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Introduction

Welcome to the February 2015 edition of our Trustee Quarterly Review. This edition covers what has
beenaspectacularly busy periodin pensions law with important forthcoming changes to rules about
chargesand governance in money purchase schemes and about transfer rights,and important decisions
from the Pensions Ombudsman and the Courts, in addition to all the detail of the new flexibilities in
relation to DC benefits outlined in the 2014 Budget.

Trustees of schemes offering only defined benefits could be affected by the developments discussed in
sections Aand C, while trustees of schemes offering money purchase benefits (including money
purchase AVCs) could be affected by the developments discussed in sections Band C. Trustees of
schemes offering cash balance benefits and schemes which have both DBand money purchase sections
could well be affected by the developments discussed in all three sections!

Please note that some of the legislation discussed here is still going through the Parliamentary process
and therefore may not be in completely final form. However, most of it is expected to come into force in
April 2015 and the near final legislation is therefore the best guide to what schemes will have to work with.

The Trustee Quarterly Review is published by the Mayer Brown Pensions Group each quarter,and looks
atselected legal developmentsinthe pensions industry over the previous quarter that we believe are of
particularinterest to trustees of occupational pension schemes. Each article summarises the relevant
developmentand providesashort commentary onits likely implications for trustees. The Review also
includes details of upcoming Pensions Group events at Mayer Brown, and a timeline of important dates
and expected future developments.

Please speak to your usual contact in the Pensions Group if you have any questions on any of the issuesin
this edition of the Review

{}

P o
=
.\ |

. . 4

Jonathan Moody lan Wright
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Section A - defined benefit schemes
PPF levy deadlines: don’t forget them!

The relevant deadlines for submitting information and documents for the purposes of the 2015/16 Pension Protection Fund levy
aresetout below. Thereare various submission requirementsincludinganumber that are “new” for the 2015/16 levy year. Details
of the new requirements flagged below can be found in the November 2014 edition of our Trustee Quarterly Review.

31 MARCH 2015 (5PM)

e submission of scheme return data (including any new s179 valuations)

e submission of contingentasset certificates (and of any accompanying hard copy documents)
e submission of asset-backed contributionarrangement certificates - NEW REQUIREMENT

e submission of mortgage exclusion certificates and supporting evidence - NEW REQUIREMENT

30 APRIL 2015 (5PM)

e submission of deficit reduction contribution certificates

29 MAY 2015

e submission of confirmation that scheme has legal advice that itisalast man standingscheme - NEW REQUIREMENT

30 JUNE 2015 (5PM)

e submission of full block transfer certificates
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Annual allowance regime: corrective

changes

While numerous changes to tax rules are being made to cover
the Budget flexibilities for money purchase benefits
announced last year, the annual allowance regime is also
being changed in relation to defined benefits, mainly to
correct some problems that have emerged since 2011. The
most important change clarifies the treatment of
underfunded transfers made ona“mirror image” basis, i.e.
where benefits are the same before and after the transfer.

Underfunded transfers

OnatransferintoaDB or cash balance scheme, the current law
would seem to let the receiving scheme award a
disproportionately large transfer credit that does not count
towards the annual allowance. HMRC does not accept this
reading of the law. Onitsreading,ifamember receivesa
transfer creditin the receivingscheme whichis bigger than the
transfer paymentjustifies, the excess isan augmentation which
counts towards theannual allowance. HMRC’s reading could
have serious implications for normal pension scheme mergers
where transferringmembers are promised “mirror image”
benefits,i.e.the same past service benefitsin the new scheme
astheyhadinthe old scheme. If the transferringschemeis
underfunded, the mirrorimage benefits for the transferring
memberswould be more valuable than the assets that the
transferring scheme paid across. Asaresult,on HMRC’s view
of the currentlaw, there could be an annual allowance charge
even though no-one hasaccrued any new benefits. Many
scheme mergers have been cautiously put on hold waiting for
clarification.

Thelegislationis being corrected to ensure that underfunded
blocktransfers will not count towards the annual allowance
provided that the receiving scheme promises mirror image
benefits, or benefits thatare “virtually the same” asinthe
transferringscheme. Although this correctionto the
legislation was only enacted from 29 January 2015, it willapply
toallblocktransfers from 6 April 2011 onwards.

But this exemption for “mirrorimage” transfersapplies only on
blocktransfers,i.e.whereagroup of membersare being
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transferredinasingle exercise. It does notapply to individual
transfers. The rulesaboutindividual transfers will be clarified
inthe opposite direction, though only for the future, so that
the transfer creditawarded to atransferringmember will
count towardsthe member’sannual allowance where it
exceeds what the transfer value alonejustifies. In other words,
forindividual transfers, there is no exemption just because the
benefitsawarded are the same as the member had before the
transfer.

Augmentations to pre-A Day deferred
pensions

Currenttaxlegislation also has an unintended impact on
individuals who became deferred members before 6 April
2006 and who later receive a benefitaugmentation, or who
rejointhe schemeandaccrue additional pension. Asthe
legislation stands, the total value of the member’s accrued
“pot” could count towards his or herannual allowanceinthe
year of augmentation or rejoining, not just the increase in the
value of the member’s potin that year.

Thiserrorisalso being corrected with effect from 6 April 2011
toensurethat only theincreasein the value of the member’s
“pot”inany year counts towards the member’sannual

allowance.

Statutory increases to deferred pensions

Another correction will bring the law into line with HMRC’s
practice of treating most forms of statutory increasetoa
deferred member’s pension as invisible for annual allowance
purposes. This change willapply to statutory revaluation of
GMPs, statutory revaluation of non-GMP pensions, statutory
increases to postponed GMPs and increases required by the
“anti-franking” legislation. It too applies retrospectively to
coverincreasesin pensioninput periods ending on or after 6
April2011. However, this series of corrections will not extend
this treatment to late retirement uplifts applied to deferred
pensions which are first drawn after ascheme’s normal
pension age.



Annual allowance impact of the DC
flexibilities

Amember’sannualallowancein DBarrangementsis not
changedjust because he or she “flexibly accesses” money
purchase or cash balance benefits (i.e. takes an uncrystallised
funds pension lump sum or accesses funds designated for
drawdown). However, thereisanimpactifamember flexibly
accesses benefits and subsequently has money purchase or
cash balance pension savings for agiven tax year that exceed
£10,000. The detailis complex. Broadly, though, in that
situation the member’s annual allowance for DB pension
savings for that tax yearis reduced by theamount of the
member’s money purchase/cash balance savings for the same
taxyear.

Members who flexibly access money purchase or cash balance
benefits will be required to notify the administrators of all
other registered pension schemes which theyjoinin future or
of which they are already active members.

Comment

Employersand trustees planning underfunded transfers or
scheme mergers where the transferringschemeis
underfunded, for example as part of an exercise to consolidate
several legacy schemes, will be relieved that these
amendments are finally being made, and that they have
confirmation that the transfer should not trigger an accrual for
annual allowance purposes for the transferring members.

We will shortly be sending out a publication which summarises
the annual allowance changes and their implications for
schemes in more detail.

Jonathan Moody
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Section B — money purchase schemes

DC governance and charges: new statutory
requirements from April 2015

Legislation has been laid before Parliament thatimposes
minimum governance standards and charging restrictions on
occupational pension schemes that provide money purchase
benefits. The new requirements will largely come into force on
6 April 2015.

Actionis needed before 6 April 2015 to ensure that
contributions are not paid to “default arrangements” which
have charges that exceed the new charges cap. “Default
arrangements” include the default fund that new joiners go
intoif they do not expressly choose otherwise, but the
definitionisawide one,and the cap may apply to other
investment options too.

The changes described in this section apply to pure money
purchase schemes,and to schemes that have a money
purchase section. However, they do notapply to aschemejust
because it provides AVCs ona money purchase basis.

Chargingrestrictions

There willbea cap on charges in “default arrangements” that
receive new contributions on or after 6 April 2015in schemes
thatare “qualifying schemes” for automatic enrolment
purposes (i.e.schemesthatan employer is usingin order to
meetitsautomatic enrolment duties for any of its employees).
Trustees do not have any power to make a provider reduce its
charges. The trustees’duty is to ensure that investment
options where charges exceed the cap are not used as default
arrangements on or after that date.

Forthese purposes,a “defaultarrangement”includes:

() traditional default arrangements, i.e. funds to which
contributions are paid automatically unless the member
expressly chooses a different investment option;

(b) evenwhere members have chosenafund,any fundto which
80% of active members are contributing on 6 April 2015 or to
which 80% of active members are contributing at any time
after 6 April 2015;and
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(c) apparentlyalsoanyinvestment option thatamember has
been switched (or “mapped”) into without his or her express
request, followingafund review where a previously chosen
optionwas replaced - but only if the replacement fund
acceptsanew contribution on or after 6 April 2015 for a
member who has notactively choseniit.

Where ascheme offers “white-labelled” investment options, in
other words where members choose the generic type of fund
they want their contributions to be invested in, but others can
decide from time to time which particular fundis used behind
that “wrapper”, these too may be caught by (c) above.
Whether they are caught willdepend onthe way that the
investment optionis structured.

If an investment option becomes a default arrangement, the
cap willapply to pre-and post-April 2015 fundsin it that relate
toactive members whose contributions go into it after 5 April
2015. Thatis the case evenif they have chosenit-oncean
option becomes a default arrangement, it remains a default
arrangementindefinitely. Onaliteral reading of the legislation,
the charges cap may also apply to other scheme members’
fundsinvested in that option.

Where the cap applies, the only permitted charge structures
are:

e anannual charge equal toat most 0.75% of funds under
management;

e acombination ofa percentage charge plusa percentage of
the value of new contributions; or

e acombinationofapercentage charge plusaflat fee.

(Thelegislation sets out detailed rules on the maximum level
for combination fee structures.)

The cap applies to annual management costs, but not to
transaction costs. Charge structures can only be changedat
theend ofa12month “chargesyear”.

Other chargingrestrictions in qualifying schemes will take
effectfrom 6 April2016. Theseinclude a ban onactive member
discountsinall fundsin money purchase qualifying schemes.



Minimum governance standards

Allregistered pension schemes that provide money purchase
benefits (unless exempt, e.g. alife cover-only scheme) will be
required to appointa chair of trustees if they do not already
have one.

The chair will have to signan annual chair’s statement that will
form part ofascheme’sannual report forany scheme year
endingon orafter 6 April 2015. It mustinclude,among other
things:

e astatementthat defaultfundsare designedin members’
interests;

e areportoncostsand charges;
e areportonanyreview of the default fund;and

e astatementthatthetrustees have satisfied themselves
that core financial transactions, including the attribution of
contributions to the relevant funds, have been processed
promptly andaccurately.

Schemes will have three months from the later of 6 April 2015
and the date on which the scheme s established to appointa
chair. Thescheme’sannual report, including the chair’s
statement, must be published within seven months of the end
of the scheme year towhich it relates. The first chair’s
statement need only cover the period from 6 April 2015to the
end of the scheme year.

Similar minimum governance standards and charging
restrictions willalso be imposed from 6 April 2015 for
workplace personal pension schemes.

Comment

We advise trustees of money purchase qualifying schemes to
checkurgently whetherany of theirinvestment optionsare
potential “default arrangements”and if they are, whether the
chargesinthosearrangements breach the charges cap. If they
do,andthe trustees cannot get them reduced to below the cap,
from 6 April 2015 they should divert contributions for
members who have not expressly chosen that optiontoa
different option whose charges are below the cap. If scheme
rules do not permit such diversion, they willneed to be
amended.

Trustees willalso need to putarrangementsin place for the
preparation of the chair’s statement and to enable the chair to
signit off. Trustees may want to take professional advicein
relation to the various confirmations they will be required to
make.

The new governance requirements overlap to an extent with
the provisions of the Pensions Regulator’s code of practice on
the governance and administration of trust-based DC schemes.
The Regulator has said that it will review the code in light of the
2014 Budget reforms and the new statutory requirements on
DCgovernanceand charges.

We will shortly be sending out a publication which summarises
the DC charging and governance reforms and their implications
for schemes in more detail.

Beth Brown

MAYER BROWN | 5



April 2015 reforms: tax legislation for DC

flexibilities finalised

The Taxation of Pensions Act 2014 (the “Act”) will take effect
from 6 April 2015. It willimplement the taxaspects of the
changes announced in the 2014 Budget under which members
with DC benefits (meaning money purchase or cash balance
rights) will be able to draw down all their benefits as cash from
agessifthetrustees decide to allow this.

The Act’s provisions remain broadly the same as when it was
laid before Parliament as a Bill (see the November 2014 edition
of our Trustee Quarterly Review). Under it, trustees will have a
statutory power, but no statutory obligation, to offeranumber
of new optionsin relation to DC benefitsat retirement,
including:

e Flexi-access drawdown -thisis where members designate
their DC benefits as flexi-access drawdown funds and can
then make as many uncapped withdrawals as they wish
(and the schemeallows) from those funds. (The member
canstill later use those funds to buy anannuity.)

e Uncrystallised funds pension lump sums -thesearea
cash lump sum comprisingall or part of amember’s
uncrystallised DC benefits. 25% of this sum s tax-free
andthe remainder is taxed at the member’s marginal
rate. Thereisnolimit (unless the schemeimposes one)
onthe number of such lump sums which can be paid to
amember provided that they are paid fromamember’s
uncrystallised DC benefits.

e Tax-free pension commencementlump sumswherea
member designates funds as available for flexi-access

drawdown.

The statutory power under the Act for trustees to offer the
flexibilities does not depend on employer consent. Nor does it
include any express power for the trustees to recharge any
additionaladministration costs to the member.

However, separate legislation will give trustees a statutory
power toamend their schemerules to provide the new
flexibilities onabasis which does allow them to passon a
charge tothe member. This separate amendment power will
be exercisable only with employer consent.
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Trustees will still be able to offer annuitisation (some of the
currentrestrictions onannuities, e.g. that they may not
decrease once in payment, will be removed), standard pension
commencement lump sums and small pot (“de minimis™)
commutation payments of up to £10,000 if their schemerules
provide for them. However, trustees will no longer be able to
pay trivial commutation lump sums from small DC pots (i.e.
where the member’s savings across all registered schemes are
valued at under £30,000). (Trivial commutation of DB
benefits will still be possible.)

Ifamemberaccessesadrawdown fund or takesan
uncrystallised funds pension lump sum, he or she will be
subject toanew £10,000 annual allowance for DC savings only.
Thiswillapply to DC savings across all registered schemes that
amember belongsto. Arange of new information provision
obligations willapply to scheme administrators in connection
withthe newannual allowance.

Arange of new disclosure obligations willalso be imposed on
schemesin connection with the new DC flexibilities. In
particular,the Government hasannounced that the “second
line of defence” protection to be introduced for contract-
based schemes through the Financial Conduct Authority rules
will be extended to cover trust-based schemes. It has said that
the DWP and the Pensions Regulator are working together on
how thisisto beachieved, butasyet no details are available
eventhough theintentionis for thistoapply from April 2015.

Changesarealso being made to the tax treatment of unused
drawdown fundsand uncrystallised DC benefitsona
member’s death, including changes to make it easier for
members to nominate the individuals to whom they wish such
fundsto be paid. Inaddition, the tax charge payable on
“serious ill-health lump sums” paid after age 75to members
who have less than 12 months to live is being reduced.

The changes apply to money purchase AVCs,and other DC
pots heldin DBschemes, notjust to benefits heldin pure
money purchase or cash balance schemes.


http://www.mayerbrown.com/files/Publication/b749ac3e-27a1-4a2a-b811-0632654ec05c/Presentation/PublicationAttachment/c6fb9d3d-482a-4982-81aa-98b695101f1f/Quarterly_Review_Nov14.pdf

Comment

DC schemes will need to consider the extent to which they wish
to offer the new flexibilities to members. Whether or not
schemesintend to offer the new flexibilities, they will need to
start planning well ahead of April 2015 what changes they will
need to make to scheme processesand administrationin light
of the reforms - for example to reflect the new money
purchase annual allowance information provision
requirements.

Schemes should also consider what member communications
they should make in connection with the reforms. Evenif they
donot planto change the retirement options available under
the scheme, it may be sensible to let members know thisso as
to manage their expectations given the level of press coverage
of the new freedoms beingintroduced.

We will shortly be sending out a publication which summarises
the April 2015 DC reforms and their implications for schemesin
more detail.

lan Wright
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Section C - all schemes

April 2015 reforms: changes to transfer

rights

Members’statutory rights to transfer their benefits from
one pensionarrangement to another will be changing from 6
April2015. These changes are set out in the Pension
Schemes Bill 2014/15 (the “Bill”).

Three benefit categories of benefit

The Bill defines three categories of benefit:

e moneypurchase benefits;

e flexible benefitsthatare not money purchase benefits
(i.e.cash balance benefitsand other benefits calculated
by reference toa“pot”available to provide benefits fora

member);and

e defined benefits (i.e. benefits which are not flexible
benefits).

Expiry of statutory transfer right

Currently,a deferred member of any occupational pension
scheme has astatutory right to take a cash equivalent transfer
of theiraccrued benefits to another occupational pension
scheme orapersonal pension scheme. In most cases, the
member must apply foratransfer atleast one year before
reaching normal pension age. The transfer request must
usually apply to all of amember’s benefits under the scheme
(otherthan contracted-out rights if the receiving scheme will
notaccept them).

From 6 April 2015, this age limit for exercising a statutory
transfer right will only apply to transfers of defined benefits.

Members wishing to transfer benefits in the money purchase
category,orinthe “otherflexible benefits” category, will have
astatutory right to do so until benefitsin the relevant category
first “crystallise”. This willhappenwhenamember startsto
draw a pension, designates funds for drawdown, or buysan
annuity froma personal pension scheme.
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Trustees of DB schemes can nevertheless continue to allow
members to take a (non-statutory) transfer of their cash
equivalent up to (or beyond) normal pension age if their
scheme rulesallow.

Partial transfers

Ifamember has more than one category of benefits undera
pension scheme, they will have separate statutory transfer
rightsinrelation to the benefitsin each category. Schemes will
not be able to make a transfer of one category conditional on
the transfer of another. So, for example,amember wishing to
transfer their AVC account cannot be forced to transfer their
defined benefitsas well.

However, members will not have any new right to take partial
transfers of their benefits withinasingle category, e.g. to
transfer some of their money purchase benefits toanew
scheme while leaving others behind. (The only exception is
where the member hasa GMP and/or post-1997 contracted-
outrights,and is transferring to a scheme which will not accept
them.) Schemes can nevertheless allow membersto takea
partial transfer froma category.

Independent advice requirement

Whereamember has defined benefitsina pension scheme,
thetrustees must check that the member has received
“appropriateindependent advice” fromanauthorised
independent financial adviser (“lFA”) before:

e convertingany of the benefits into flexible benefits within
the scheme;

e makingatransfertoanotherscheme under which the
member would acquire flexible benefits; or

e payinganuncrystallised funds pensionlump suminlieu of
those benefits.

The same requirement appliesinrespect of asurvivor of the
member, who is entitled to benefits from the scheme.



This requirement will not apply to benefits valued at less than
£30,000.

Trustees will be required to ensure that the member has
provided them with asigned confirmation fromthe IFA,and to
checkthatthe IFAisauthorised by the Financial Conduct
Authority. Trustees will not have to check the substance of the
advice that the member has received.

Failureto carry outacheck may lead to a penalty being
imposed onthetrustees, butit would notinvalidate the
transfer. If trustees have not beenable to carry outacheck due
to factors outside their control, or their check did not confirm
that the member had received appropriate independent
advice, then the usual sixmonth time limit for making the
transfer does notapply.

The Billalso envisages that an employer will be required to
arrange or pay foramember or survivor to receive appropriate
independent advicein certain circumstances suchasforan
employer-led transfer or conversion exercise. Regulations will
setout these circumstances. The member will not be taxed on
the value of any advice paid for by the employer under these
provisions.

Comment

The Billis not yet in final form and there may therefore be
further adjustments to the new transfer rules and advice
requirements. However, trustees should start considering
what changes they will need or may wish to make to their
scheme rules,administration processes and member
communications. The Regulator is currently consultingon
draft guidance to help trustees of DB schemes manage transfer
requestsand theirimpact on the scheme.

We will shortly be sending out a publication which summarises
the transfer reforms and their implications for schemes in
more detail.

Beverly Cox
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Pensions liberation: Ombudsman

determinations

The Pensions Ombudsman has published three
determinations dealing with complaints relating to pensions
liberation. The complaints were about transfer requests
which the schemesin question had refused to pay. The
Ombudsman rejected the members’ complaints on the
grounds thatinall three cases, the members did not have a
statutory transfer right. The onusis on schemes to establish
whether atransfer right exists. If it does, the Ombudsman
noted that suspicion that the receivingschemeisaliberation
vehicle will not be sufficient grounds to refuse to pay.

Background

As of late October 2014, the Ombudsman had received over
140 complaints relating to pensions liberation. AlImost 90% of
those complaints were from members whose scheme had
refused atransfer request because the scheme believed that
its purpose was pension liberation (known as “blocked
transfers”).

Adeferred member of an occupational or personal pension
scheme generally has astatutory right to transfer the cash
equivalent of his or her pension benefits toanother
occupational or personal pension scheme. Currently, this right
generally lapses once the member gets to withinayear of
normal pension age, but please see the article on page 8 for
some forthcoming changes to these rules. Schemes have six
months following receipt of a statutory transfer request to
make the transfer payment. Failure to comply with astatutory
transfer request or delaying the making of astatutory transfer
payment beyond the sixmonth deadline without reasonable
excuse can resultin civil penalties for the scheme trustees/
provider.

Some schemes willalso have arule giving deferred membersa
non-statutory right to transfer their benefits, though often
only with trustee consent. The extent of this right will depend
onthe wording of therule.
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The Ombudsman’s decision

Allthree complaints related to blocked transfers from personal
pensionschemes. Allthree receiving schemes were registered
pension schemesand, in their governing documentation,

purported to be occupational pension schemes.

Intwo of the cases, the Ombudsman decided that the
members did not have astatutory transfer right as the
receiving schemes were not occupational pension schemes. In
orderto bean occupational pension scheme,a pension
scheme must be established “for the purpose of providing
benefitsto, orin respect of, people with servicein
employments of adescription”. The Ombudsman considered
that this provision meant that it must be possible to identify “a
closed list of classes of employment to which the scheme
relates”. Inthese two cases, the Ombudsman said that the
provisions governing membership of the scheme were either
too wide or too unclear to meet that requirement, that the
schemes were not therefore occupational pension schemes,
andthat the members had noright to transferintothemasa
result.

Inthe third case,the Ombudsman decided that the receiving
scheme was an occupational pension scheme. However, he
went onto say that, nonetheless, the member had no statutory
right to transfer into it because the transfer payment would
not be used to secure “transfer credits” in the receiving
scheme. Thiswas because transfer credits are defined as
rightsallowed to an “earner” under thereceivingscheme. The
Ombudsman decided that, although the legislation does not
expressly say so,the member’s status asan earner must bein
relationtoan employerinthereceivingscheme. The member
inthethird case was not employed by one of the receiving
scheme’s employersand therefore was notan earner for the
purposes of acquiring transfer credits.

However, inthe third case, the scheme had discretion to make
anon-statutory transfer and the Ombudsman decided that the
scheme provider had not considered the existence of that
discretion before rejecting the transfer request. The
Ombudsman therefore directed the provider to reconsider the
member’s transfer request on these grounds.



Comment

The Ombudsman’s carefulanalysis of the tests for whethera
schemeisan occupational pension scheme,and whether
transfer credits will be provided, will be helpful to trustees
considering transfer requests that raise pensions liberation
concerns. However, the decisions underline the fact that
trustees do need to analyse whether or nota member making
atransfer requesttoasuspected liberation vehicle hasa
transfer right or not, rather than just rejecting the request on
the grounds that they suspect the receivingschemeis a
liberation vehicle. They shouldalso ensure that they consider
whether the member hasanon-statutory transfer right.

Anna Rogers
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High Court guidance on trustee duties and
whether a scheme is “open” or “frozen”

In Merchant Navy Ratings Pension Fund Trustees Ltd v Stena
Line Ltdand others', the High Court has given important
guidance on what the well-known phrase “acting in the best
interests of the beneficiaries” meansin the context of
pension scheme trustee duties,and whetherascheme
which has closed to accrual, but which provides enhanced
revaluation for deferred membersis “open” or “frozen”
underthe employer debt legislation. Mayer Brownacted for
the trustee of the Fund.

Actingin the best interests of the
beneficiaries

Afteradetailed analysis of the relevant trust law principles, the
judge held that “actinginthe bestinterests of the
beneficiaries” should not be regarded asa standalone trustee
duty, but must instead be considered in the context of the
purpose of the scheme and the benefits it has been established
to provide.

The purpose of a pension scheme is to pay members the
benefits due under the schemerules. Aslongasthe primary
purpose of securing those benefitsis furthered and the
employer covenant is sufficient to fulfil that purpose, itis
reasonable for trustees to take into account the employers’
interests when exercising their powers. It was therefore
legitimate in this case for the trustee of anindustry-wide
scheme to take into account the relative burdens placed upon
employers when deciding on the design of a new deficit
contribution regime.

“Open” or “frozen”

Whether or notaschemeis open or frozen under the employer
debt legislation depends on whetheraccrual of benefitsin the
schemeis continuing. The judge decided thatas theaccrual of
years of pensionable service had ceased, the Fund was

1. [2015] EWHC 448 (Ch)
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therefore frozen, even though certain members continued to
benefit from enhanced revaluation. This may also have
implications for schemes which have ceased accrual of
pensionable service, but where existing pensionable service
remains linked to final pensionable salary.

Comment

Thisisavery helpfuljudgment for trusteesand will reassure
trustees thatif they exercise their powers for the purpose of
their schemes (whichis essentially to provide members with
their promised benefits) and follow an appropriate decision-
making process, their decisions will not be second-guessed by
aCourt. Also, itis entirely appropriate for them to consider
their sponsoring employers’interests, should they decide that
thisistheright thingto do.

Therulingonwhether the Fundis open or frozenisalso of
importance to the wider pensionsindustry. Although the
judge was deciding the questioninthe context ofarule
providing enhanced revaluation for members who remainedin
“seagoing employment”, the way in which she determined the
question would apply equally to schemes which have closed to
accrual butretained afinal salary link. Essentially, the question
of whetheraschemeis open orfrozen comes down to whether
members are accruingadditional years of pensionable service.
Ifthey are not, thenthe schemeis frozenirrespective of any
additional benefits that members may enjoy by virtue of still
beingemployed.

Philippa James



Overpayments: change of position defence

and limitation periods

The High Court has held that whereamember was aware
that he might be receivingan overpaymentand could have
made asimple enquiry to confirm whether or not this was
the case, he could not defeat a later attempt to recover the
overpayment by saying that he had changed his position on
the assumption that he was entitled to the money.

Background

Where a pension overpayment is discovered, trustees’ primary
obligationsare (2) to reduce the pension to the correct level
forthe futureand (b) to take appropriate steps to recover the
overpayments made. Defences may be available toamember
facingaclaim for recovery of overpayments. These include
that the member has so changed his or her position that it
would be inequitable to require him or herto repay the
overpayments.

Inaddition, under the Limitation Act 1980, the usual time limit
forrecovery of an overpayment is six years from the date of
the overpayment. However, the start of this period s
postponed until the overpayment is discovered or could have
been discovered with reasonable diligence.

The Teachers Pension Scheme (the “Scheme”) has certain
features that would not be commonin private sector schemes.
In particular, whereamember draws a pension fromthe
Schemeand later re-enters pensionable service, that pension
will be reduced (or “abated”) broadly so that the member’s
pensionand salary do not together exceed the member’s
salaryin his or her last employment (adjusted for inflation).

The facts

Mr W was amember of the Scheme. He took early retirement
in April1997 aged 50 but he later returned to workin
September 2001, retiringagain in August 2010. In May 2001, he
contacted the scheme administrator, Teachers Pensions
(“TP”),to ask how becoming re-employed would affect his

pension. He was sent a leaflet which referred to the abatement
rulesand toarequirement to submita “certificate of
re-employment”to TP. The coveringletter stated that he
should contact TP if his circumstances changed during a tax
year and that, if his employment continued into the next tax
year, he should contact TP and anew certificate of
re-employment would be issued.

Mr W completed the certificate of re-employment and
returneditto TPin September2001. TP later sent himaletter
dated October 2001, informing him of his annual earnings limit
forthatyear (pointing out that it would be reduced when he
reached 55),and instructing him that he should completea
certificate of re-employment if his circumstances changed
(including by reaching 55), to avoid an overpayment which he
would be required to repay. Mr W did not submitany further
certificates of re-employment.

In November 2009, TP wrote to Mr W to say that he had
exceeded his earnings limitin each taxyear from 2002/03to
2008/09 and that his pension should therefore have been
reduced. The overpayments sought totalled just over
£36,000.

The complaint to the Pensions Ombudsman

Mr W complained to the Ombudsman’s office on the basis that
he had done his best to follow the rules and had believed that
he only needed to submit a certificate of re-employment at the
start of hisre-employment. Healso argued that he had
changed his position in reliance on the overpayments and that
therecovery claim was time-barred under the Limitation Act
1980 because TP could with reasonable diligence have
discovered the overpayment earlier than it did.

The Deputy Pensions Ombudsman (the “DPO”) rejected his
complaint. She decided that:

e MrWwastoldthat he wasrequired to completea
certificate of re-employment each tax year and he knew
(but chosetoignore) that he would need to do sowhen
reachingss.
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e Theinformation provided by TP was not misleading, but
if there wasany uncertainty it was for Mr W to check the
position with TP rather than assume that there was no
requirement for him to provide further information - he
hadinstead “turnedablind eye”and could not rely onthe
change of position defence.

e TPhadactedreasonablyandcould not have discovered the
overpayment earlier thanitdid. The recovery claim was
nottherefore time-barred.

Mr W appealedto the High Court.

The High Court’s decision

Thejudge decided that the DPO was entitled to conclude that
Mr W must have been aware that there was a possibility of an
overpayment. It was not necessary to show that Mr W actually
knewthere wasan overpayment, but it was sufficient that the
DPO had found that he knew that there was a possibility of an
overpaymentand did nothingabout itin the hope that it would
go unnoticed.

The October 2001 letter from TP referred to the need for Mr W
to completeafurther certificate of re-employment if he
reached age 55inthat tax year. Although Mr W stated that he
received this letter after his 55" birthday in February 2002 and
did not thinkthe requirement to complete the further
certificate applied to him, the judge said that he should still
have contacted TP to query why the reference to age 55 was
important.

Onthe basis that Mr W must have been aware that there was a
possibility that he was receivingan overpayment, it was
reasonable for the DPO to conclude that his failure to check
must have been a conscious one, at least in the sense of
deciding not to check. Incircumstances where he had “turned
ablind eye” whenasimple enquiry could have been made, the
change of position defence was not available to him. Asthe
judge putit: “He knows that there isarisk that he may not be
entitled to the money, butis willing to take the risk”.

However, the judge did accept Mr W’sargument that TP could
have discovered the overpayment earlier than it did with

reasonable diligence. Recognising that “reasonable diligence”
did notrequire exceptional or excessive measures to be taken,

thejudge held that by the time of the October 2001 letter, TP
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hadallthe relevantinformation that it needed to identify that,
unless Mr W’s circumstances changed, he would breach the
earnings limitin that taxyear by virtue of reaching age 55. As
thejudge said: “If a person knows (or has the information to
enable him to know) that unless circumstances change he will
inevitably be makingan overpayment,|do not think he can
escapeafindingthat he could have discovered the mistaken
overpayment with reasonable diligence by saying he did not
know,and did not trouble to inquire, whether circumstances
had indeed remained the same”.

It followed from the above conclusion that the limitation
period starting running as soon as TP started making
overpaymentsinthe 2002/2003 taxyear. This meant that TP
could only reclaim overpayments made in the six years before
the complaint to the Ombudsman was made.

Comment

Thejudge’s conclusion that a change of position defence is not
available whereamember knows he or she might be receiving
an overpayment,and could make asimple enquiry to check but
chooses notto doso,isahelpful decision from trustees’
perspective asit sets a high bar for members seekingto usea
change of position defence to defeat arepayment claim.

However, although what constitutes “reasonable diligence”
willdepend onthe facts in each case, scheme administrators
should bear in mind that if they have information in their
possession which they could use to identify an overpayment
but failto do so,any subsequent attempt to recover the
overpayment may be time-barred. Also, itis prudent (where
possible) to ensure that steps are taken to stop time running
for limitation purposes before the sixth anniversary of the first
overpayment, rather than rely on the start of the limitation
period being postponed.

Stuart Pickford



Bank ring-fencing: pensions regulations

finalised

As part of the fall-out from the financial crisis, banks are
goingto berequiredto restructure in order to “ring-fence”
their retail activities. New regulations will allow pension
schemes in which ring-fenced banks participate to be
restructured to ensure that the banks’ pension liabilities are
alsoring-fenced.

From 2026, banks will be required to ring-fence certain core
servicesinseparate, financially independent legal entities.
Regulations have now been laid before Parliament dealing with
related issues for their pension schemes. These will:

e prohibitring-fenced banks from participatingina
multi-employer scheme (or section of a segregated
multi-employer scheme) in which employers outside the
ring-fenced bank’s group also participate;

e prohibitring-fenced banks from beinga party toan
arrangement under which the bankiis liable forall or part
of the pension liabilities of awholly-owned subsidiary of
another ring-fenced bankin the same group, unless the
liabilities relate toascheme (or section of asegregated
scheme) in which both ring-fenced banks participate and
inwhich no employers outside the ring-fenced banks’
group participate;

e prohibit ring-fenced banks from being party to a “shared
liability arrangement” (an arrangement under which the
bank providesaguarantee,indemnity or bondinrespect
of the pension liabilities of acompany which is not part
of the ring-fenced bank’s group or under which the bank
isotherwise liable for the pension liabilities of such a
company);

e provideforaprocedure whereby, ifanother party toa
shared liability arrangement refuses to release aring-
fenced bank from the arrangement or will release it only
onunreasonable terms, the bank can ask the courtsforan
order releasingiit;

e givethetrusteesof amulti-employerschemeinwhicha
ring-fenced bank participates power to modify the scheme
(with employer consent) to allow the ring-fenced bank to
meet its obligations under the regulations;and

e requirearing-fenced bank to make a clearance application
to the Pensions Regulator before making restructuring
arrangements that are likely to be materially detrimental
toapension scheme of which the bankisan employer.

Theregulations will comeinto force once they receive
Parliamentary approval. However, the ring-fencing provisions
donotapply to banks untilthe later of 1January 2026 or the
fifthanniversary of the date on which the bank becomes a
ring-fenced bank.

Comment

Itis helpful that the Government has laid these regulations so
long before the ring-fencing requirements come into effect.
This will give the affected banks plenty of time to plan the
potentially significant pensions restructurings that will be
required. In particular, where entities that are ring-fenced and
entities thatare not currently participate in the same scheme,
one group or the other - or potentially both - will have to
withdraw and arrangements will have to be made for allocating
responsibility for scheme liabilities attributable to employees
of the two groups.

It willalso be interesting to see how the requirements for
ring-fenced banks to also ring-fence their pensions liabilities
will tie in with the Regulator’s anti-avoidance powers.

Andrew Block
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Derivatives — the implications of EMIR for
pension schemes: update

The European Commission has recommended that pension
schemes should benefit froma further two year exemption
from central clearing requirements for their over-the-
counter (“OTC”) derivative transactions, meaning that the
exemption would expire in August 2017.

Background

The European Market Infrastructure Regulation (“EMIR”) is
designed toimprove transparency and reduce the risks
associated with the derivatives market by imposing direct
obligations onall entities that enter into any form of derivative
contract. One such obligationis that certain OTC derivative
contracts (i.e. derivative contracts which have been
customised to meet the needs of the parties to the contract
andwhichare nottraded onaregulated exchange) must be
cleared by anauthorised central counterparty (knownas the

«

‘clearing obligation”).

EMIR specifically exempts pension scheme arrangements
(which encompass all categories of pension schemes) from the
clearing obligation of certain derivatives until August 2015.
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Update

The European Commission has published areport which
recommends that pension schemes should be exempt from
the clearing obligation forafurther two years.

Under current practices, pension schemes would need to hold
significantamounts of cash or generate cash onashort-term
basisin order to comply with the clearing obligation. However,
pension schemes more commonly hold non-cash assetsin
ordertoensure strongreturns for pensioners. The proposed
extension would allow central counterparties longer to
develop technical solutions that would let pension schemes
comply with the clearing obligation without having to hold
disproportionate amounts of cash.

Edward Jewitt



Upcoming Pensions Group events at
Mayer Brown

Ifyouareinterested inattendingany of our events, please contact Katherine Dixon (kdixon@mayerbrown.com) or your usual
Mayer Brown contact. All events take place at our offices at 201 Bishopsgate, London EC2M 3AF.

e Trustee Foundation Course

19 May 2015
15September 2015
1December 2015

Our Foundation Course aims to take trustees through the pensions landscape and the key legal principles relating to DB
fundingand investment matters,as well as some of the specificissues relating to DC schemes, ina practical and interactive
way.

e Trustee Building Blocks Classes

16 June 2015 - topic to be confirmed
17 November 2015 - topic to be confirmed

Our Building Blocks Classes look in more detail at some of the key areas of pension scheme management.

e Annual Pensions Forum

29 April 2015

Our Annual Pensions Forum takes alook back at some of the key developments over the last 12 months and looks forward to
expected developments in the comingyear.

Statutory revaluation and pension
increases — aide memoire

How doesa GMP increase when in payment? When did the cap for statutory revaluation change to 2.5%?

Sometimesit’sastruggle torememberall the details of the rules on statutory revaluation and pension increases. We have
therefore prepared an aide memoire in sticker form which you may find useful.

If you would like this aide memoire, please contact Katherine Dixon (kdixon@mayerbrown.com) and let her know how many you
would like (they come in sheets of 8 stickers).
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Dates and deadlines

Schemes which have ceased to be wholly money purchase '.qo
followingintroduction of the new definition of “money ""/e
» - o,
purchase benefits” become eligible for PPF Ky
,oc,
- . . o,
Abolition of short service refunds from DC occupational 6@,,
schemes comesintoforce "’0,4~
e Introduction of single-tier state pensionandabolition of DB G‘qp
contracting-out ""/‘.,
e Banonactivememberdiscounts,consultancy chargingand o’s
commissionin DC occupational qualifyingschemes comesintoforce
K/
03%
(@0'
. 691-
Automaticenrolment - "'o,
end oftransitional period for DBschemes >
. . . , 4,
Deadline for making resolution under s68, Pensions Act 1995 "r,-,é
toremove protected rights provisions from scheme rules °70
,Oop
Automatic enrolment - 3% employer 069,
contributions required for DC schemes '?o,a

Key:

Important datesto note Forinformation
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Deadline for schemes which have ceased to be wholly money
purchase followingintroduction of the new definition of
“money purchase benefits” to submit first s179 valuation to PPF

&

U,
%eo
7,
s

Restrictions on drawdown of DC pots (i.e. requirement toannuitise) removed
Requirement forall DC schemesto offer at retirement guidance to members
Governance standards for allworkplace DC schemes come into force

Caponchargesindefault fundsin DC qualifying schemes comesinto force

&
>
Q.
A
&

Revised deadline for makingresolution under s251, Pensions
Act2004toretain schemerules allowing surplus payments to
employer
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A
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A
\70

Lifetime allowance deadline for
memberstoapply forindividual protection

Automatic enrolment - 2% employer contributions
requiredfor DC schemes

~
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o
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2
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&
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Deadline forimplementation of Portability Directive
into UK law

Deadline for employers to exercise statutory power toamend
theirschemestoreflectincreasein employer NICs resulting
fromabolition of contracting-out
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