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A% repuesied T adach a report oo the effect oM he Budga changes oo the MFR

It i3 unyportani 1o emrphasise that thes @5 901 & complele podew of the operetion of the MFR. )t
was Testicied b the izssues st 0wl in paragraph 2 of the mpor and aevowes that the
furdarental aspects of the MFR and the mtionale s the vanous sssumphions would oot
ehanpe. Given the imporarce of thete assonptions wnd the @tomle on which they were
kased, 3% would however be appoopriate ac part af the process of reviewing Bw MER 10 enture
that current Minasters are comtent (o 1 & chntone 1o be hased on the same strength ac before.

The repon i formuleted Baving repard o e ipoeeesrs of S5, IF i 18 inteoded w trangsmit the -
advice conttingd tn this reporl to a thud party. 1 would ask you Lo seek my sgreemeol in
advance to the temms in Which tThe advios 13 10 be panematied,
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MINIMUM FUNDING REQUIREMENT -
EFFECT OF THE BUDMZET CHANCES

[ntreduction

3 This repart is ta Fesponse to a roquest ot the DS to be Govenument Actuary for
sihvige omn the cifecr of the Tuly 1997 BudgeT (ax changes on the Minimuam Funding
Reguirement The Government Acrdary has asxed me to respond in my capacity as acTuarial
adwviser 1 the TEE.

2 The report demis with the following specific ismes:

{a) whether the basis of the assumptions underlying the Minisum Funding Requirement
{MFR) ix =till appropnats.

i) whethey the current MPR, methedology and assumptions take a suitable and aufficient
arcound of future thereassy in the capitad waluwe oF UK squites and, if oo, what would be
the pproprisle way te fend this inta the MER

{chal 2 more detailed level, whan the effect would be on the MFF, assumptions i share
pricet eqioyed 2 greater than expesrad increace than that implied in Ue MFR
assumpnong, and the effect fuch capil gainc could be expecied to have on the long-temm
gt in dividead income from UK eqaities.

Sammary of Conclusians

1 For the MFR. the currenty assusped jong term annual mee of petum oo UK equitics Brom
dividends apd capiwl growth s 10%0 a year in respert of the pericd after the MFR pension ags
{and 9% & year for the period before the MFR pension age when the mft is redoced to make
implicit aflowance for the expense chirge of vesting in personal pensions). Froce inflacem
and salary groswth am assumed (o be 4% 2 year and 645 a yeur respectively. Whilsl there is
always some degres of upcanainty atached o any a9SMEPHO0S Fot future Investment retuzms, |
copsider that these long-term asumptions muds mebet gererous llowanee for inereatey in the
capiial valwe of UK equities (pammpriph 21). ’

4 Io the light of the Pudges changes to tax credits on LR, equitiss sl Corporation Tax, 1
congider rhat it would be reasonable for w pedvction of §.5% » yemx to be made 1o the A3tomed
long-tecm annual mtes of renam from UK equities, if the sirength of the MFR test is 1o mmain
coTmistent with that Before the Budget, Hovwever, e foli impact of the Budget changes may not
el have fed through to the levet of shase prices. As the rate of return depends eritically on the
price a1 which iovestmenis may be purchased, it will be impeatant that thee assumptioos we
kept elosely tader review in the near futiee (paragraphs 24-18).

5 The key MFR assumption, $6i by the previous Mescetacy of State, was thal the ennuat
roiurn on UK squities should cut-perferm gilts by 1% a year for the peried before the MEF.
pencion agt And 2% & year for the percd afies the MFR pension age. This repert ateonies tha
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the MER continues tg e basad on e same “stength” as impticd by those assumpdeons
{parzgraph T8].

t The way i which the Market Valos Adjustments (MVAS) operale to allow for oerrent
market conditons resulls in the asturned kevel uf equity out-perfoarmance nol applying at all
times but )Y undel cortain rarket conditions. Tn the Iight of this, | comsider that the operation
of the BV A should be reviened to detsnmine whether it msets it objectives (paragraph 273,

The MY A used 1o adyum e liabilites eadeatited with referenee to LK squuity reayns is based oo
copnparing the dividend yields af the ime #d under assumed “papral” conditions, and the
overall results are very sensitive 1o this comparison. As 2 result of ibe Budget changes, the
dividend ¥ield component of the Total retum to pension funds from investing in UK squities is
lkely o ba reduced making the presént eguity MVA an unreliohle method of adjustroent. This
necds to be taken into account in reviewing the MY.A (parmprph 28).

7 Cin 2 more defailed poind, the MV A, in relanion @ aquites o based on gross dividend
yields. Axhas boon recognesed by all concerned, this will hawe (o be changed to a “net” baxis
when the achearial Guidagee Wew GNP [ revizad {pamsgraph 23]

5 Lf UK share prices incregsed aca faster rate than assurmed, then it would be appropriate to
make changes to the MFR: assumptions only i it was exgpecuad that such higher rales of prowch
colld reasonably be assumed 1o conlinue for the longse-termn futvre and that the kigher ratz of
grawth was not ofsed by rome other change, fwch as 3 reducoon in dividend vieldy. Any
changzs which become necessary in the light of fuhwe marke? experisnce thould be made as part
of the reguiar rnenitering of ali the MER asswmptions {pamgraph 113,

The Budget Changes

o [ the Budget en 2 July 1937, the Chancellor mads the following changes which might
£ expected to affect the volue of DK equities beld a3 aasets of penioa schemes:

(a) advance corparation lax {ACT) credits on dividends {oqual to the amaunt of
advapes corpoTation tax paid by companica) cowld oo longer be recleimed by penticn
schamees (o respect of dividends received on or after 2 July 1597 and

44| the rale of Corporation Tax was redoced from 33 % o 31 %, with effect from
Apn] 1997,

0 Fiiot to Uic Bodger, if ¢ pension swheme recivad 3 dividend payment of £84 from 5 LK
company, it could reclaim 2 tax credit of £20 from the 1nlend Eavasse, The abolition of the tax
credit recovery therefone maans that, ignonng aby otws sfects, each £100 of expegtod fmure
incooye from UK divideands including the lax credit recovery will pow be redoced w £30, 2
reduetion of 20%4.

1L The reduction of corporatien wx 1o 3% thowld enabie companies to increate the petyrn
they make 19 nvestors,

L It 15 of Sourse possible that higher net profits could be paid aul in dividends. 1he effect
would depend on the exten to which prafits wige distribwied pros to the chapge. [f 2 ¢ompany




v

Erav:rm'n:n! Aoy ) Depariment ACT and the MPR

distributed all is profats, the 2% reducten in the cotpomatien tax chacge would etiable the 20%:
fall in inceme for pension schemes Lo be reduced to about 17,3, More typically, if & company
which distributed between 2 thind and a half of ity peofits passad all the corpomtion e
rducton o6 to its sharchoiders, the fall o ineome would be reduced frorm 20040 o Between |3
arwl 15%.

I3 To lhe exums diat the peduction ia coTpamation tas was ol Immwed tiely utad 1o increacs
dividends, the additions] retmnad profs cap be expectad to lead o ko tncsease in ke value of -
the company. This would lesd to & comespoading tncrease in Lhe cehen 10 shaceholdees, eathey ax
a result of higher capital value placed on the ¢quity investmenta of trough higher dividends in
future. Ahbhowugh the tang of such hipher rebems wonld be different from that in the e
where dividends wete ipereased arrutediacely by disthtnling all of the corporation tax reduction,
it is réazonable 1o assuoe tha the gwveral] e @ shereholders would oot be affected by this
timing differsnce.

14 These changes affect the cxpeeted future Gvidends fom UK equi by investiments and may
alsn Bffert the price of equities and funme growth of equity prices. In considering how thit could
alfect the szsmprzons uhderlying the Minimum Funding Requirernent it ix hetatsary to outline
the ratpenale L5ed waen thess panamplicns wers 2=k,

The Minloum Funding Regquiremeat

15 The MFR was introduced in Seclion 56 of the Peosjons Act 1995, 1 it aited ar ensuriog
thal the valus of the assns of an ocoupational panmon scheme covered by that providion of the
ALt is ot Less (han the amonnt of the liabilines. The principles goveming the methods 1o be
used e valumg the assews and liabdlities for this prurpnse are st out i Gwe prmary [Fgoiancn and
arcupational Pension Schemes (hinkmem Funding Raquirsment aod Actuacal Valustions)
Eregulations 1996 Bised op these principles, the actuanal Guidance Nole GN2T oels gut the
practice slandards i be poed by Scheme Aonbunes when camying oot MFR wluatons.

6 The changes i the Budger podential |y affecd the MR, long-tegm fimncial asommpbhons,
sal ol m GN 2T, iz imponant to copgider tee agsumptions tad for miss of investmnemt retum
fiom UK equities in the context of all the relevan assompdions, including that on inflafion and

how allowsenee ahauld be rasde for cuwrnenl market copditions, The melevant zoum pHions are:

Pd a4 year
Rale of imflation 4
Effective e of retan on gilis £
Fflective rate of reum on squities - pre-MFR poasion age g
Effective it of renirn on aquities - post-MFR pension age (1]
Bate of capunga prowih &

Heal mte of retum ag ipdex-Tinksd yilts i3 3.846% & year {using 108 .04 from above)
Feal rare of jeturn oo syuilics = post-MFPR pention ape 12 5 7595% 4 year {1,171 .04

1T In eddition, in order ©o lake accound of current market conditions, it is accurmed that the
grose dividend yield on the FT-5E Actuanes All-Share Index will be 4.25% wnder “normal”™
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condions, The “Market Value Adjustmam™ (MY A factor 15 then caloulaiet as thee pgtio of this
4 25% to the acmea] pross dividend yield in thar idex on the relevans dae,

1% The atsumed Jiflevence betaeen the pates of rerm on equities and #il i crideal (@ 1ha
stenpth of the BFR,. As the strength of the BYR is a political rather (ban an astiadal iasoe, the
difference of 1% & year briween the mtes of rétum oo equities pre-h{FR pension ape a1 o ailts
ws 52l by the previous Secratary of State, baaed oo advees [rom the Faculihy and Inxtitce of
Acmastes on the implications of posuble different assumptions. The ratiomale was that if the
cash cquivalant oransfer values {CETYs) catewl adad psing the squity assumption eotil 10 years
before MER pengion age, then moving gradually ioto gilts, werr invested in 8 pétsonal pension,
there should be & 50554 ¢hans of maching We somesponding o upaticonal scheme deferied
persion benefit, The 1% apnoal squity u-performance therefore ineladead an allowznce for the
expenias o lnvesupg in B persanal pension as wel] as the “'more™ equity rengqme The 2% equiny
out-performance assumption used far the post-MER pensicn age period exceluwded thic implicit
allowance atad 50 28 the "poare” equity investesant seugm dswnpbol, This repor assumes that
the MF R, coprnues 10 be haced on the sage "strength”™ as implied by these gzmmptions

19 The 1G% a year assumption for the sffective total mte of retrn on equities is thercfore
2% a yoar higher than the et an gills and i a combinaion of the 4_25% dividend visld
psrumpuon gnd 4 growih rate assumplion of 5.75%,

20 This growth rake can be regarded is cither meeived from a continugus rate of growth of
dividend ineome, esuming that the assels are oot s0id, or 23 @ combinktion of comtinuwous]y
increasing dividend iswregees for the period until lht:ﬂeum:suldinimiuﬂuuinﬂuc_qﬁm
valus olthe equities when they aré sold. Althéugh acluanes often refer o valning squities on
the basis of a capbnuous abd inersasing sream of dividend payments, this 1= primenly for race
of calculatien, N doss nab imply that the ncpease in the capital valiee of squities 1s ignored.

2] The aquity growth e asstoapiion of 5.75% 3 vear 5 marginally lewer than the mate of
earmi s inprchss. Thokn s always some degres of uncertaitdy attached Lo any asswnptions for
future iovestmenl cefwmg, Hewewer, ken wrether with the astumed, gross dividend yicld of
d,2%5%¢, | consider this assumphon made quiles & gromrous llowance for increases in the copilal
value of equnliss.

Effect of the Budgat Chioges

72 Tng Badget changes diecoly affect tha above MEFR atnunprions and the MV A
caloulagon. Using pross dividend yislds is no Johper approprine, As 4 rexaly, the MY A Tactor
for equities will hawe to be changed in dae course and the calgulation earTied et ot the nctual
dividend yield received by penaon sthemes raiber tan *grass” vields, That would tequine a
chEnge o be made to the “nomal™ 4.25% dividend yield assumption {peducing it by some 20%
if b ather changes are cansidered necessary). Lo calculnling the MYA factor, both yields uaed
in calculating the miio will kave been changed from b gross™ o & “net” basis, 2o that the
resulting rado should be identical if no oibher changes are meds, (Sec 2l paragraphy 27-28.)

21 A% a practical expedient vyl the glher acgumpliong have been ravigwed and a4 [ong as
the grods dividend visld figures ace published, i1 15 puisible @ continue 10 camy aut the M A
calculaTpp &8 sel gt in GM2T.
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Loog-teran Kalen af Retumm

24 Eeted on the assumed geoss dividend yie[d of 4.25%, the logs of the by credit wonld
redyce that by 0.85% wa 3.4%, As preseny, the groa dividend weld oo the FT-55 Actuaries All-
Share Tndex if abour 3.5%, and has varied betwesn 3.3% and 3 995 over the past yaer. A
weducoen of 20% would thereioee redwcs the carrent gross dividend yield by abows 0.7 [f
3ecount 15 ke of the reduction in ke rate of corporagon tay, ae inpaagmph 12 above, 1t would
b reagopable o assone @ lower eduction 1 the overall rats of investmend teturn as the higher
retpined profits will benefit sharcholders siiber inunediately trough higher dividends or
subzequently dus o 1ncressed reinvesiment and higher [onger-tarm profits, On thiz bass, 1
would fuggest thal the ates of retum on LUK equities shoold be veduerd by 0.5% 2 yoar.

25 Aldough this ehange would inelude allowapes for the effeet of higher growth rates if
bowesr coTpUration ta leads o highet ré-iivesment, i makes ne allowance (orany other sopce
of higher looger veims growih. As stated in the Repont by the Worldng Pamry of the Faoulty and
Instibute of Actuarjes into The adtuarial implications of thése changss, i would “not be poudent o
asswue 1hae there will ke hlgher long term profits unti] thers iz cjear evidencs that this will be
the case™,

26 The mic of rétumn ob investments in UK squitiey made io fowe will alse depend apon
uny markst reaponse Lo the Ioss of the Tax credit by pension schemes. Ay fall in the market
would inerease the futtre rate of relwn 1 dividends md growth mtes e unchanged (apart rom
the ehanpes avising from 1he tudget tad changes). it is impoasible (o amess relisbly the sctant o
whith the Budpet ehanges may alreedy huve been factored into equity pricss prior w Budget

" Dy, Bimj[ady, there 18 no ¢vidence of iy subssquent tarket adjustment. A5 & resull, &t

presect | do mot copmider that thers is any evidence of madket changes which naed (o b ke
intg actoupt by adjusting fecther the dssumed 04% 4 vear reduetion, However, as the toargels
may take soone ene before the filll effect of the Budgel changes 2 mflecied o pension scheme
investaeent policies and in marke1 prices, it will be important for e asswmptions @ be
monitorcd clossly to ensars that they emain appropriae o the light of any future chanyss.

BMarkst Valua Ad{ovtment

27 The long term rtes of oo wers set in dw lighe of the politcal dacigsion made on the
stretipth of the MFR. This resulied in the ey wsomplion, &=t by the previous Secretary of State,
that the retum an UK squities should cut-perform gifts by 1% & yvear {or 1% 2 year). Howasver
the way in ahich the Market Valie Adjusiments opetata 10 allow for current moacket conditions
results in s assemed leve] of oul-perfamance mal appliang 4t all mes bat only under certain
mzrkel conditions, As & regult, and indeed opder corrent marioel conditton s, e combenad
opamtian of the long-term assumplions aod e MYA ourrendly can produce resubts which do pot
allow for the 2% 2 year (o7 P% a year) oul-performence from that poins in dme, In the light of
1kig, T considar that the operaton af the MVA showld b reviewed to defommine whether it mees
s obj coleves,

2B The W0W A weed 1o adjom the |jabilities caleolpied with reference to T aquity remrns is
baced on comparing the divadend yaelds at the lioms and widar sssumed “rewral™ cored itione, a0
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the oversll msuig are very sensltive (o s comparisim. As 2 cesult of the Budger chacges the
dividend yield component of the Wl return o pendon funds Bom investing io UK equities ic
likely to be reduced. As the tax changes voere made on the graunds that the previows soyrtem
distturiged taremal invasiment asd encdutaged diinbuting profits via dividesds, it iz alza
possibie that therd will be chanpes in the finencing amangements within companics, including on
their dividend policy. This condd funher pffeet the relative spaporance of dividend nooma
within the overall rate of retien and make the present cquity MY A s wrsaitable method of
adjsstment This noeds to ba taken ioke accownt 1o reviowing the MYA

Filect op the MFR asamplions of a highir thay expecied growsh io share prices

A T waz acked w comment specifcz) [y on what effect there wiould be on the MFR
asguenptions 1f T chare prices enloy 2 higher than expected itcreacs (han implind in the MFE -
assurnplions, Al present, the BT H bans impliss an azproed avenige gnowel mate of incroase of
5.75% in share prices. This has (o be seen against 1 aadresponding Stsuwmptions for Lhe rates of
Erice a0 carungs ineTeases of 4% a year and §% a year recpertively. The long berm dividend
vield i assuned o be 4.2 5%,

30 If LY shaue priced ineneass [0 futwee at 6 faster rxie than assuwned, the effect oo the
continwng switability of the BFR pshroptoos would depend uptn the changrs, if any, 1o the
future gxperience of the other factors. In pantdcular, as far as the overall renom on squities i3
concemed, if would b unportaot 0 bake aceount of Aoy changes 1o tw dvidend yield The
stder] aim of the Budget ehanpe was to remove the perceived encowrapement which the previoys
regime fave towards disnbuting prefite through higher dividends mihes than pewnvettmg the
profiis internally. A commented earhier when discussing the MY A it o passible that deare aill
be a chnge i futwre 10 the telagve Enporranes of dividepsds gnd capital paing it the make-ep of
the tatal returm inwestors receive from investipg 1o equitics. Thus apy chenge in fisure in abrare
prics growth cannet ke contidersd in igalation.

k] It roust also be recognised that the MEE UK equity o asnomplons refabe 10 e
veTurD aver a period sxiending wnte the long-term funge 1L wowld ooly be spproprise to guke
changes ta the MEF assumptions if any apperent difference between the asguznptions and the
recent cxpenence seemed lively to apply in e lonper bnm.  Any changes which hacame
mecassary 1o the long-reny asqumpdions in the light of futars market cxperiencs e7ther o a result
of changes to dividend yields or prowth 1o thare priees, should be made as part of the noomat
regular worilering of abl the BAFR, acsumimions.
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