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Foreword

When we introduced the world’s first risk-based pension protection levy in
2006, we were entering uncharted waters. Five years on, a solid bank of
data, our experience of how the levy has worked in practice and a wide
range of engagement with stakeholders have given us a solid foundation to
build a levy which is fit for purpose for the long-term.

In October last year, we proposed a new framework which put levy payers’
priorities of stability and predictability at its heart. We considered how to
meet these while maintaining progress towards our long-term funding
objectives. Our proposal balanced these objectives in a way that was widely
welcomed by respondents.

I am encouraged by the level of engagement that the New Levy Framework
consultation inspired. We received 45 submissions during the consultation
period, as well as numerous questions and comments through industry
events and communications such as our webinar in December. 1 would like
to thank all stakeholders who have taken the time to respond through
formal and informal channels. And once again, | would like to pay tribute to
the members of our Steering Group for all their invaluable guidance and
direction over the past 18 months.

We announced in January this year that based on the responses to the
consultation, we intended to proceed with the New Levy Framework and |
am pleased to share with you the results of the consultation and our final
levy design. We received suggestions on the details of how we proposed to
measure insolvency and investment risk, and have listened closely to these
in finalising the design as described in this Policy Statement. It is clear to
me that taking time to understand and consider the breadth and depth of
stakeholders’ views over the last few months has been time well-spent.

The start of the 2012/13 levy year may seem some time away, but work is
already underway to make sure that we will be ready to issue the first
invoices calculated under the new levy formula next year. We are also busy
preparing the draft 2012/13 Determination so that it is ready for
consultation this autumn. This will include the scaling factor which we
expect to fix until 2014/15; at this point, we will also publish our estimate
of the levy that we will collect in 2012/13.

Alan Rubenstein

Chief Executive
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1.

Executive Summary

Introduction and Summary of Responses

1.1.

1.2.

1.3.

1.4.

1.5.

1.6.

1.7.

The consultation document The Pension Protection Levy: A New
Framework published in October 2010 was broadly welcomed as
taking important steps to deliver stability and predictability for levy
payers.

A total of 45 submissions were made by scheme representatives,
consultancies, sponsoring employers and collective associations. We
also received comments and questions at a range of public speaking
events during the consultation period and through the levy webinar
held in early December.

Most stakeholders were supportive of the thrust of our proposals and
viewed them as a significant improvement on the current levy
framework. For this reason, and to provide early notice of our
intentions, we announced in January that we would go ahead with
the introduction of the new framework from 2012/13, but that there
would be further work on the detail. This Policy Statement sets out
where that further consideration has led us.

There was overwhelming support for the proposal to seek to fix levy
rules for three years and to allow the levy estimate (the total amount
the PPF aims to collect each year) to vary along with changes in
scheme risk (the “bottom-up” approach). There was also clear
support for smoothing underfunding risk. These elements remain
unchanged from our consultation proposals.

Our proposal on investment risk attracted significant comments on
the details of measurement, which was not surprising since this is a
new element of the calculation. A clear majority, however, supported
its inclusion in the levy formula.

There were comments on our proposed standard approach to assess
investment risk, which will be calculated by the PPF based on data
that is currently reported in the Pensions Regulator’s Exchange
system (Exchange), asking whether more of the detail could be used.
Some responses questioned the capacity of the standard approach to
recognise de-risking strategies. We have developed our proposal to
meet these points as far as we can without increasing costs to
schemes.

There was a desire for more detail on how the bespoke method would
apply in practice for those schemes required or choosing to carry out
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1.8.

1.9.

1.10.

their own assessment. We have developed draft guidance on carrying
out this stress analysis and are providing an opportunity to comment
on it before it is published with the draft determination.

A number of changes in relation to measuring insolvency risk
received comment: on banding, on the case for transitional
protection, on the frequency with which D&B would measure failure
scores, and on how scheme structure is reflected. In particular, there
was the perception that reducing the number of different insolvency
ratings to six would lead to significant cliff-edges, with schemes
possibly experiencing large increases in levy because of a small
decline in employer strength.

Whilst a system with fewer bands delivers greater predictability, we
have listened and have developed a revised 10-band system which
reduces the potential for significant changes in levy.

The new levy framework will be in effect from the 2012/13 levy year.
Relevant deadlines are highlighted in the “Key Dates” section below.

Key Features of the New Framework

A Fixed Framework

1.11.

1.12.

1.13.

It is intended that the levy parameters will be fixed for three years.
This means that factors such as the risk-based levy scaling factor,
the cap, and the scheme-based levy multiplier should be constant
from 2012/13 until 2014/15. Schemes will be able to plan for their
levies in the next few years with greater certainty, as changes in an
individual scheme’s levy should relate solely to any changes in their
risk characteristics.

We will estimate the amount of levy to be raised annually, as
required by legislation. For 2012/13, the first levy year under the
new framework, we will publish a draft Determination for consultation
alongside the levy estimate in the autumn. Levy payers will therefore
have sight, later this year, of the levy parameters that we expect to
be in place until 2015.

We intend to revise the levy parameters within those three years
only if the levy estimate would otherwise:

e Exceed the levy ceiling for the given year;

¢ Result in the scheme-based levy estimate exceeding the
statutory maximum of 20 per cent of the total levy; or,

e Vary from the previous year’s estimate by more than 25 per
cent.



1.14. This limited flexibility will ensure we comply with the law and protect
levy payers from the possibility that overall levies rise sharply as well
as the PPF from the possibility of a substantial fall. Such a fall might
subsequently need to be redressed through higher levies to ensure
we remain on track to achieve our long-term funding objective and
thereby to meet our commitments to members.

Smoothed Funding

1.15. Volatility in asset and liability values caused by market movements
has played a large part in the sharp changes in levies that some
schemes have experienced in the past few years.

1.16. From 2012/13, we will smooth funding levels so that sharp
movements in financial markets will have less effect on the measures
of liabilities and underfunding risk that are used to calculate the
scheme-based and risk-based levies. We will smooth assets and
liabilities, as reported on Exchange, through our roll forward
mechanism, which we currently use to ensure that funding is
measured on a comparable basis between schemes. Instead of index
and yield values at a single date (e.g. 31 March), we will use the 5-
year average value.! This will significantly reduce volatility in asset
and liability values; consequently, levies will be more stable.

Investment Risk

1.17. The investment risk of a scheme’s portfolio will be incorporated into
the risk-based levy for the first time, to reflect the differences in risk
posed to the PPF by the investment strategies of eligible pension
schemes.

1.18. There is a wide array of investment strategies that schemes pursue
in line with their Statement of Investment Principles, which
incorporate their specific risk and return objectives. We recognise
that trustees are best placed to set such strategies, and do not seek
to influence them; we are solely aiming to reflect more closely, in the
share of total levy, the risk to the PPF of the different strategies.

1.19. For the vast majority of schemes, there will be no additional
reporting requirements. We will apply stresses to the asset and
liability values submitted in Exchange to calculate the stressed
funding position for levy purposes.

1 For detail on the smoothing methodology for assets and liabilities, see chapter 3. Annex D
provides an example of the calculation.



1.20. The indicative? stresses that we will apply to scheme assets are
displayed in table 1 below. This list mirrors the categories of assets
into which schemes currently break down their assets for reporting.

Table 1: Indicative asset stresses

Index-

Corporate Norrnnal linked Ul_( Over;eas Property Cash Hedge Commodities |nsuran3ce Annuities
bonds gilts Equity Equity Funds Funds
bonds
+1% +9% +16% @ -22% -19% -7% | 0% @ -9% -19% -22% +12%

Other

-22%

1.21. Table 2 shows the asset stresses we had previously proposed.

Table 2: Proposed asset stresses

Corporate Nominal Index- UK Overseas

. . . . Property Cash Other
bonds gilts linked bonds Equity Equity
-4.6% +9.8% +19.1% -21.7% -18.5% -7.1% 0% -21.7%

1.22. We will calculate the stressed liabilities on behalf of all schemes by
applying the relevant risk factor stresses shown in table 3 to the
yields we currently use to calculate s179 liabilities:

Table 3: Stresses on liabilities

Interest rates Inflation

-67bps +33bps

1.23. We require schemes with s179 liabilities of £1.5 billion or more, and
thereby generally representing the most risk to us in terms of the
possible size of claims, to carry out more detailed analysis of their
assets and report their results to us in their annual scheme return.

1.24. Other schemes may choose to undertake bespoke stress analysis to
submit to us; this will be an optional field in Exchange for schemes
that have s179 liabilities of less than £1.5 billion.

1.25. There are two stages in the bespoke calculation. The first stage
applies a fuller list of stresses to assets; these capture 20 subclasses,
recognising more details of investments than those reported in
Exchange, e.g. different durations of fixed income products. The
second stage applies to schemes with investments in derivatives,
either directly or through a pooled LDI fund. Such schemes will then

2 We will update the current stresses with additional years’ data to incorporate the five years to
March 2011. The final stress values will be published in the levy determination to be released in
late 2011.

3 While insurance funds are identified as a separate asset class in Exchange, we expect schemes to
allocate these assets according to the asset class breakdown that should be available from
providers, i.e. typically a combination of equity and fixed income. Only the remaining unallocated
assets should be entered as insurance funds.




1.26.

1.27.

be able to reflect the risk-reducing qualities of these investments in
the bespoke stress.*

For schemes that do not have derivative strategies, we have set the
standard and bespoke stresses so as to provide broadly consistent
results. We expect that, generally, only schemes that have
implemented risk-reducing derivative strategies will find that there is
advantage in the bespoke approach, in terms of a levy reduction. We
advise such schemes to consider the impact of their investment
strategy on the levy in deciding whether the bespoke approach is
appropriate for their circumstances.

Alongside this Policy Statement, we are publishing for consultation
the draft guidance for carrying out bespoke analysis of investment
risk. This provides the formulae for the required calculations and a
number of detailed examples. Interested stakeholders are invited to
submit any comments by 24 June.

Insolvency Risk

1.28.

1.29.

1.30.

Assessing an employer’s probability of insolvency over a year is a
challenge for all systems of monitoring and rating. Based on our
analysis of historical default rates and Moody’s credit ratings, shown
in chapter 4, there is little statistical evidence to support more than
six levels of risk. This conclusion is supported by our experience,
albeit limited, of D&B Failure Scores, and claims to date.

As noted in section 1.9 above, however, in response to stakeholders’
concerns about cliff-edges between bands, we have decided to use
D&B'’s Failure Scores to place employers into 10 different levels of
insolvency risk. Given most stakeholders’ preference for an increase
in the number of bands instead of the implementation of transitional
protection, transitional protection will not be a feature of the new
system.

To reduce the effect of temporary fluctuations in an employer’s
Failure Score, the insolvency risk of employers will be based on the
average Failure Score over 12 months.® For the 2012/13 levy year,
these will be the Failure Scores from the period April 2011 to March
2012, measured on the last working day each month. We will use the
average Failure Score to place each employer in a PPF levy band for
the year.

4 See chapter 3 and the draft guidance for details on the bespoke stresses.
5 We will calculate the average by taking the equally weighted mean of the 12 monthly Failure

Scores.



1.31. Table 4 below shows how employers will be allocated to PPF levy
bands based on their average Failure Score, and the levy rates that
will be charged for each band. These rates will be adjusted by the
risk-based levy scaling factor, which is estimated to be lower than
that for 2011/12.

1.32. Table 4: PPF levy bands

Levy Band 1 2 3 4 5 6 7 8 9 10*
D&B Failure

Score 100-99 98-96 95-92 91-87 86-73 72-66 65-46 45-38 37-30 29-1
Levy Rate 0.18% 0.28% 0.44% 0.69% 1.10% 1.60% 2.01% 2.60% 3.06% 4.00%
*capped

1.33. Where a scheme has more than one employer, each employer will be
placed in a band and a weighted average® of the applicable levy rates
will then be assigned to the scheme.

1.34. We will continue to apply a factor to the risk-based levy of last man
standing schemes to recognise the lower risk that their scheme
structure entails.” This factor will be applied to the scheme’s
weighted-average levy rate.

1.35. For those last man standing schemes where the employers are of the
same group (“associated”), this factor will remain 0.9. We have
limited experience of insolvency events involving last man standing
schemes with employers from the same group. Based on this
experience and our analysis of correlation between related
employers, however, we believe that a factor of 0.9 remains an
appropriate reflection of their risk.

1.36. The factor for non-associated last man standing schemes will reflect
the concentration of all employers within the scheme, rather than (as
in the current formula) just that of the largest.®

Contingent assets

1.37. Our contingent asset regime provides for an immediate reduction in
levy, on the basis that a contingent asset reduces the scheme’s long-
term risk to us. We consider that our current requirements for the

% weighted by members, as in the current levy formula.

” “Last man standing” here refers to schemes defined as a “Last Man Standing Scheme” by Rule
E4.2(2) or a “Centralised Scheme” by Rule E4.2(4) in the 2011/12 Determination.

8 To do this, we will take the sum of the squares of the proportion of each employer in terms of
members. This is derived from the Herfindahl index, which is commonly used to measure
industry concentration. Chapter 4 provides details of the formula.




recognition of contingent assets are reasonable given the levy
benefits which are available and the feedback received as part of the
consultation. We will continue to recognise the existing range of
contingent assets types, as long as they are properly certified,
although their impact on the levy will be adjusted to reflect the new
framework.

Governance

1.38.

The Board has considered carefully the implications of recognising
good governance to allow for a discount in the risk-based levy. While
we believe that good governance should be encouraged, we do not
believe that the levy is the appropriate mechanism by which to do so,
and the majority of stakeholders agreed with us. We therefore will
not be developing this idea further.

What will the impact on schemes be?

1.39.

1.40.

1.41.

We have modelled how the new formula would have affected
schemes as characterised by their funding levels and insolvency risk.
This analysis, shown in figures 1 and 2, compares levies under the
current and new formulae for both 2010/11 and 2011/12.° A full
impact analysis is available in annex A.

Schemes that are well-funded, on a smoothed and stressed funding
basis, will generally pay less in the new framework. This reflects our
aim of shifting the emphasis of the risk-based levy to funding risk.
The funding categories have been set so that there are 20 per cent of
schemes in each; schemes with funding levels that are in the highest
40 per cent tend to pay less.

As the new measure of insolvency provides for a risk margin that
charges relatively more to employers with low expected risk,
schemes that are in bands 1-6 (corresponding to Failure Scores of
100-66) will tend to pay more, except generally for those with high
and very high funding.

9 In our modelling we use the following parameters:

e 2010/11: Levy estimate of £720m and RBL cap of 0.5 per cent, and for the new
framework, a risk-based levy scaling factor of 0.65 and a scheme-based multiplier of
0.0001012

e 2011/12: Levy estimate of £600m and RBL cap of 0.75 per cent, and for the new
framework, a risk-based levy scaling factor of 0.69 and a scheme-based multiplier of
0.0000677

Schemes have been placed in the band with the levy rate closest to their applied rate.
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Figure 1: Change in Levy by Funding and Levy Band, for 2010/11 (Emillion)
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Figure 2: Change in Levy by Funding and Levy Band, for 2011/12 (£million)
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Key Dates

1.42. The Board will introduce the new levy framework for the levy year
starting 1 April 2012. The 2012/13 levy determination, related
appendices and guidance will be published for consultation this
autumn. We aim to finalise these by the end of the year.

1.43. The key dates for data and certification are set out in the table

below:

Table 5: Key dates

Item

Monthly D&B Failure Scores

Consultation on investment risk
guidance

Consultation on draft
determination, including levy
parameters

The Exchange system opens for
submission of scheme returns

Final 2012/13 determination
published

Submit scheme returns on
Exchange

Reference period over which
funding is smoothed

Certification of contingent assets

Certification of deficit reduction
contributions

Certification of full block transfers

Invoicing starts

Key dates

Between 28 April 2011 —
30 March 2012

16 May — 24 June

Autumn 2011

November 2011

By December 2011

By 5pm, 30 March 2012

5-year period to 30 March 2012

By 5pm, 30 March 2012

By 5pm, 10 April 2012

By 5pm, 29 June 2012

Autumn 2012
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2. A New Framework

2.1 Introduction

2.1.1 This chapter describes the “bottom-up” approach that we proposed in
the October consultation document, whereby the scaling factor and
other levy rules are intended to be fixed for three years so that
individual levies would only change within this period if a scheme’s
risk characteristics changed. Such an approach will mark a significant
change from the current cycle of setting the levy parameters
annually. This proposal attracted widespread support, with some
respondents considering its implications in the wider context of PPF
funding.

2.1.2 Whilst we are making fundamental changes to the measurement of
funding and insolvency, discussed in chapters 3 and 4, the basic
structure of the levy calculation will remain the same. The total levy
will, as required by legislation, comprise the risk-based and scheme-
based components. They will not have fixed proportions as in the
current framework, so the scheme-based levy portion could be up to
20 per cent of the total, but is likely to be significantly less than that,
at least for the initial three year review period.

2.2 Summary of the proposal

A bottom-up approach

2.2.1 The Steering Group supported an approach with a clear link between
the risk a scheme poses to the PPF and the levy it pays. To meet this
objective, we proposed a bottom-up approach that provides for
individual levies to be independent from changes in other schemes’
risk profiles, and for levies to rise or fall in line with increases and
decreases in individual scheme risk.

2.2.2 This was a departure from the current “top-down” approach, which
adjusts the levy scaling factor and other parameters each year to
reach the desired levy estimate. In our proposal, the total levy
collected would be the sum of individual bills calculated according to
levy parameters that are intended to be constant over a three-year
review period.

2.2.3 We noted that a “pure” bottom-up approach, i.e. fixed parameters
with no room for revision, would potentially breach statutory
requirements and would expose the PPF to excessive uncertainty in
its levy collection. This would make it difficult to maintain a steady
path towards our long-term funding targets and could lead to highly
variable levy collection.

13



2.2.4 The Board proposed to set the levy parameters, e.g. the scaling
factor, levy caps and scheme-based multiplier, for three years, as
long as the levy estimate was not expected to move outside set
thresholds. A review of these parameters would be carried out every
three years, parallel to our assessment of our funding requirements
with reference to the long-term Funding Strategy.

2.2.5 For the three-year fixed period, the amount of levy to be raised
would continue to be estimated annually, as required by legislation,
and the Board’s determination of the levy rules would continue to be
an annual determination, but total levy collected would be based on
the bottom-up approach as long as the levy estimate was not
expected to:

e exceed the levy ceiling set by legislation; or

e vary from the previous year’s levy estimate by more than 25 per
cent in either direction; or,

e result in an estimate of the scheme-based levy that exceeds 20
per cent of the total expected levy.

2.2.6 These conditions were derived from our legislative responsibilities
and our view of an acceptable level of risk to take on.

The role of the scheme-based levy

2.2.7 Under the current system, the degree of cross-subsidy in the levy is
not easy to identify. A key consideration for the Steering Group was
that, although some cross-subsidy appeared inevitable, the extent of
this should be transparent.

2.2.8 To meet this challenge, we proposed that the scheme-based levy
would play a more defined and limited role. To date, the contribution
of the scheme-based levy as a proportion of the total levy has been
set to equal 20 per cent, the legislative maximum. In the new
framework, it would instead be explicitly set so as to cover the
approximate cost of cross-subsidy.

2.2.9 There would be two potential roles for the scheme-based levy to fill:

a) to cover the cross-subsidy introduced by capping; and,

b) to potentially recover any deficit in circumstances where we need
to improve our funding position should adverse claims shift us
materially away from our long-term funding trajectory.®

10 For the avoidance of doubt, the scheme-based levy multiplier is a levy parameter, and so will be
fixed for three years unless the thresholds set out in 1.13 would be breached. Any decision to
14



2.2.10 We proposed to maintain a degree of cross-subsidy in the new
framework, with caps on insolvency rate and the risk-based levy
similar to those of the current system. At least in the early years of
the new approach, covering the costs of these would be the sole
purpose of the scheme-based levy.

2.3 Summary of responses

A bottom-up approach

2.3.1 There was widespread support for the bottom-up proposition, with
respondents welcoming it as a significant step towards delivering a
closer link between a scheme’s risk and the levy it pays.

2.3.2 The majority of respondents felt the objectives of stability and
predictability were generally met and that the new framework offered
a clear improvement compared to the current process. A few
respondents noted that stability was short-term and that schemes
could still face substantial increases, albeit at the end of three years
rather than annually. Some felt it preferable to see gradual changes
in the levy parameters within the fixed period rather than sharp
moves between periods.

2.3.3 There were also a few concerns expressed that the PPF should avoid
effectively charging a premium for stability by using overly prudent
assumptions in setting the fixed levy parameters.

2.3.4 We received a number of submissions on the limited criteria we
proposed that would trigger a review of the scaling factor within the
three-year period. The vast majority agreed with the conditions we
identified. A couple of respondents believed we should allow for
greater flexibility to reflect external events, citing as an example the
recent shift from the Retail Prices Index (RPI) to the Consumer Prices
Index (CPI) in the revaluation and indexation of PPF compensation.

2.3.5 A number of comments raised the wider context of PPF funding and
suggested that the levy estimate be discussed in as much detail as
the levy distribution. These submissions referred to our long-term
Funding Strategy and noted that the assumptions and targets driving
the strategy play a critical part in setting the levy quantum, which
could affect levy bills at least as much as the method for levy
distribution.*

increase the proportion of scheme-based levy to help cover a deficit would be taken at the same
time as all levy parameters were being reviewed.

1 The PPF published its Long-Term Funding Strategy in August 2010. It is available at:
http://www.pensionprotectionfund.org.uk/DocumentLibrary/Documents/PPF_Funding_Strategy Do

cument.pdf
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The role of the scheme-based levy

2.3.6

2.3.7

2.4

Those who commented generally supported the proposal to increase
the risk-based proportion of the levy and to allocate the cost of
cross-subsidy to the scheme-based levy. The greater transparency
and lower level of cross-subsidy was welcomed.

A few respondents nevertheless felt that the remaining elements of
cross-subsidy should be reviewed, and that any form of capping
should be extremely limited.

The Board’s response

A bottom-up approach

2.4.1

2.4.2

We intend to review continuously our progress towards our long-term
funding objective, and to publish an annual review of the Funding
Strategy. As an important source of funding, we will closely monitor
the levy’s role. We will set the levy parameters and associated levy
estimate in the context of the funding strategy and the Board’s view
of the long-term risks faced by PPF.

We believe that seeking to re-open the scaling factor and other
parameters only in limited circumstances will protect the PPF and
levy payers from the possibility that levies fall significantly within the
review period only to rise sharply afterwards, whilst allowing
adequate flexibility to react to changes in the risk environment.

The role of the scheme-based levy

2.4.3

2.5

The affordability of the levy is an ongoing concern, and we think that
caps should be retained. If there were no caps in effect, the schemes
that are least able to pay would be charged the most. Putting the
bulk of the burden of financing the PPF on the very weakest schemes
could bring about failures that could otherwise have been prevented,
without providing the resources we need.

The Board’s confirmed policy

A bottom-up approach

251

We confirm that we will introduce a bottom-up approach, with fixed
levy parameters for three years. It is intended that these will be
revised only if the levy estimate would otherwise:

e exceed the levy ceiling set by legislation; or
¢ vary from the previous year’s levy estimate by more than 25 per
cent in either direction; or,
e result in an estimate of the scheme-based levy that exceeds 20
per cent of the total expected levy.
16



2.5.2 This will improve the ability of schemes to plan for their levies, as
changes in an individual scheme’s levy will relate only to any changes
in its own risk characteristics.

The role of the scheme-based levy

2.5.3 We will set the scheme-based levy so that it provides levy payers
with a transparent indicator of the degree of cross-subsidy in the
levy. Initially it will cover the cost of capping only but following
subsequent funding reviews it may be appropriate to change the
scheme-based levy proportion to help cover a deficit that would
otherwise shift us materially away from our long-term funding
trajectory.

2.5.4 The levy parameters that will apply for three years from 2012/13,
such as the scaling factor, scheme-based multiplier and the level of
the cap, will be published with the draft determination for
consultation in autumn 2011.
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3.1

3.1.1

3.1.2

3.2

3.2.1

3.2.2

3.2.3

Funding and Investment Risk

Introduction

This chapter discusses how underfunding risk will be assessed in the
new levy framework. As noted earlier, a priority in our proposal was
to introduce greater stability in levies, and to help achieve this we
proposed that underfunding be adjusted to reduce volatility. To do
this, we proposed to apply a smoothed approach using the roll forward
mechanism, using five year averages of relevant indices and yields. A
number of comments were received on the objective and methodology
we outlined.

The consultation also set out how we intended to incorporate
investment risk in the funding calculation. As a new factor in the risk-
based levy, this attracted a large number of comments relating to both
the standard stresses, which we would apply on behalf of most
schemes, and the bespoke stress analysis that some schemes would
do themselves. These comments, and the development of our
proposals in response, are discussed below.

Summary of the proposals

A key feature that we proposed in October was to adjust the roll
forward process that we currently apply to the s179 valuations
submitted by schemes. Instead of bringing them to the common date
of 31 March by using the level of the relevant indices and yields as at
that single date, we would use the five-year daily average (arithmetic
mean). This would reduce the effect of temporary market movements
on funding valuations, which can play a large part in levy fluctuations.

We also proposed that our measure of funding would include an
allowance for investment risk. This was based on our assessment of
the improved accuracy this would bring to our measurement of funding
risk. We engaged external advisors, Redington, to develop options that
would be relatively simple and cost-effective to apply in a consistent
way across our universe of schemes.

We chose to measure investment risk by looking at the level of
scheme underfunding after applying stresses to the assets and
liabilities of the schemes. As detailed in the report by Redington that
we published with the consultation, this reflects an immediate one
standard deviation fall in funding (or asset value) calibrated over a one
year period. This roughly translates to a one in six probability that
scheme funding would be lower than estimated using our stresses.
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3.2.4 Redington followed a two stage method to develop stresses to apply to
the investment risk factors (i.e. equity, property, interest rate, credit
and inflation). Firstly, they estimated the undiversified stresses for
each risk factor to reflect its volatility. Then, they scaled down all
factor stresses uniformly to replicate the volatility of the funding level
for a majority of pension schemes in a sample of 5,728 pension
schemes. The stresses we proposed to apply allowed for
diversification benefits, albeit for an “average” investment strategy as
derived from finding the closest fit with actual asset allocations across
the PPF universe.

3.2.5 Two approaches with different requirements were outlined: a standard
approach and a bespoke approach. In both approaches, the PPF would
calculate stressed liabilities by applying, as appropriate, higher
inflation and lower interest rate scenarios to s179 valuations.

3.2.6 In order to minimise additional costs and reporting requirements, for
the vast majority of schemes the PPF would use information on asset
allocation that is currently reported as part of the annual scheme
return to calculate stressed assets. This “standard” approach applies
the stresses shown in table 6 to the rolled forward and smoothed value
of assets in order to produce a stressed asset value to use in the
underfunding component of the risk-based levy.

Table 6: Proposed asset stresses (October 2010 consultation)

Corporate Nominal Index- UK Overseas

. . . ) Property Cash  Other
bonds gilts linked bonds Equity Equity
-4.6% +9.8% +19.1% -21.7% -18.5% -7.1% 0% -21.7%

3.2.7 For schemes posing the largest risk to us, we proposed that they
should be required to complete additional analysis using a bespoke
approach. We suggested that schemes with protected liabilities of £1.5
billion or more (broadly the largest 100 schemes) should be subject to
this requirement. All other schemes, however, would have the option
to submit their results under the bespoke approach.

3.2.8 For the bespoke calculation, table 7 below shows the indicative risk
factor stresses we originally proposed that schemes apply to their
portfolio. We published, in the report by Redington, examples of how
these would be applied and expected to provide further guidance at a
later stage.

3.2.9 We proposed that schemes use their portfolio information as at their
latest annual accounts date to apply the risk factor stresses, and
report the effect on their assets on this basis. We would then apply
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this impact to the smoothed assets calculated from the latest s179
valuation.

Table 7: Proposed risk factor stresses (October 2010 consultation)

. Interest . UK Overseas
Credit Inflation . v . Property Cash
rates Equity Equity
+120 -66 +60 basis
! -21.7% -18.5% -7.1% 0%

basis points basis points  points

3.3 Summary of responses

Smoothing of Funding

3.3.1 Most submissions agreed with the principle of smoothing funding in
order to reduce volatility. The five-year period over which we proposed
to do so was supported as a reasonable approximation of the business
cycle.

3.3.2 There were some comments on the methodology by which we
proposed to calculate an average level of funding. While the benefit of
simplicity in the proposed approach was acknowledged, a few
respondents raised the prospect of a significant divergence between
actual values and smoothed values using the proposed roll forward
process, as it assumed that the asset allocation had been in place for
the past five years. It was also noted that the roll forward process did
not recognise active strategies. Although this limitation is present
currently, the new five-year time horizon could cause a greater
divergence between actual and smoothed values.

3.3.3 A few submissions suggested that this concern could be addressed by
taking the five-year average of asset valuations. It was suggested that
this would have the advantage of capturing a more precise measure of
dynamic portfolio values over this period.

3.3.4 Several submissions also suggested that the combination of smoothing
and stressing could result in a degree of “double-counting” of the same
risk, as the same market movements could feed into the derivation of
stresses and the roll forward. A couple of respondents suggested that
the reference period over which the smoothing values were drawn
should end in December so that schemes would be able to measure
their funding levels for risk reduction purposes before March.

Incorporation of investment risk

3.3.5 The inclusion of investment risk as a new risk factor was accepted by
most respondents as appropriate and an improvement to the

assessment of scheme risk, given the wide range of different
20




3.3.6

investment strategies that may be pursued. Most respondents also felt
that applying stresses was a reasonable method to measure this. A
few comments felt that adding investment risk as a factor created
undue complexity in the calculation.

We received a handful of submissions that our proposed approach had
the effect of disadvantaging schemes that might have a relatively high
equity allocation due to the long-term profile of their liabilities. In
addition, some respondents questioned the strength at which the
stresses had been set and whether one standard deviation was the
appropriate level of confidence.

Standard approach

3.3.7

3.3.8

3.3.9

Some of those who commented suggested that the asset breakdown
categories on Exchange be expanded so that more detailed investment
information could be used for the standard stresses. It was also
suggested that we should clarify the definitions of the asset categories
so that Exchange offered more guidance on how to complete these
fields accurately, particularly in the light of the increased importance
of this data in the levy.

A number of respondents questioned whether the table of asset
stresses we published reflected the degrees of correlation — positive
and negative — between asset classes. As portfolio decisions are often
influenced by diversification considerations, it was felt that there
should be recognition of these relationships.

Many submissions highlighted the wide range of commonly-held
investments that did not have specific asset stresses under the
standard approach and that would presumably be treated as
equivalent in risk to UK equity, i.e. as “other”. Some of the examples
mentioned were annuities, insurance funds, hedge funds and
commodities.

Bespoke approach

3.3.10

3.3.11

A number of respondents requested further detail on the calculations
that would be expected under the bespoke approach. This sentiment
was echoed in comments on the estimated costs of the additional
analysis, with many noting that more information on the expected
calculation would be needed.

There was widespread agreement with the £1.5 billion threshold at
which bespoke results would be mandatory, with respondents
accepting that this would broadly distinguish the largest funding risks
to us.
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3.4

The Board’s response

Smoothing of funding

3.4.1

3.4.2

We considered the proposal to use the average asset values rather
than our roll forward to smooth funding. While we accepted that this
could produce a smoothed value that is more directly related to
observed portfolio values for some schemes, we felt that moving away
from smoothing using the roll forward would introduce additional
complexity without any compelling advantages over using the most
recent valuation. We would need to compile historical information that
may not be directly comparable with the most recent valuation
information. For example, it would throw into question our proposal to
give full credit for risk reduction measures such as deficit reduction
contributions and contingent assets. It would also be difficult to
develop an equitable approach to transfers.

Stressing and smoothing have distinct objectives in the risk-based
levy. Smoothing uses historic market information as a relatively simple
way to introduce greater stability in the measurement of underfunding
risk. The process of stressing is forward-looking and looks at the
potential performance of a scheme’s investments over the next year.

Incorporation of investment risk

3.4.3

3.4.4

3.4.5

3.4.6

There is considerable diversity of investment strategies in place across
the PPF universe, reflecting the range of risk-return profiles adopted
by trustees and those to whom investment management has been
delegated. Trustees and their investment advisors are responsible for
assessing the nature of the scheme’s liabilities, and managing assets
appropriately. We do not seek to influence these decisions.

However, the financial products and strategies chosen do have
implications for the risk that a scheme poses to the PPF. By reflecting
the risk that particular assets will decline in value, we gain a more
accurate picture of funding risk.

In the current formula, we scale up liabilities (by 36 per cent in
2011/12) partly to reflect the potential funding volatility. This is a
simple and approximate approach that does not discriminate between
varying levels of investment risk and their impact on the volatility of
funding.

With the introduction of investment risk as a risk factor, the margin
applied to liabilities becomes specific to each scheme. For schemes
pursuing a very conservative investment strategy, it becomes
negligible or even non-existent. This new feature of the levy formula
refines the calculation of underfunding risk.
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3.4.7 As noted at 3.2.4, the methodology by which the stresses have been
calculated does reflect the impact of diversification; the average
observed correlations across asset classes over a three-year period
have been taken into account. We will update these to include five
years of data in the final stresses. This approach can under- or over-
state the impact of diversification for individual schemes if their
investments vary significantly from that of a typical portfolio.

3.4.8 The credit stress and inflation stress have been revised since our
October proposal to reflect our response to concerns that the original
stresses were overly influenced by the somewhat extreme market
conditions in early 2009, and that combining the interest rate and
inflation stresses led to a disproportionally large downward stress on
real rates when these were already very low.

Standard approach

3.4.9 As was acknowledged by some submissions, the balance between
simplicity and accuracy is a fine one. In considering comments, we felt
that it was important to minimise any disproportionately complex or
costly reporting and calculation requirements.

3.4.10 For example, while some schemes may find that adding more fields to
Exchange would allow for a better reflection of their own investment
risk, this would create an extra administrative burden for other
schemes.

3.4.11 We agree that it will be important to highlight the new implications of
the asset breakdown information and have been working with the
Pensions Regulator to develop Exchange help files to assist users in
appropriately categorising their assets.'? For example, we expect that
schemes should be able to obtain and report the underlying allocation
of insurance funds, i.e. typically fixed income and equity. Only the
remainder that cannot be allocated in this way should be entered as
insurance funds.

3.4.12 We considered and decided against calculating undiversified stresses
and then applying a correlation matrix to these results, on the grounds
of increased cost and complexity.

3.4.13 We have revised the table of asset stresses to be applied in the
standard approach (at 3.5.8 below) so that all categories available on
Exchange have a corresponding stress. We consider that the level of
granularity currently available in Exchange provides sufficient detail for

12 A draft of the proposed Exchange help file for asset breakdown information is attached to the
investment risk guidance on which we are consulting.
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an approximate assessment of investment risk, and identifies a
significant proportion of financial products that schemes are currently
invested in.

3.4.14 In considering the appropriate level of granularity, we looked at the
number of categories provided for by other organisations that have an
interest in measuring risk of different assets. For example, in the
proposed Solvency Il framework, the Standard Model approach
distinguishes only between global and other equities as growth
assets.'® This treats as equivalent in the “other” category classes such
as hedge funds, private equity and commodities, while all developed
market equity is categorised as “global”’. Such an approach forms the
basis for a full risk-based supervisory framework, compared to the
relatively limited role that our measurement of investment risk plays.

3.4.15 One category of investments that comprises a growing proportion of
total assets in our universe is liability-driven investment (LDI). These
strategies are designed to immunise scheme funding to changes in
interest rates and inflation and are typically implemented using a
mixture of derivative and fixed income products. These have
traditionally required specialist in-house investment resources and a
large up-front cash commitment. However, there are now pooled LDI
products that make it easier for schemes to access relatively
sophisticated strategies.

3.4.16 We considered in depth whether we should attempt to capture pooled
LDI funds as an asset class in Exchange and what additional
information would be necessary for the PPF to be able to apply an
appropriate stress to assets reported as such. At the simplest level, we
would need data on the overall notional exposure to LDI, which would
require specific fund manager input. Moreover, as no data on LDI is
currently captured on Exchange, we would initially not be able to
calibrate an asset stress on a basis comparable to those for the
existing stresses.

3.4.17 Allocations to LDI are often constructed with reference to an individual
scheme’s specific liability characteristics (e.g. maturity, exposure to
inflation). We believe that the risk reduction of these investments is
appropriately reported using the bespoke calculations. We will keep
this treatment of pooled LDI under review.

13 This is the approach set out by the Committee of European Insurance and Occupational Pensions
Supervisors in Consultation Paper 69.
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Bespoke approach

3.4.18 We are publishing for consultation a draft of the guidance for the
bespoke calculation of investment risk. In particular, we are interested
to hear views on the extent to which it fulfils the following roles:

e Whether it is accessible to trustees in understanding why, how to
and, if optional, whether to submit bespoke results; and

e Whether it contains the necessary formulae for trustees and
investment advisors to calculate a stressed asset value for
submission in the annual scheme return.

3.4.19 The covering statement to the draft guidance discusses details of the
bespoke calculations and lists further questions for consideration. We
encourage interested stakeholders to review these questions on the
guidance and provide their comments by 24 June.

3.5 The Board’s confirmed policy

Smoothing of Funding

3.5.1 As now, schemes will report their assets and s179 liabilities on the
Exchange system in their annual return; no additional information will
be required for the smoothing calculation. We will use five-year daily
averages of financial indices and yields to produce smoothed asset and
liability values through the roll forward methodology. This will limit the
degree of funding volatility so that sharp movements in financial
markets will have a lower impact on the measure of underfunding that
is used in the levy calculation.™

3.5.2 As now, we will give immediate credit in funding for deficit reduction
contributions and type B and C contingent assets that are
appropriately certified by the relevant deadlines. Deficit reduction
contributions and charges over cash (type B(i)) will be treated as cash,
without smoothing or stressing. Chapter 5 contains further details on
adjustments to contingent assets.

3.5.3  We will publish full details of the smoothing mechanism in the
Transformation Appendix to the determination, to be released with the
draft determination later this year. An example of this calculation is
available at annex D.

14 Assets will be smoothed by rolling forward the asset breakdowns using the five year daily
arithmetic mean of the relevant total return index. Liabilities will be rolled forward/back to the
midpoint of the 5 year averaging period in order to achieve consistent effective valuation timings
between assets and liabilities. An illustrative example of this calculation is available in annex D.
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Partial transfers

3.54

With the shift of the measurement period to immediately before the
levy year, it is more likely that valuations will reflect recent transfers
between schemes. Accordingly, we expect that there will be less need
for partial transfers to be certified. From 2012/13, there will be no
reporting process for partial transfers.

Investment risk

3.5.5

3.5.6

3.5.7

The investment risk of a scheme’s portfolio will be incorporated into
the risk-based levy to reflect the differences in risk to the PPF posed
by the investment strategies of eligible pension schemes.

We will update all the stresses below with additional years’ data to
incorporate the five years to March 2011. The final asset and risk
factor stress values will be published in the levy determination to be
released in late 2011.

We will calculate stressed liabilities for all schemes by applying the
following indicative stresses to the yields we currently use to calculate
s179 liabilities.

Table 8: Stresses on liabilities

Interest rates Inflation
-67bps +33bps
3.5.8 In the standard approach that we will apply on behalf of schemes, the

asset allocation submitted on Exchange will be used to assess the
effect of stress scenarios on a scheme’s portfolio. The indicative
stresses, to be updated as per 3.5.6 above, are displayed in table 9
below.

Table 9: Indicative asset stresses for standard approach®®

. Index-
Corporate Nor_nlnal linked UP_< Oversgas Property Cash edge Commodities Insuranltée Annuities Other
bonds gilts Equity Equity Funds Funds
bonds
+1% +9% +16% @ -22% -19% -7% 0% -9% -19% -22% +12% -22%
3.5.9 Schemes with s179 liabilities of £1.5 billion or more will be required to

carry out detailed analysis of their investments for submission into

15 Details of the Exchange categories and definitions are available in the help file that we are
publishing separately with the investment risk guidance

16 while insurance funds are identified as a separate asset class in Exchange, we expect schemes to
allocate these assets according to the asset class breakdown that should be available from
providers, i.e. typically a combination of equity and fixed income. Only the remaining unallocated
assets should be entered as insurance funds.
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Exchange. Other schemes may elect to undertake this additional
calculation to include in their scheme return information.

3.5.10 There are two stages in the bespoke calculation. The first stage applies
a fuller list of stresses to assets; these capture 20 subclasses,
recognising more details of investments than those reported in
Exchange, e.g. different durations of fixed income products. The
second stage applies to schemes with investments in derivatives either
directly or through a pooled LDI fund. Such schemes will then be able
to reflect the risk-reducing qualities of these investments in the
bespoke stress.’

3.5.11 The standard and bespoke stresses provide broadly consistent results
for schemes that do not have derivative strategies. We expect that the
bespoke approach will be of benefit, in terms of reduced levy, primarily
for schemes which have implemented risk-reducing derivative
strategies. We advise such schemes to consider the impact of their
investment strategy on the levy in deciding whether the bespoke
approach is appropriate for their circumstances.

3.5.12 As noted above, alongside this Policy Statement we are publishing for
consultation the draft guidance for carrying out bespoke analysis of
investment risk. This provides the formulae for the required
calculations and a number of detailed examples. Interested
stakeholders are invited to submit any comments by 24 June. A
revised version will then be published alongside the draft
determination in the autumn.

17 See the draft guidance for details on the bespoke stresses.
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4. Insolvency Risk

4.1 Introduction

4.1.1 This chapter sets out the PPF’s proposals for the measurement of
insolvency risk in the new levy framework, summarises responses
received which focused most strongly on our proposal in relation to the
banding of Failure Scores into fewer bands, and indicates where
changes to the proposal have been made. The main changes relate to
the design of the bands, the method for placing employers into bands,
and the account taken of scheme structure from 2012/13.

4.2 Summary of the proposals

4.2.1 The approach to measuring insolvency risk proposed in our
consultation was to replace the current table of insolvency
probabilities, based on D&B Failure Scores of 1 to 100, with six bands.
The indicative rates proposed were:

Table 10: Indicative levy rates

PPF Band 1 2 3 4 5 6%
D&B Failure 100-97 96-90 89-69 68-42 41-6 5-1
Score

Levy Rate 0.20% 0.50% 1.10% 1.60% 4.00% 4.00%

* Capped rate

4.2.2 The new levy rates included a risk margin to reflect the need to
provide for worse than expected outcomes and were consequently
more in line with what financial market participants would charge to
cover insolvency risk. To derive these, we estimated our theoretical
cost of capital and used the standardised risk weights for senior
unsecured corporate debt from the Basel 2 framework. The range of
rates (from highest to lowest) would be significantly narrower than the
current table of insolvency probabilities. Incidentally, these rates
would also be closer to the PPF’s actual claims experience, albeit
limited, over the past five years.

4.2.3 The measurement of insolvency probability would be smoothed, by
taking account of the circumstances of scheme sponsors over the year
leading up to the start of the levy year, rather than using a 31 March
figure in isolation.

4.2.4 To do this, we proposed that D&B place employers into bands on a
monthly basis and then average the band at the end of the year. For
multi-employer schemes a weighted average would be calculated, as

now, and then we would re-band multi-employer schemes at the end
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4.2.5

4.3

4.3.1

4.3.2

4.3.3

4.3.4

4.3.5

of the process. The result would have been to assess the insolvency
risk of all schemes as being one of five possible values.

Recognising that for some schemes minor changes in their underlying
risk could push them down to the next band and result in a significant
increase in levy, the possibility of transitional relief was floated, if
stakeholders clearly favoured such an approach. The cost of this relief
would be recovered either through a higher scaling factor or a higher
scheme-based levy.

Summary of responses

The aspect of our proposals on insolvency risk that drew by far the
most comment was the change from using a 1-100 Failure Score scale
to banding into a small number of bands. In a minority of cases the
evidence we used to support our proposal was questioned, but most
frequently responses focused on the extent of change from the current
system, the relative impact on those with the strongest Failure Scores,
and in particular the large changes in levy rate between successive
bands (or “cliff-edges”) that may result.

A number of responses suggested that we should have more bands —
generally without specifying a number or design — though there was
often explicit recognition that the existing highly granular system was
difficult to justify objectively. A ty