on your salary and
how long you have worked for your employer.

Employer — Most often the employer who provide a pension scheme for their staff.
With DB schemes they are responsible for ensuring that the funding for their pension
schemes meet the level of benefits as promised in the pension scheme.

Fiduciary duty — A legal obligation of one party to act in the best interest of another.
The obligated party is typically a fiduciary, that is in the case of pensions where
Trustees are obligated to act in the best interest of members of the scheme(s) they
are responsible for.

Financial Conduct Authority (FCA) — Is the conduct regulator for nearly 60,000
financial services firms and financial markets in the UK and the prudential supervisor
for 49,000 firms, setting specific standards for 19,000 firms.

Gateway — A mechanism to ensure that any transfer is in the best interests of
members and to avoid arbitrage in relation to buyout..

Insurance buyout — An employer pays an insurer to take the liabilities of a pension
scheme off their hands. This then breaks the financial link to the employer with the
insurer guaranteeing that they will guarantee the provision of benefits for the remaining
members of the scheme.
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Intervention Triggers — The levels of funding in a Superfund that cause a regulatory
intervention.

Legacy liabilities — when schemes are closed and no one remains contributing what
is owed to the remaining members, who have accrued pension benefits in the scheme,
is a liability for the company who provided the scheme.

Legislation — The process of making and enacting laws.

Levels of investment risk — How much investment risk a pension scheme takes
within its investment strategy in looking to fund scheme members’ pensions.

Long term objective — How a Superfund considers its long term objective for the
scheme, whether they target insurance buyout or some other means of wrapping up
a scheme when funding allows.

Low risk investment strategy — An investment strategy in which the assets broadly
match the cashflows of the scheme and are highly resilient to market movements in
order that the funding level remains relatively stable.

Mature schemes — A scheme where the bulk of the liabilities are in respect of
pensioner members.

Member - a person who has been admitted to membership of a pension scheme and
is entitled to benefit under the scheme.

Pension Protection Fund (PPF) — Their role is to protect people with a defined benefit
pension when an employer becomes insolvent. They manage £36 billion of assets for
over 276000 members.

PPF level benefits — When pension schemes enter the PPF the members of the
scheme get lower benefits then they would otherwise normally be entitled to (typically
10% lower).

Prudential Regulation Authority (PRA) — The Prudential Regulation Authority (PRA)
at the Bank of England are responsible for the prudential regulation and supervision
of around 1,500 banks, building societies, credit unions, insurers and major investment
firms.

Regulatory arbitrage — The practice of utilizing more favourable laws in one
jurisdiction to circumvent less favourable regulation elsewhere.

Regulatory Framework — The overall framework that determines how a given area is
regulated with legislation.

Scheme Funding — The level of assets versus liabilities that a given pension scheme
has.
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Schemes without a substantive sponsor (SWOSS) — Pension schemes that lack
an employer with financial resources Solvency Il - A regulatory framework for
insurance firms and groups, covering financial resources, governance and
accountability, risk assessment and management, supervision, reporting and public
disclosure.

Employer — Most often the employer who provide a pension scheme for their staff.
With DB schemes they are responsible for ensuring that the funding for their pension
schemes meet the level of benefits as promised in the pension scheme.

Section 179 (S179) PPF valuation basis: These are valuations used by the PPF to
set and calculate the pension protection levy each year in accordance with section
179 of the 2004 Pensions Act.

Superfund entry price — The price that is paid by the employer on entry into a
Superfund.

Technical Provisions (TPs) — Measure the extent of the liabilities needed to pay
pension benefits in relation to past service as they fall due. These are calculated on a
prudent basis and are driven by the actual benefits and the actuarial assumptions.

The Pensions Regulator (TPR) — the UK regulator of workplace pension scemes.

Trustees — Are legally responsible for the effective administration of a pension
scheme on behalf of its members.

Wind-up trigger — The point at which where scheme funding deteriorates and triggers
the Trustees to seek options to secure members benefits.

Value at Risk (VaR) — Is a statistic that quatifies the extent of possible financial losses
within a firm, portfolio, or position over a specific timeframe.
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