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To the Hon Clare Christian MLC, President of Tynwald, and the Hon Council and
Keys in Tynwald assembled

1 Executive Summary

The Public Sector Pensions Working Group (“the Working Group”) reported to December
2014 Tynwald on the fairness and sustainability of public sector pensions in the Isle of Man.
Tynwald noted the report and the resolution arising from the debate requested the Public
Sector Pensions Authority (PSPA) to consult on the proposed reforms, to have the actuarial
figures independently verified and to negotiate with staff sides if reforms were required. In
the July 2015 sitting of Tynwald, it was resolved that the PSPA should conclude the
consultation and negotiation process by 31 December 2015 and submit final proposals to
Tynwald for approval in February 2016.

Proposals for further reforms to the Unified Scheme have been drawn up by a Technical
Advisory Group (of employee and employer pensions and HR specialists) established by the
PSPA and have reported back to a PSPA Pensions Committee (comprising representatives of
public sector Employers’ and Employees’) formed to consider the December 2014 Tynwald
resolution. The proposals for further reforms to the Unified Scheme have been accepted by
the PSPA Pensions Committee with the exception of the unions Prospect and the Prison
Officers Association and also accepted by the PSPA (via a majority decision). A summary of
the proposed reforms is as follows:

> An increase in employee pension contributions of 2.5% of pensionable pay across all
members, both existing and future new members. The Working Group report
proposal was a 3% increase;

> Benefit reductions for both current members (for future service) and new members
(for all service) equivalent to 1.8% of pensionable pay. The Working Group proposal
was a benefit reduction equivalent to 1.3% of pensionable pay;

> A future service cost of providing benefits which reduces over the next 15 years,
from the current 28.6% of pensionable pay to 26% of pensionable pay (the “cost
envelope”), which is in line with the Working Group proposal;

» The Employer’s share of the cost of providing benefits reduces from the current
22.5% of pensionable pay to 16.1% of pensionable pay over the next 15 years.
Under the Working Group proposal this would have been 15.6% over the next 15
years;

» The very long term cost of the scheme once all current members have been replaced
by new members is 22.5% of pensionable pay with the Employer’s share of this cost
15%;

» The current split of costs between Employees and Employers changes from a
25%/75% split to a 33%/66% split;

» Cost sharing, which is introduced from 2020, will ensure costs remain within the
“cost envelope” going forward if future pension costs do increase due to aspects
such as continued improvements in longevity.




The above proposals are a significant step to put the Unified Scheme on a more sustainable
footing going forward. However, there is still a requirement to address the historic cash flow
position i.e. the deficit between income and expenditure for legacy members who have
already retired, or will in the medium term be retiring, on higher benefits for their service
already completed, where insufficient financial provision has been made in the past. The
historic position cannot solely be addressed by penalising current or expected new
members. The Treasury has identified options for managing legacy funding issues arising
from Public Sector Pensions as part of its medium term financial strategy and it is agreed
that continued dialogue will take place between Tynwald Members, the Treasury and the
PSPA in order to identify the most appropriate way to manage the issue in the long term.

Recommendations
Tynwald is therefore requested to:

a) Receive the report of the Public Sector Pensions Authority entitled “Fairness and
Sustainability of Public Sector Pension Schemes — Revised Proposals;”

b) Endorse the proposals for reform of the Government Unified Scheme through the
adoption of a cost envelope approach as recommended by the PSPA’s Technical
Advisory Group (parts 4.1 and 4.2 of the report);

¢) Endorse the the proposals for reform of the Tynwald Members Scheme (part 5.1 of
the report);

d) Endorse the continued process for negotiating reforms of the Teachers and Police
Schemes with a view to consulting on detailed scheme changes and thereafter,
preparing formal amendments to be laid before Tynwald for approval (parts 5.2
and 5.3 of the report);

e) Request the PSPA to commence reform negotiations with members of the Judicial
Pension Scheme once the outcome of the UK judicial review is known (part 5.4 of
the report);

f) Request the Public Sector Pensions Authority to consult on detailed scheme changes
with a view to formal amendments to all schemes being laid before Tynwald for
approval by February 2017;

g) Agree that the options for managing the legacy position in the longer term will be
subject to further investigation by the PSPA and the Treasury in conjunction with
Tynwald Members and a further report will be submitted to Tynwald for
consideration after the General Election.




2 Background

The Public Sector Pensions Working Group (“the Working Group”) reported to December
2014 Tynwald on the fairness and sustainability of public sector pensions in the Isle of Man.
Tynwald noted the report and the resolution arising from the debate stated that:

"Tynwald takes note of the Public Sector Pensions Joint Working Group report: Public
Sector Pensions — Fairness and Sustainability; and calls upon the Public Sector
Pensions Authority (a) to undertake a wide and in-depth consultation with all
affected staff and staff sides; (b) to commission, in agreement with the staff sides, a
suitable person or persons to validate the Hymans Robertson figures contained in the
report; and (c) if there are any changes to be made to public sector pension
schemes these must be done with consultation and negotiation.”

The Public Sector Pensions Authority (PSPA) established a Committee of the PSPA to act
upon the resolution in respect of the Government Unified Scheme (GUS). The Committee
comprised of representatives of public sector Employers’ and Employees’ and was jointly
chaired by the Minister for Policy and Reform and the Isle of Man Regional Officer of Unite
the Union.

Other discussions have also taken place at the same time between the PSPA and
employers/staff sides for teachers, police, Tynwald Members and the Judiciary to consider
sustainable ongoing pension provisions.

In order to consider the technical pensions aspects of the Working Group proposals, a
technical sub-committee (which is now referred to as the Technical Advisory Group or
“TAG") was formed by the PSPA Committee, comprising of the employees’ side pensions and
HR specialists along with representatives of the PSPA, jointly chaired by the Senior
Employment Relations Adviser from the Royal College of Nursing and the Executive Director,
HR, Isle of Man Cabinet Office. TAG has met on eight occasions and has issued Joint Notices
to the Committee and for circulation to affected staff commenting on its work as well as
proposing options on further pensions reform to the full Committee.

In the July 2015 sitting of Tynwald, it was resolved that the PSPA should conclude the
consultation and negotiation process by 31 December 2015 and submit final proposals to
Tynwald for approval in February 2016.

Considerable work has been undertaken by the PSPA Pensions Committee and by TAG to
come up with further reform proposals. The purpose of this report from the PSPA (which has
been supported by a majority of the PSPA Board) is to confirm those proposals to the June
2016 sitting of Tynwald, in line with the December 2014 and July 2015 Tynwald resolutions.

Jerry Carter — Chair, Public Sector Pensions Authority




3 Addressing The Tynwald Resolution Of
December 2014

3.1 Part (a) of the Tynwald Resolution

The PSPA has consulted widely with affected staff and staff sides via the Pensions
Committee of Employer and Employee representatives, the issue of Joint Notices from TAG,
communication updates to affected staff from the Committee and the provision of website
information. Also, separately, there have been some union briefings to their members as
well as separate briefings (and workshops) to Members of Tynwald, the Isle of Man
Chamber of Commerce and the General Public.

3.2 Part (b) of the Tynwald Resolution

Two actuarial firms were appointed to validate the actuarial figures produced by the PSPA’s
actuaries, Hymans Robertson, and used as the basis for the recommendations in the
Working Group report. The PSPA appointed the Government Actuary’s Departments (GAD)
to undertake the work and separately, the Employees’ Side requested the appointment of
another firm (First Actuarial LLP) to undertake the same work and in addition, to provide an
opinion on what recommendations they deemed necessary to assist the future sustainability
of the Unified Scheme ahead of the first cost sharing review in 2020.

Both firms were content to validate the actuarial figures used by the Working Group in its
report. To quote First Actuarial:

"In our opinion, the actuarial figures used in the Joint Working Group report are
based on data that is fit for purpose, sound modelling methodology and reasonable
assumptions, and can be relied upon to project future cashflows and to determine
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the "funding gap”.
The reports from GAD and First Actuarial are attached to this report at Annexes 1 and 2.

First Actuarial also made the following comments in its report which should be noted by
Members:

» The position of the Isle of Man pension arrangements is unique in that the cashflow
position of the Schemes is so important. In other large unfunded schemes, such as in
the UK, there is generally much greater flexibility for the Government to meet any
shortfalls which may emerge. The Isle of Man does not have this flexibility meaning
the Schemes need to be much more self-sufficient. This increases the focus on
cashflows;

» If changes are introduced following the Working Group review, to the extent that
these are sufficient to relieve the pressure on the Pensions Reserve, no further
contribution changes should be necessary, particularly in the short term and cost
sharing need not be introduced before 2020;

» As we [First Actuarial] have already discussed, any benefit changes are unlikely to
have a significant impact on the short-term cost of Schemes. Most of the savings will
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come through much later on, once the bulk of the existing members have retired.
The intention of the changes here is to ensure the long-term cost of the Schemes is
affordable;

> The only option therefore to meet the short-term funding gap, is to increase
contributions to a sufficient level.

» Benefits should also be reviewed to ensure the long-term cost of Schemes is
affordable.

3.3 Part (c) of the Tynwald Resolution of December 2014

At its various meetings, TAG considered in detail the proposals for further reform contained
within the First Actuarial and Working Group reports and what changes may be required to
the Unified Scheme.

3.4 The concept of a “cost envelope”

It was noted that the Working Group “Fairness and Sustainability” report focused on the
cash flow position of the scheme. TAG agreed that the cash flow position is very important
and needed to be considered in any reform process. However TAG also noted that it was
important to consider the value of benefits that are accrued by members of the schemes,
the cost of those future benefits and the share of the cost of providing those benefits
between employees and employers/Government. Consideration of both the future cost of
benefits and future contributions would then form the basis of considering what was
sustainable.

This alternative approach, which has been used in the UK negotiations around public sector
pension changes, has led to the implementation of the concept of a “cost envelope” for the
schemes.

The “cost envelope” is the value of benefits accrued by scheme members each year
expressed as a percentage of their pensionable pay. In the private sector this would be
equivalent to the amount of money that has to be paid into the pension scheme each year
in order to meet the pension that has been accrued that year when it becomes payable in
the future as members retire. The actual value of the benefits will depend on many factors
such as members’ pay at retirement and how long they live. We cannot be certain what
these are in advance, so the figures discussed are estimates based on actuarial assumptions
about future experience and those estimates are very sensitive to changes in these
assumptions.

Consideration of a “cost envelope” involves a discussion of what a fair and sustainable level
of benefits is. Fair and sustainable are also both subjective concepts.

One way of assessing fairness is to look at the “cost envelope” for current arrangements and
for equivalent schemes in other jurisdictions though these will only provide broad guidelines
rather than objective measures. It had previously been noted by TAG that in comparison
with public sector schemes in other jurisdictions, particularly the United Kingdom, the cost of
benefits is higher and the share of costs paid by members lower in the Isle of Man, which
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reflects the fact that changes made to date have achieved lower cost savings than those
made elsewhere. It is also important to look at the “cost envelope” for the proposals in the
Working Group “Fairness and Sustainability” report for comparison.

Sustainability can perhaps best be ensured through a mechanism to maintain the “cost
envelope” within a certain range no matter what happens in relation to factors such as
longevity that might cause the cost of the scheme to rise (i.e. if the cost of providing
benefits were to increase, changes to the scheme would be required in order to ensure that
the “cost envelope” was not breached).

The “cost envelope” refers to the value of the benefits being accrued. In general, members
make a contribution towards the cost of providing benefits through their contribution and
employers and/or the taxpayer are responsible for the balance of the cost. A key decision
therefore is to identify the ongoing cost envelope that the employers/Government is willing
to support as being affordable and sustainable. Then, it is necessary to consider the
appropriate means of sharing that cost between members and employers/taxpayers. Whilst
such considerations are subjective, the current position and that in other jurisdictions can be
used as reference points.

In principle, if a “cost envelope” can be agreed for the various schemes under review then
the potential benefit changes that might be required to stay within that “cost envelope” can
then be discussed and agreed separately (the “benefit design”). This includes the various
recommended changes in the Working Group report. TAG has done a great deal of work on
the issue of setting a cost envelope, which has now been used to inform the decisions made
by the Committee and by the PSPA on how to move forward on further sustainable changes.




4 Agreements reached with the Pensions
Committee for the Unified Scheme

4.1 The recommendations made by TAG

TAG has submitted proposals with regard to future pension reforms under the Unified
Scheme within a given cost envelope, which has now been accepted by a majority of the
PSPA Board and all of the unions involved in the PSPA Pensions Committee, with the
exception of Prospect and the Prison Officers Association. The proposal, which includes a
comparison with the previous proposals in the Working Group report, is attached at Annex
3. In summary, the proposal recommends:

» An increase in employee pension contributions of 2.5% of pensionable pay across all
members, both existing and future new members. The Working Group report
proposal was a 3% increase;

> Benefit reductions for both current members (for future service) and new members
(for all service) equivalent to 1.8% of pensionable pay. The Working Group proposal
was a benefit reduction equivalent to 1.3% of pensionable pay;

» A future service cost (the “cost envelope”) of providing benefits which reduces over
the next 15 years, from the current 28.6% of pensionable pay to 26% of pensionable
pay, which is in line with the Working Group proposal;

» The Employer’s share of the cost of providing benefits reduces from the current
22.5% of pensionable pay to 16.1% of pensionable pay over the next 15 years.
Under the Working Group proposal this would have been 15.6% over the next 15
years;

» The very long term cost of the scheme once all current members have been replaced
by new members is 22.5% of pensionable pay with the Employer’s share of this cost
15%;

» The current split of costs between Employees and Employers changes from a
25%/75% split to a 33%/66% split.

The estimates given above are based on the work and actuarial assumptions used for the 31
March 2013 actuarial valuation of the Unified Scheme.

Additionally, TAG has also included a section on future Cost Sharing in its proposals which
recommends that:

» Future changes in contributions and benefits should only be implemented as a
consequence of the operation of an agreed Cost Sharing mechanism;

» A commitment should be given in the Isle of Man, similar to that given in the UK,
whereby any changes that impact on contributions and benefits outside of the

‘—4



agreed Cost Sharing mechanism could only happen through an affirmative process in
Tynwald i.e. via full discussion and agreement in Tynwald.

In summary, the PSPA Pensions Committee has:

> negotiated with the trade unions to move from a position of “no changes at all until
2020” to significant change from an earlier date;

» negotiated to implement both benefit reductions and contribution increases for
members which are broadly in line with those recommended in the Working Group
report ;

» established an ongoing cost envelope for the Unified Scheme of 26.8% of
pensionable pay in the short term and 26% in the medium term, against which cost
sharing can be introduced and measured from 2020.

4.2 Effect of the proposed reforms

> The increase in employee contributions of 2.5% improves the short term cash flow
into the scheme;

» When this is taken into account with the Employer contribution increases
recommended in the Working Group report, agreed by Treasury and being
implemented across all Employers’ (a 15% employer contribution across all schemes
from April 2016 with an increase to 20% in 1% per annum tranches over the
subsequent five years), this significantly improves the cash flow position of all
schemes. Annex 4 shows the shortfall of projected income against expenditure of
public sector schemes over the next 50 years without the Working Group
contribution reforms, as prepared by the PSPA Actuaries using the membership and
actuarial assumptions from the last formal valuation date (31 March 2013). Annex 5
shows the position after the reforms — the solid black line shows the effect of the
overall contribution increases, the light-blue line is the Employers’ share of the
overall contributions and the purple line is the Employees’ share. The net shortfall
position is therefore much improved after the reforms;

» The Unified Scheme becomes more sustainable going forward: member contributions
are increased, the cost of future service benefits is reduced, the cost of benefits to
the employer in the medium and long term is reduced whilst the split of future
service costs between employees and employers is realigned;

» The further proposed reforms are a move in the right direction — cost sharing, which
is introduced from 2020, will ensure costs remain within the cost envelope going
forward if future pension costs do increase due to aspects such as continued
improvements in longevity;

» Benefit reductions are shared by both existing members (for future service) and new
members. The original Working Group proposals would have affected new members
much more significantly and therefore would have made recruitment of professionals
to the Island that much harder. The reforms, which although requiring higher
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contributions and lower future benefits, are still comparable in cost and benefit terms
with those introduced to UK public sector schemes from April 2015 and therefore
should not dissuade professionals from coming to work in the Island.

4.3 What the proposals do not do

» The proposals above cannot fully address the historic position of the current
deficiency between income and expenditure. The process was not intended to do this
but rather to address the requirements of the December 2014 Tynwald motion;

> The Island’s public service schemes are maturing, which means that the mix of
members between contributory and retired is shifting towards having more retired
members. In general, this means lower future contributions and higher pensions
expenditure. This is a change from the historic position (of many schemes, not just
the Island’s public sector schemes) where unfunded public sector schemes generally
“paid their own way”. When this was the case, Government would have benefitted,
as pensions income would have broadly matched expenditure and therefore
Government used its revenue in other ways besides paying for public sector
pensions;

> Addressing the issue of pensions sustainability is therefore a two part process:

> Part One: setting an affordable and, in the long term, reducing cost envelope
for the funding of future benefits; setting a reasonable level of
employee/employer contributions to meet future benefit payments; determining
the ongoing share of costs between employees and employers, and establishing
a future cost sharing mechanism to address future pension cost increases. These
issues are within the remit of the PSPA and are the basis of the negotiations that
have taken place within the PSPA Pensions Committee. These changes impact
predominantly on current members and future new members.

Part Two: addressing the historic cash flow position i.e. the deficit between
income and expenditure for legacy members who have already retired, or will in
the medium term be retiring, on higher benefits for their service already completed,
where insufficient financial provision has been made in the past. The historic
position cannot solely be addressed by penalising current or expected new
members. For example, to completely remove the medium term gap between
income and expenditure would require an ongoing additional level of member
contributions of between 10% and of 20% of pay (on top of their current
contributions), depending upon cash flow requirements, which is unaffordable to
current and future members. The Medium Term Financial Strategy has identified
that the Public Sector Employees Pension Reserve will soon be depleted. By
controlling expenditure on public services, the Treasury has accommodated the
legacy funding requirements within the revenue account. The options for managing
the legacy position in the longer term will be subject to further investigation by the




PSPA and the Treasury in conjunction with Tynwald Members and a further report
will be submitted to Tynwald for consideration after the General Election.

4.4 Next steps

If Tynwald approves these revised proposals then the benefit design within the agreed cost
envelope will be developed by the PSPA and thereafter, turned into secondary legislation,
consulted upon (as required by the Public Sector Pensions Act 2011) and implemented.

The following are benefit design options which are likely to be under consideration as part of
future discussion on keeping costs within the agreed cost envelope. Some of the options
were raised by the Working Group report and some by First Actuarial as part of their report:

» Linking Normal Pension Age under public sector schemes to State Pension Age (as
they have done in the UK);

» Linking, in the future, the earliest age at which retirement from a public sector
scheme can take place to “State Pension Age less 10 years”;

Changing the rate at which future benefits are built up;
Changing the Final Pensionable Pay (FPP) definition;

Capping Pensionable Pay and also pay rises close to retirement for pension
calculation purposes;

» Capping future pension increases;
» Changing the lump sum commutation factor;
» Tiered pension contributions depending upon level of salary.

Some of the above changes would impact on the future service of current members and
some only on hew members. Further discussions on benefit design are likely to continue
within TAG and a future version of the PSPA Committee if Tynwald approval is given to the
Cost Envelope proposal.

Negotiations with regard to the introduction of the additional 2.5% employee contribution
increase will also now take place, predominantly through the mechanism of the various Joint
Negotiating Committees ("JNCs"). The PSPA Pensions Committee has discussed whether
contribution increases should take place only once all current members of GUS have
transitioned to their Protected rate of contributions, which will not happen for a significant
number of members until April 2018. Thereafter, as part of the introduction of GUS, an
undertaking was given that further contribution increases would be introduced in tranches of
1% per annum.




5 Position on reforms for other Schemes

5.1 Tynwald Members

A process of informal consultation has already taken place directly with Tynwald
Members and it has been agreed in principle that the changes recommended by the
Working Group should be implemented in full. In summary, this means:

» Tynwald Members will join the Unified Scheme and therefore in future will fall
under both the administration and management of the PSPA;

» Current members who are re-elected in September will have the option of
Protecting broadly their current benefits and retirement age but subject to a
contribution, after transition, of 15% of their Annual Sum — the current
contribution is 5% of their Annual Sum;

» Newly elected Members in September will move onto a benefit basis which is
20% lower than the current benefits and in return will pay a contribution of 10%
of their Annual Sum with immediate effect. They will also have a higher
retirement age and lower spouse’s benefits;

» Cost sharing will apply to future benefits as it does to all other Unified Scheme
members;

» Other changes made to the Unified Scheme as a result of the TAG proposal,
except the further 2.5% contribution increases, will also be applied to Tynwald
Members.

The PSPA has drafted the appropriate legislative changes and has commenced formal
consultation on the changes with Members, as required under the Public Sector Pensions
Act 2011.

5.2 Teachers

A process of discussion and negotiation on pension reform has been undertaken
between the PSPA, the teaching unions and the Department over the last year.
Teachers’ pensions have always been linked to the UK Teachers Pension Scheme, which
underwent reforms in April 2015. Teachers in the Island have also been subject to
significant contribution increases over the last three years which broadly means they are
already paying more for their pensions than many GUS members. Discussions are
ongoing with the teaching unions around three reform options:

» Implementing the UK pension reforms in the Island;

» Teachers joining GUS, with a Protection option offered to existing teachers to
broadly maintain their current benefits and retirement age (but subject to any
further agreed GUS changes), whilst new teachers would join the Standard
section of GUS;

> A “middle ground” option whereby teachers remain in their own scheme but the
UK reforms are not followed in their entirety and instead, sustainability reforms




along the lines of those agreed for GUS are introduced, including cost sharing
and lower benefits for new members.

The teaching unions currently favour the third “middle ground” option and a further
meeting was attended on the 1%t February to progress the discussions with a view to
having a formal proposal agreed, consulted upon and ready to be laid before Tynwald
for approval by February 2017.

5.3 Police

The position on police pension reform is not dissimilar to that of teachers in that
significant contribution increases have also been paid in line with the UK over the last
three years and the PSPA has been discussing with the Police Federation and the
Department how further sustainable reforms should be put in place. Again, pension
reforms were introduced in the UK from April 2015 and the Isle of Man Police Schemes
have tended to follow the UK changes historically.

The Federation and the Department also favour the “middle ground” option highlighted
above, with a degree of protection of benefits for existing members with reforms being
brought in primarily for new members in order to achieve long term cost savings. Cost
sharing will also be introduced across all police pensions. The PSPA and the Police
Federation are now in the process of working up what the changes for new members will
look like and reforms are expected to be drafted, consulted upon and laid before
Tynwald for approval by February 2017.

5.4 Judicial Pensions

A dialogue has commenced between the First Deemster and the PSPA on future pension
reform. The Isle of Man Judicial Pension Schemes have also historically followed the
comparable UK schemes. There is currently a judicial review of judicial pension reform in
the UK and until the outcome of the review is known, there has been limited progress on
discussing reform of the Judicial Schemes which has only a small membership of 9
members. However, the PSPA is due to meet with the First Deemster shortly to discuss
areas where reforms should be made and to seek his initial views.




6 Summary and conclusions

> The PSPA has been tasked with addressing the Tynwald motions of December 2014
and July 2015 with regard to the Working Group report. That is to:

» Undertake a wide and in-depth consultation with all affected staff and staff
sides;

» Commission, in agreement with the staff sides, a suitable person or persons
to validate the Hymans Robertson figures contained in the report and;

> If there are any changes to be made to public sector pension schemes, these
must be done with consultation and negotiation;

» Conclude the consultation and negotiation process in December 2015 and
final proposals submitted to Tynwald for approval in February 2016.

The PSPA has complied with the requirements of the two motions.

The PSPA, via the establishment of a Pensions Committee, has agreed a proposal put
forward by a Technical Advisory Group of pension and HR specialists which closely
accords to the contribution increases and medium-to-long term cost savings
recommended in the Working Group report.

» The proposal has also been endorsed by the ten trade unions involved in the
Committee, with the exception of Prospect and the Prison Officers Association;

» Discussions and negotiations with other groups outside of the Unified Scheme are
advanced, with agreements expected for most schemes, perhaps with the exception
of the Judicial Scheme, such that scheme changes can be introduced in a similar
timescale to those to be introduced for the Unified Scheme.

» However, addressing the historic cash flow and expenditure issues due to the
maturity of our schemes and the high levels of historic benefits will require solutions
to be considered which may be outside of the remit of the PSPA and will involve
wider consideration of possible non-pension solutions via the involvement of
Members of Tynwald, the Treasury and the PSPA.

» The PSPA recommends that Tynwald approves the proposals outlined in this report
such that detailed scheme design issues can be agreed for the Unified Scheme and
thereafter, the PSPA can draft and consult upon the scheme changes with a view to
implementation in April 2017.
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1. Executive Summary

This report has been prepared for the Isle of Man Public Sector Pension Authority (“PSPA”) to provide a review of actuarial work carried out for the PSPA in relation to the
pension arrangements on the Isle of Man. The aim of this report is to review the actuarial work carried out by Hymans Robertson, as well as to provide our opinion on what
changes, if any, could or should be introduced. A summary of our conclusions and recommendations is provided in the table below.

Chapter Conclusions and Recommendations

The pension arrangements on the Isle of Man consist of several different pension schemes, the most prominent being the Government
Unified Scheme (GUS).

2. Introduction

Part One

¢« Whilst we haven't done any detailed analysis of our own into the reasons for the anticipated savings not being realised, we can
comment on the suggestions put forward in the JWG report.

e For example, an extra 35% (85% compared to 50%) of members taking up protection than expected, will have had an adverse impact
on the cost of the Scheme.

3. Development of the ¢ Employer contributions don’t appear to be rigorously imposed and so a large portion of the funding (excluding employee contributions)

Scheme comes directly from Government.

¢ The “funding gap”, which represents the difference between the contributions received and the benefits paid out, has been modelled
to be around 23% in the long-term.

* In the following chapters we seek to validate or dispel the existence of the long-term “funding gap”, commenting on the data used, the
methodology, the assumptions, and finally the modelling of the Pensions Reserve.

e In our opinion, the data used for the original projections had some shortcomings. However, in conclusion, we believe that this data
was fit for the purpose of producing cashflow projections for the initial review, particularly given the limitations of the data available at
the time.

e The data which has been used in the 2014 (most recent) modelling appears to be vastly improved from that previously used.

e The revised data has been through a validation process, and some deficiencies in the previous data have been corrected.

e There are still some uncertainties within the data, but having discussed these with Hymans Robertson, we do not believe these are
significant.

e Without having undertaken our own data validation, we conclude that the data used in the revised projections appears to be a
reliable and appropriate data-set for the modelling exercise undertaken.

e The modelling undertaken by Hymans Robertson prior to 2013 was based on net benefit outgo, alongside an affordability measure to
determine the “affordability gap”. Under this approach, employer contributions were not clearly defined.

e The 2013 modelling approach built employer contributions into the projection of net benefit outgo to determine the “funding gap”.
This results in a much clearer picture of what is required in the future and in our view, is a much more appropriate measure of
affordability.

* In conclusion, we believe the modelling methodology approach adopted in the 2013 modelling together with the concept of the
“funding gap” as a measure of affordability to be appropriate.

5. Cashflow Modelling -
Methodology
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6. Assumptions

7. Pension Reserve

CONCLUSION

Chapter Conclusions and Recommendations

e The assumptions used by Hymans Robertson for the revised cashflow projections are those which were used for the actuarial
valuation as at 31 March 2013. In our view, this is a reasonable approach.

« We have reviewed each of the assumptions in turn and believe these to be appropriate for use in the cashflow modelling.

* We comment further on the investment return assumption for the Pension Reserve in chapter 7.

¢ We have been able to broadly replicate the projections carried out by Hymans Robertson and believe the predictions of when the
Reserve might run out under different scenarios to be reasonable based on the assumptions adopted.

¢ One of the key assumptions is the expected investment return of the Reserve. We have estimated what we believe to be an
appropriate return on the Reserve as at 31 March 2013 and this is equal to the return assumed by Hymans Robertson.

 However, we recommend that this assumption is reviewed with each future projection, as this should be a market related assumption
consistent with the expected returns of the investment strategy.

¢ We also recommend that, following the outcome of this review, further consideration is given to the investment strategy of the
Reserve. This is so that the investment aims of the Reserve can be met and so that the Reserve is managed effectively.

e Our own sensitivity estimates show that the biggest factor in maintaining the Reserve is reducing the disinvestments required.

* Finally, we recommend that a formal process is put in place for managing the use of the Reserve.

In our opinion, the actuarial figures in the JWG report are based on data that is fit-for-purpose, sound modelling methodology and
reasonable assumptions, and can be relied upon to project future cashflows and to determine the “funding gap”.
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Chapter Conclusions and Recommendations

e The position of the Isle of Man pension arrangements is unique in that the cashflow position is so important. In other large unfunded
schemes, such as in the UK, there is generally much greater flexibility for the Government to meet any shortfalls which may emerge.

e The Isle of Man does not have this flexibility, meaning the Schemes need to be much more self-sufficient. This increases the focus
on cashflows.

e Any changes which are brought in should be fair to the current members of the Schemes.

e Instead future accrual should be designed to give members an adequate retirement income when taken together with state pension.
Member contributions should then be a reasonable proportion of the cost of these benefits.

e The role of the Pension Reserve must be clarified.

¢« We have reviewed the proposed cost sharing mechanism and propose two alternative approaches.

e The current agreement is that cost sharing will not be introduced until 2020. Depending on the approach taken, earlier introduction
may be needed.

The suggested changes can be broken down into;
1. changes to the contributions designed to improve the short-term cashflow position of the Schemes
2. changes to the benefits designed to improve the long-term cost of the Schemes.

These are summarised below, where green indicates a proposal we believe would have a material effect on the cost of the Schemes,

amber indicates a fairly material effect, and red indicates a proposal which we believe would not have a material effect on the cost.

JWG report to Tynwald Short term

Increasing employee contributions v

Increasing employer contributions v

Reviewing growth rates
Removing inflationary increases within Final Pensionable Salary
Restricting early retirement I
Reviewing terms applying to large retirement lump sums .
Cap pension increases on future benefits e v
Of the changes already considered by the JWG, the only benefit change we recommend that should be re-considered is to introduce
some sort of link between pension and longevity. This would serve to protect the Scheme from the cost of improving longevity. Our
recommendation is that this is done by linking NRA to SPA.
In order to reduce the level of risk in the Scheme, other key benefit changes which could be considered are:
10. Other options e Capping the level of increases to pensions in deferment.
e Capping annual salary increases or reviewing the definition of Final Pensionable Salary.
¢ Reviewing the commutation factors of the Scheme to influence the rate of cash commutation.
* Review the benefits payable upon death or ill-health retirement.
* Introducing a new section of GUS which provides a lower level of benefit for a lower contribution rate.

8. What does sustainability
mean?

9. Changes suggested in the
Tynwald report

AN NI N
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Chapter Conclusions and Recommendations

The new terms for new starters should be incorporated into the cost projections.

e The future reductions in the size of Government may also have a material effect on the Schemes and should be built into the
projections.

e The effect of the level of transfer out of the Schemes should be considered and incorporated in the projections if appropriate.

e Transfers to DC Schemes should be stopped.

* The cost impact of the cessation of contracting-out should be borne in mind when setting contribution rates.

Our key recommendations to assist the future sustainability of GUS ahead of the 2020 cost sharing review are as follows:

e Formalise the purpose of the Pension Reserve going forwards. In particular;
1. set atarget funding gap, which may or may not be 0%
2. establish when the Reserve can be called on and how much can be drawn
3. set the investment strategy of the Reserve aligned to its purpose
* Agree the approach to cost sharing from 2020, which should take the Pension Reserve into account.
e Unless cost-sharing is brought forwards contributions from employees and employers need to be increased to ensure the short-
term viability of the Schemes.

CONCLUSION «  Benefits should be reviewed to ensure the long-term cost of the Schemes is affordable. We recommend the following changes are

considered:

- Change the structure of the Schemes so that the accrual rate and NRA is fixed, thereby giving greater flexibility in determining
the cost of members retiring early. The accrual rate should be set such that the expected level of income in retirement is at an
appropriate level.

- Review the definition of Final Pensionable Salary so that it provides an appropriate benefit at retirement.

- Cap the increases to pensions, both in deferment and in retirement.

- Increase the Normal Retirement Age and consider linking this to State Pension Age to protect against increases in cost due to
longevity improvements.

A. Documents and data A summary of information used to produce this report.

11. Other considerations
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2. Introduction

The Government Unified Scheme (“GUS”) was introduced on
1 April 2012 and brought together 15 existing public service schemes
into one new scheme, introducing a number of significant changes to
public service pensions.

As well as GUS, there are several other pension arrangements on the
Isle of Man, collectively referred to in this report as “the Schemes”.
These include the following:

* Police Pension Scheme;
« Teachers’' Pension Scheme;

e Non GUS Small Schemes — the Tynwald, Judicial 2004 and
Manual Workers (No.1) Schemes.

The reform of the Police and Teachers schemes is currently ongoing
and the new arrangements are expected to be implemented in
April 2016. We understand that consideration is being given to the UK
Police and Teachers Schemes, which were introduced in April 2015,
although discussions are ongoing.

Of these schemes, GUS is by far the most prominent, accounting for
76% of the past service liabilities and around 82% of the full-time
equivalent salaries of the combined Schemes.

The actuarial valuation of the Schemes (the first of GUS) took place
as at 31 March 2013. Projections of future cash flows into and out of
the Schemes (and out of the Pension Reserve which is used to
partially fund the Schemes) suggest that further reforms are required
to ensure the Schemes are affordable in both the short and long-term.

The Public Sector Pensions Joint Working Group (“the JWG”)
provided a report to Tynwald dated December 2014, titled “Public
Sector Pensions — fairness and sustainability”. That report covered the
following:

e Actuarial valuation feedback;

» Feasibility of introducing further cost sharing measures to
schemes;

» Feasibility of introducing other measures to schemes to reduce
the long term liabilities and to provide for sustainable and fair
public service pension schemes;

» Consideration of the report laid before October 2013 Tynwald
by the Public Sector Pensions Authority.

We have been asked by the Isle of Man Public Sector Pensions
Authority (“PSPA”) to do the following:

Part 1 — to validate the actuarial figures used in the Working Group
report in line with the Tynwald motion and to investigate, query,
validate or dispel those figures in line with the trade unions’ request.

Part 2 — First Actuarial are also to provide an opinion on what
recommendations they deem necessary to assist the future
sustainability of GUS ahead of the 2020 cost sharing review date.

This report addresses both of the above parts. A summary table is
provided at the start of each chapter, giving a brief overview, a list of
the information reviewed, and our conclusions and recommendations.
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PART ONE
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3. Development of the Scheme

This chapter summarises the reforms made in 2012, and sets
out the current position of the Schemes. This includes:

Brief overview e A summary of the changes implemented in 2012.

e A summary of the experience of GUS since it began.

e The current position of the Schemes.

The following documents were reviewed in this chapter:

e Cashflow Modelling report, dated September 2014.

e Cashflow Modelling report, draft, dated July 2013.

e ‘Independent Review of Public Servants’ Pensions’ report

by Hymans Robertson, dated May 2008.

‘Unified Pension Scheme Design for Public Servants —

The Way Forward’ report by Hymans Robertson, dated

November 2009.

e ‘Variations on cashflow projections’ draft paper by
Hymans Robertson, dated March 2010.

e The Public Sector Pensions Joint Working Group Report
to Tynwald, dated December 2014.

e Whilst we haven’t done any detailed analysis of our own
into the reasons for the anticipated savings not being
realised, we can comment on the suggestions put forward
in the JIWG report.

e For example, an extra 35% (85% compared to 50%) of
members taking up protection than expected, will have
had an adverse impact on the cost of the Scheme.

e« Employer contributions don't appear to be rigorously
imposed and so a large portion of the funding (excluding
employee contributions) comes directly from Government.

e The “funding gap”, which represents the difference
between the contributions received and the benefits paid
out, has been modelled to be around 23% in the long-term.

e In the following chapters we seek to validate or dispel the
existence of the long-term “funding gap”, commenting on
the data used, the methodology, the assumptions, and
finally the modelling of the Pensions Reserve.

Information .
reviewed

Conclusions and
recommendations

B Summary of changes implemented in 2012

GUS was introduced on 1 April 2012 following a reform process which
lasted many years. Hymans Robertson assisted with this process,
carrying out a review of the existing arrangements and estimating the
cost of various different benefit packages.

It is our understanding that the bulk of this work was carried out in

2008 and 2009, and we have been provided with two reports produced

by Hymans Robertson:

* ‘Independent Review of Public Servants’
May 2008.

* ‘Unified Pension Scheme Design for Public Servants — The Way
Forward’, dated November 2009.

Pensions’, dated

Following this initial review, we understand there were further
discussions between the relevant parties, as well as further costings
and projections. The current benefit arrangements were agreed upon
and broadly the reforms introduced:

* Lower future benefits for new members post April 2012;

» Higher member contributions;

* A protection option whereby members could choose to protect the
rate of accrual and pension age under their previous scheme for a
higher rate of contribution;

* A higher lump sum/lower ongoing pension option;

» Averaging of final pensionable pay over the last 13 years (rather
than the last 3 years);

* Revised ill-health pension with a more stringent test;

» Proposed cost sharing mechanism to be introduced from 2020;

» Concessions for the lower paid and those within 7 years of their
current scheme’s normal pension age.
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B Scheme experience since inception

The actuarial valuation of the Schemes as at 31 March 2013 has been
completed, and this is the first formal valuation of GUS.

Since the inception of GUS, Hymans Robertson have also undertaken
some further cashflow modelling based in 2012. The purpose of the
2012 modelling was to examine how the actual cost of the Schemes
compares to the original estimated cost in light of actual experience
since the inception of GUS.

The results of the 2012 modelling suggested that the emerging
cashflow position of GUS is leading to higher shortfalls than originally
anticipated.

We understand that the initial intention of the introduction of GUS was
not to bring net benefit outgo below the *affordability measure’, but was
to bring about savings that would reduce the gap over time so that in
the meantime, any shortfall could be funded by the Pension Reserve.

The Public Sector Pensions Joint Working Group Report to Tynwald
dated December 2014 states that some of the anticipated savings
from GUS have not been realised for the following reasons:

* “Lower than expected growth in the economy and therefore in
expected pension contributions.”

* “The new member contribution rate of 5%, in light of subsequent
evidence for typical final salary schemes, was too low.”

* “More members with secondary pensionable employments than
anticipated thus giving rise to higher than expected overall pension
liabilities.”

* “More members taking up the protection option than anticipated
(85% rather than the assumed 50%). This has led to payment of
higher benefits in the long term and with insufficient contribution
rates.”

* “Members have tended to retire at younger ages than expected.
This has led to an increased expenditure in the last 2 years,
adversely affecting cashflows.”

 “The strain on the Scheme from members within 7 years of
retirement has been greater than expected.”

Whilst we haven’t done any detailed analysis of our own into the
possible reasons for the anticipated savings not being realised, we can
comment on the suggestions put forward in the JWG report.

For example, the average net cost to the Government (weighted by
salary across each Section) of accrual in the protected sections is
around 3% of salary. This is chiefly due to the more generous benefits
offered in the protected sections. This means that an extra 35% (85%
compared to 50% assumed) of members taking up protection more
than expected, will have had an adverse impact on the cost of the
Scheme.

We understand that the assumption of a 50% take-up of protection
reflected the feedback received from discussions the PSPA had with
members during the initial review process. The PSPA claims that a
significant proportion of members communicated at the time that they
did not intend to take up the option of protection. If this was the case,
and as the assumption could only be based on information available
at the time, then in our opinion this was not an unreasonable
assumption to make.
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Members within 7 years of the previous scheme’s Normal Retirement
Age as at 1 April 2012 were able to join a protected section without
paying more than the standard contribution rate of 5% pa (or their
current contribution rate if higher). So, for this group, the higher than
expected take-up rate for protection means that more members than
expected opted for better benefits and did not have to pay anything
extra to get them.

Under the existing structure, employer contributions don’'t appear to
be rigorously imposed and so a large portion of the funding (excluding
employee contributions) comes directly from the Government. The
funds available for this funding will depend on the performance of the
economy, and so a low level of growth will have impacted on the
money going towards the Scheme.

Finally, we understand that member data regarding secondary
pensionable employments has historically been very poor. Although
we understand that recent improvements in administration systems
has greatly improved the quality of this data. However, as a result,
additional liabilities have been uncovered which will have worsened
the cashflow position of the Schemes.

B Current position

The pension arrangements on the Isle of Man are unfunded pension
schemes.

This means there is no fund of assets (aside from the Pension
Reserve which we discuss later) with which to pay pensions, and so
current contributions are used to pay the pensions of those members
who have already retired.

Therefore, there are two aspects to the ongoing cost of the Schemes:

1. The future service cost. This represents the value of the
benefits which are currently being built up and which will be
paid in the future.

2. The cashflows required to pay the immediate benefit
obligations of the Schemes. This represents the payment of the
benefits already accrued.

So in this sense there is a disconnect. The contributions currently
being paid are used to pay for the current benefit obligations in respect
of other members, rather than the benefits the members themselves
are currently building up. That is, members are paying for the previous
generation’s benefits, rather than their own.

This can be considered in another way:

1. Contributions need to be sufficient to meet the ongoing benefit
payments. This makes cashflow one of the most important
aspects of the funding arrangements of the Schemes.

2. The value of benefits currently being built up (i.e. the future
service cost) needs to be low enough so that the cost burden
on the next generation, who will be paying for these benefits, is
affordable.

Changes which are made to future benefits will reduce the future
service cost, but the actual saving will not come through until much
further into the future. In the meantime, contributions need to be
sufficient to meet the ongoing benefit payments.
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Future service costs

The actuarial valuation of the Schemes as at 31 March 2013 showed
that the future service cost of the Schemes, as a whole, was 28.8% of
payroll. The future service cost of GUS was 28.6%.

These costs have actually reduced compared to the future service
costs calculated as at 31 March 2012, which were 32.6% for the
Scheme as a whole and 32.0% for GUS. This reduction is primarily
due to changes in actuarial assumptions between 2012 and 2013.

We have been provided with summary data as at 31 March 2014, as
provided to GAD for the purpose of the Government’s accounts. Using
this, we have been able to independently validate the future service
costs and can confirm they look reasonable.

Cashflow projections

Whilst the future service cost of the Schemes appears to have
reduced, the cashflow projections of the Schemes — which take
account of ongoing benefit payments — show a very different story.
The graph below shows the projected net benefit outgo of the
Schemes as a whole, net of employee and employer contributions.

The graph above is taken from the 2013 modelling carried out by
Hymans Robertson and suggests there is a “funding gap” (in terms of
the Schemes’ cashflows) which levels out at around 23% of payroll in
the long-term.

The theoretical cost of the Schemes is the future service cost which
was calculated to be 28.8% as at 31 March 2013 for the Schemes as
a whole. The average employer contribution rate is currently around
6% (across all Schemes), whilst members are currently paying around
6.4% on average, giving a total of 12.4%. Therefore, the “theoretical
gap” between the future service cost (28.8%) and the total ongoing
contributions (12.4%) amounts to around 16.4% of payroll.

However, the “funding gap” referred to in the 2013 modelling,
represents the difference between the contributions received and the
benefits currently being paid out, which has been modelled to be
around 23% of payroll in the long-term.

A number of suggestions have been made as to how to deal with this
“funding gap” and these are considered in Part 2 of this report.

Firstly, however, in the following chapters we seek to validate or dispel
the existence of the long-term “funding gap” and the actuarial figures
behind it, commenting in turn on the data used (chapter 4), the
modelling methodology (chapter 5), the assumptions (chapter 6), and
finally the modelling of the Pensions Reserve (chapter 7).
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| Cashflow projections

4. Data

In May 2008, Hymans Robertson undertook a review of the pension
arrangements for the Isle of Man Government. They presented their
findings in a report dated May 2008. A further report dated November
2009 examined an appropriate design for GUS. We understand these
two reports formed the basis of the review going forwards.

This chapter examines the data used in the cashflow
modelling and costings referred to in the JWG report. This
includes:

Brief overview e« Comments on the data used in the original costings
when the new scheme was first set-up.

Information
reviewed

Conclusions and
recommendations

e« Comments on the data used in the revised costings

carried out in 2014.

The following documents were reviewed in this chapter:

Cashflow Modelling report, dated September 2014.
Data report for the 2013 valuations, dated April 2014,
Report titled ‘Independent Review of Public Servants’
Pensions’ by Hymans Robertson, dated May 2008.
Report titled ‘Unified Pension Scheme Design for Public
Servants — The Way Forward’ by Hymans Robertson,
dated November 2009.

In our opinion, the data used for the original projections
had some shortcomings. However, in conclusion, we
believe that this data was fit for the purpose of
producing cashflow projections for the initial review,
particularly given the limitations of the data available at
the time.

The data which has been used in the 2014 (most
recent) modelling appears to be vastly improved from
that previously used.

The revised data has been through a validation
process, and some deficiencies in the previous data
have been corrected.

There are still some uncertainties within the data, but
having discussed these with Hymans Robertson, we do
not believe these are significant.

Without having undertaken our own data validation, we
conclude that the data used in the revised projections
appears to be a reliable and appropriate data-set for
the modelling exercise undertaken.

In September 2014, Hymans Robertson undertook some revised
cashflow modelling for the PSPA to examine the position of the
Schemes following its implementation. This is detailed in their report
titled ‘Cashflow Modelling’, which was used in the JWG report to
Tynwald dated December 2014.

| Original cashflow projections - data

Appendix F and Appendix | of Hymans Robertson’s report of May 2008
summarised the data used in their initial review of the pension
arrangements. It is our understanding from discussions with Hymans
Robertson, that this data was used throughout the review process.

The data wused included individual member data as at
31 March 2006, which was provided by the superannuation team of
the Isle of Man Government. We understand that, due to the number
of different arrangements, and ongoing changes to the administration
system, as well as the problems inherent in managing such large
public sector arrangements, it was difficult to collate the required data.

However a data-set was used which, having discussed this with
Hymans Robertson, we believe was sufficient for the purpose of
generating cashflow projections to be used in evaluating the relative
merits of different scheme design options.
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A full validation of the data was not carried out, although a number of
issues were identified. These are summarised below, together with our
assessment of the significance using the following key:

Significance of uncertainty

Impact could be significant

Impact not likely to be significant

Impact insignificant

Description of uncertainty Action taken
ACTIVES

Part-time hours histories None
incomplete or inconsistent

Salary information missing
for 331 members

DEFERREDS

Salaries approximated by using
approximate average salary.

Files for some scheme None
leavers were incomplete

ALL MEMBERS

Have not reconciled None
membership changes to the
previous actuarial review

Assumed active members of
the Police, Fire and
Judiciary schemes accrue
benefits in line with the UK
civil service scheme

This is a simplification applying to a
small proportion (around 4%) of the
total membership.

Hymans Robertson used a number of estimates and approximations
for some of the data, although from our discussions with them, we
understand these are not thought to have had a significant impact on
the cashflow projections.

In summary, in our opinion, the data used for the original projections
had some shortcomings for the following reasons:

* The data used was as at 31 March 2006, and was used to
determine the cost of a scheme which was not set-up until
1 April 2012. Therefore it is likely that the data used may have been
out-of-date, and more up-to-date data would have given a more
accurate representation of the future cost of GUS.

* A full validation of the data was not carried out. Therefore, there
could have been gaps or errors in the data which were not
identified, which may have been identified if full validation had been
carried out. It would have been preferable to use fully validated
valuation data.

» Several uncertainties in the data have been identified (see table
above), some of which have the potential to impact on the cashflow
projections.

However, in conclusion, we believe that this data was fit for the
purpose of producing cashflow projections for the initial review,
particularly given the limitations of the data available at the time.

B Revised cashflow projections - data

The revised modelling as at September 2014 was based on the
membership data used for the 2013 actuarial valuation of the
Schemes. This data is summarised in Hymans Robertson’s report,
‘Data report for 2013 valuations’, dated 16 April 2014.
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This data was collected from the new administration system and is
considerably improved. This data-set also has the advantage over the
original data-set in that it is valuation data which has been fully
validated, which provides comfort over its reliability. Indeed the data
report states data validation was carried out on individual records and
any gueries were sent to the PSPA.

Further validation was performed which resulted in the following
changes and assumptions being made about the valuation data
(again, shown with our assessment of the significance):

Description of uncertainty Action taken

ACTIVES

1,190 active members (13% Added one year to the 2012 data set, or
of active membership) had assumed that part-time hours had
no service on their records. continued since date of joining.

250 active members (3% of
active membership) who
joined recently had no
salary information.

Salaries approximated by using
approximate average salary.

75 members joined after the Members were removed from the data
valuation date. set.

Several members were
missing up-to-date salary
data.

A number of members were
over their Normal
Retirement Age and some
were found to be no longer
in service.

Old salary information was sourced and
updated in line with pension increase

orders.

Pensions were estimated for those now
deferred or retired. Deceased members

were removed from the data.

111 members (1% of active
membership) were allocated
0% part-time percentages.

DEFERREDS

40 members (1% of deferred
membership) had zero
deferred pensions.

ALL MEMBERS

388 members (2% of total
membership) changed
status after the valuation
date.

These were casual workers and were
given a 2% part-time percentage.

Insufficient data meant these members
were excluded from the data.

Status changed back to status at
valuation date.

In summary, in our opinion, the data used for the revised projections
was much improved over the data originally used. This is for two
reasons:

1. The data was up-to-date

2. Data validation was carried out

Therefore, the data as a whole appears to be reliable. Indeed, most of

the data gaps from the original projections appear to have been
rectified. There are still some uncertainties within the data, as
identified by Hymans Robertson and as detailed in the table above.
However, these are less significant than those in the previous data-
set and we don't believe these will have a material impact on the
modelling.

Without having undertaken our own data validation, we conclude that
the data used in the revised projections appears to be a reliable and
appropriate data-set for the modelling exercise undertaken.
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5. Cashflow Modelling — Methodology

Brief overview

Information
reviewed

Conclusions and
recommendations

This chapter examines the cashflow modelling methodology
which has been undertaken so far by Hymans Robertson.
This includes:

¢ A summary of the cashflow modelling undertaken.

e Our views on the modelling methodology undertaken.

The following documents were reviewed in this chapter:

e Cashflow Modelling report, dated September 2014.

e ‘Variations on cashflow projections’ draft paper by
Hymans Robertson, dated March 2010.

e Joint Working Group report, dated December 2014.

e The modelling undertaken by Hymans Robertson prior
to 2013 was based on net benefit outgo, alongside an
affordability measure to determine the “affordability
gap”. Under this approach, employer contributions were
not clearly defined.

e The 2013 modelling approach built employer
contributions into the projection of net benefit outgo to
determine the “funding gap”. This results in a much
clearer picture of what is required in the future and in
our view, is a much more appropriate measure of
affordability.

¢ In conclusion, we believe the modelling methodology
approach adopted in the 2013 modelling together with
the concept of the “funding gap” as a measure of
affordability to be appropriate.

| Ccashflow modelling — 2012 projections

It is our understanding that Hymans Robertson produced a cashflow
analysis as at 1 April 2012 and presented this in a report dated
July 2013.

The purpose of that analysis was to assess whether the reform of the
Schemes had led to these being more affordable in the long term. The
cashflow projection produced as at 31 March 2012 is shown below.
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This modelling was based on the following method:

* Benefit outgo and contribution income for all Schemes was
projected using membership data as at 31 March 2012, using
assumptions that were adopted for the 2005 actuarial valuation
of the Isle of Man pension arrangements.

» The difference between benefit outgo and member contribution
income was calculated as the “net benefit outgo”, and has been
expressed in the above graph as a percentage of pay (red line).

» Employer contributions were not recognised in this projection
and were instead included within the “Affordability” projection
(see below).

» An ‘affordability measure’ was derived which represented the
level of employer and Government contribution deemed
affordable by the Treasury.

e This affordability measure was initially set as part of the
affordability analysis carried out for the reform purposes. It was
derived from the 2005/06 net benefit outgo and projected
forwards based on actual and assumed (7.5% pa) GDP growth.
This was assumed to be a proxy for the level of contributions
employers and Government would be able to afford in the
future. This ‘affordability measure’ was also expressed in the
above graph as a percentage of pay (green line).

« The difference between “net benefit outgo” and the
“affordability measure” represents the “affordability gap”, or
the additional funds which need to be found.

Sensitivities were also produced to analyse the effect of GDP growth
being lower than 7.5%, and these were considered as part of the
review. Hymans Robertson have since carried out revised cashflow
projections based on more recent data, which we discuss below.

| cashflow modelling — 2013 projections

The revised projections produced by Hymans Robertson as at
31 March 2013 are based on the 2013 valuation data (as discussed in
the previous chapter), and the 2013 actuarial valuation assumptions
(which are discussed in the next chapter).

The 2013 projections take a different approach to expressing net
benefit outgo and affordability. Most notably, employer contributions
are now included within the net benefit outgo projection. The additional
funds which need to be met are represented by the “net benefit outgo”.
This measure is now referred to as the “funding gap”.

The ‘affordability measure’ which had been used previously, was used
partly because of the lack of employer contribution data available at
the time. In the absence of this information, this measure was a
reasonable proxy for the level of affordability, and the assumption of
7.5% pa growth was not unreasonable given the high levels of GDP
growth that had been experienced in the past.

However, now that further data is available, it is our opinion that the
‘funding gap’ measure is a much clearer representation of the cost
requirements. The new projections account more accurately for the
employer contributions which are to be paid into the Schemes, and
are forward-looking rather than being based on historic benefit outgo.

Separating the employer contributions and Government contributions
in this way means that the Schemes can be designed to be self-
sufficient, without the need for additional government funding.

A detailed analysis of the progression from the 2012 projections to the
2013 projections was carried out by Hymans Robertson, and we
describe this below.
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| Cashflow modelling — analysis of 2012 versus 2013 projections

The cashflow projection produced across all Schemes as at
31 March 2013 is shown in the graph below.

The previous affordability measure is included as a dotted green line
for comparison purposes. This shows that the net benefit outgo which
needs to be met by government alone (employer contributions
having already been taken into account in the net benefit outgo)
exceeds the previous measure of affordability in every year between
2014/15 and 2029/30.

The key aspects of this graph are the two red lines as these represent
the 2012 and 2013 net benefit outgo projections. In their 2014 report,
Hymans Robertson explained the difference between the two
projections, and we examine these explanations below.

The difference between the 2013 net benefit outgo (solid red line) and
the 2012 net benefit outgo (dotted red line) was broken down into
three parts:

1. Impact of 2013 valuation data
2. Impact of changing the inflation assumptions
3. Impact of allowing for employer contributions

1. Impact of 2013 valuation data

The 2012 projections were based on membership data as at
31 March 2012, whereas the 2013 projections were based on the
valuation data as at 31 March 2013.

From discussions with Hymans Robertson, we understand there were
some significant issues with the data provided in 2012, and using the
more up-to-date data had the effect of increasing the net benefit outgo
as shown by the blue line in the graph below. We have already
commented in the previous chapter on the suitability of the data used
in the most recent modelling.
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2. Impact of changing the inflation assumption

The initial assumption during the reform process was that the measure
of inflation would be the increase in the RPI, which was assumed to
be 3% pa in the long term. Therefore, the 2012 projections reflected
this approach. The Government’s measure of inflation was changed
from RPI to CPI during the reform process and the 2013 modelling
reflected this change, adopting an assumed rate of inflation of 2% pa.

The result of this change is that future benefits are projected to be
lower, and so net benefit outgo has decreased. This is shown in the
graph below, and in our opinion the impact looks reasonable.

Note: the graph above shows the change as a result of the different
inflation assumption, from a starting point of the projections using the
new data (blue line) to the yellow line.

3. Impact of allowing for employer contributions

As we have already discussed, the 2012 projections made no
allowance for employer contributions in the net benefit outgo
projection. Instead, there were accounted for implicitly in the
affordability measure.

The 2013 projections do make allowance for employer contributions
in the net benefit outgo projection. Details of the employer
contributions which have been allowed for, are set out in Hymans
Robertson’s 2014 ‘Cashflow Modelling’ report. The effect of these
changes is shown in the graph below, starting from the projections
using the new inflation assumption.

As a quick check, given the average employer contribution is broadly
around 6% pa, this is consistent with the reduction shown in the graph
above.
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§ “Funding gap”

The line in the graph above represents the projected net benefit
outgo under the 2013 projections. This is shown more clearly in the
graph below (with all other lines removed).

The graphs above represents the projected net benefit outgo in
monetary terms, but expressed as a percentage of payroll. This is the
“funding gap” which has been identified as needing to be addressed
as part of the proposed reforms.

The graph above shows that the “funding gap” is expected to level off
at around 23% of payroll in the long term.

| Conclusion

In conclusion, we believe the modelling methodology approach
adopted in the 2013 modelling together with the concept of the
“funding gap” as a measure of affordability to be appropriate.

This is subject to any issues we have raised in chapters 4 and 6 in
relation to the data and assumptions used in the projections.
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6. Assumptions

This chapter examines the assumptions which have been
used in deriving the cashflow projections used in the JWG
report. This includes:

e A summary of the assumptions used in the cashflow
projections prior to 2013, and the revised subsequent
2013 cashflow projections.

e A critique of the assumptions used and their
appropriateness for the cashflow modelling.

The following documents were reviewed in this chapter:

e Cashflow Modelling report, dated September 2014.

e Report ‘2013 Actuarial Valuation — Assumptions’, dated
21 March 2014.

e Report ‘2013 Actuarial Valuation — Assumptions’, dated
7 May 2014.

e ‘Independent Review of Public Servants’ Pensions’
report by Hymans Robertson, dated May 2008.

e ‘Unified Pension Scheme Design for Public Servants —
The Way Forward’ report by Hymans Robertson, dated
November 2009.

e Actuarial Valuation Report as at 31 March 2013, dated
September 2014.

e The assumptions used by Hymans Robertson for the
revised cashflow projections are those which were used
for the actuarial valuation as at 31 March 2013. In our
view, this is a reasonable approach.

¢« We have reviewed each of the assumptions in turn and
believe these to be appropriate for use in the cashflow
modelling.

e We comment further on the investment return
assumption for the Pension Reserve in chapter 7.

Brief overview

Information
reviewed

Conclusions and
recommendations

| Cashflow projections - assumptions

Appendix | of Hymans Robertson’s report of May 2008 sets out the
assumptions used in their initial review of the Schemes. Further
information is provided in Appendix F of the November 2009 report.

It is our understanding from discussions with Hymans Robertson, that
these assumptions were used throughout the review process. These
assumptions were also those used by the UK Government Actuary’s
Department (“GAD”) for the actuarial valuations as at 31 March 2005
of the public service schemes.

The assumptions used for the revised cashflow projections are those
which were used for the 2013 actuarial valuation. Details are provided
in the report ‘2013 Actuarial Valuation — Assumptions’, dated 21 March
2014. A summary of the two sets of assumptions is provided below.

Assumption Initial projections: Revised projections:
P 2005 assumptions 2013 assumptions

Dlscount rate 5.8% 5.0%

| Inflation (RPI) | (RPI) 3.0% 3.0%

Inflation (CPI) - 2.0%

Salary increases 4.5% 4.5%

Pension increases 3.0% 2.0%

Mortality assumptions PA92 long cohort Club Vita tables,
improvements and age improvements of

adjustments as 1.25% pa

appropriate

We first consider what we believe would be an appropriate basis for
the cashflow projections, before examining each of the key
assumptions in more detail.
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B Appropriate projection basis

When projecting future cashflows for the purposes of modelling future
net income and scheme design, it is important that the assumptions
represent a “best estimate” of future experience. That is the cashflows
projected are just as likely to overstate as understate the actual
cashflows experienced.

Ordinarily when carrying out an actuarial valuation of a funded
scheme, the assumptions are required to be “prudent”, i.e. to
purposely overstate the value of the liabilities in order to give a margin
for prudence. Here, the Schemes are unfunded so there are no
reserves (prudent or best estimate) and the promised benefits are
instead backed by government guarantee.

Therefore, it is appropriate to use best estimate assumptions for the
valuation of accruing benefits. Using the same assumptions for the
valuation basis and to project future cashflows for modelling purposes
is therefore a reasonable approach.

We now consider each of the key assumptions in turn.
Discount rate

In a funded scheme, the discount rate is one of the most important
assumptions in the valuation basis. This places a value on the
expected future benefits in today’s terms, and effectively takes
advance credit for the expected investment returns on the assets.

An unfunded scheme does not have a fund of assets and so the
discount rate assumption is not relevant in the same way. However, it
Is still important as it is used to determine the cost of future benefits,
although it does not have any connection to the assets of the scheme.

The financial assumptions for the 2012 valuations of the UK unfunded
schemes were set in line with guidance from UK Treasury, and this
includes the ‘Superannuation Contributions Adjusted for Past
Experience’ (“SCAPE”) real discount rate of 3% pa. This real discount
rate is the difference between the discount rate and the Consumer
Prices Index (“CPI").

This assumption broadly reflects the level of real growth expected in
the economy. It was agreed for the 2013 valuation that this assumption
was appropriate for the Schemes.

The previous affordability measure used in cashflow modelling was
based on future GDP growth of 7.5% pa. This would correspond to a
real discount rate of 4.5% pa which would serve to reduce the value
placed on the liabilities of the Schemes as at 31 March 2013. In light
of the real return agreed with the Isle of Man Government for the 2013
valuation, with hindsight the previous assumption of GDP growth used
in the affordability measure looks optimistic.

The key area where the discount rate assumption is used in the
cashflow projections is in projecting the future returns on the Pension
Reserve. Here, it is very important that the assumption reflects the
current and future investment strategy of the Reserve. We consider
this in detail in chapter 7.

Inflation — CPI

The inflation assumption is key to projecting the future benefit outgo
of the Schemes. Other assumptions such as the level of salary
increases and pension increases are based on this assumption.



Isle of Man Public Sector Pension Authority: Pension Review

Page 24

The report ‘2013 Actuarial Valuation — Assumptions’ confirms that the
assumption used is a best estimate of long-term future inflation. The
assumption of 2% pa represents the UK Government’'s long-term
expectation for CPI inflation.

This is a different approach to that taken in 2005, where the inflation
assumption was derived by looking at the difference between fixed
interest and index linked UK gilt yields (i.e. a market estimate of future
inflation). Market data as at 31 March 2013 shows a long term
estimate for RPI inflation using this approach is 3.7% pa.

We understand that this assumption was discussed with Treasury and
it was decided to use the long-term estimate rather than a market
based assumption.

Inflation — RPI

Hymans Robertson give their ‘best estimate’ of the long-term gap
between RPI and CPI as 1% pa. This results in an RPI assumption of
3% pa, based on the CPI assumption of 2% pa.

Historic and future expected differences between RPI and CPI imply:

» Historic difference is 0.75% pa;

* The Office for National Statistics (“ONS”) suggests the “formula
effect” currently explains 1.0% of the difference. That is, the
difference due to the different way RPI and CPI are calculated;

« The Office for Budget Responsibility (“OBR”) forecast to 2016
shows a difference of 1.3%.

Given the historic and future evidence above, an assumption that the
gap between RPI and CPI is 1% pa appears to be reasonable.

The CPI assumption of 2% pa is lower than the market is currently
predicting (which would be 2.7%, derived as 3.7% for RPI as at
31 March 2013 less 1%).

Whilst an assumption in line with the UK Government’s long-term
expectation is entirely reasonable, an increase in this assumption
could be justified. This would serve to increase the value placed on
the liabilities, as well as the expected future cashflows.

Salary increases

Both the 2005 and 2013 valuation assumptions set the assumed level
of salary increases as 1.5% above the RPI inflation assumption. The
PSPA may have a view on whether this is a reasonable level, but in
our experience, this does not seem unreasonable in the long-term.

There is also an allowance for promotional increase to salaries in
addition, and the combined effect of these may be to overstate total
salary increases, and therefore this may merit further investigation.
Also UK public sector salary increases are currently restricted. If
similar restrictions apply in the Isle of Man in the next few years these
could be reflected in the costings.

However, neither of these potential adjustments is likely to significantly
affect the funding gap because it affects both the income and benefit
outgo. Indeed, sensitivities produced by Hymans Robertson as part of
their 2013 cashflow modelling indicate that limiting salary increases to
2% pa, has a negligible effect in the short to medium term, and only a
small reduction in net benefit outgo in the long-term.
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Longevity

The assumptions for future longevity are another key assumption in
projecting future cashflows and the length of time a member will live
in retirement can have a material impact.

The 2005 valuation assumption was in line with the PA92 base tables,
with a +1 year age adjustment. Mortality improvements were in line
with the long cohort mortality projections.

The 2013 valuation assumption is based on the Club Vita tables. This
Is a fund-specific longevity table based on the specific characteristics
of the Schemes’ membership. Therefore, in theory, this should give a
more accurate estimate of the longevity of the Schemes provided that
there is sufficient data on which to draw credible analysis.

The assumptions for future improvements to longevity are based on
the CMI 2013 Model. In basic terms, the assumption is:

* The rate of improvements has not yet peaked and so will
continue to rise;

* The rate of improvements will stabilise at around 1.25% pa,;

* Improvements decline after age 90, and no improvements are
seen at ages 120 and over.

Broadly this seems to be a reasonable approach to take. Estimates
produced by ONS use a central (best estimate) assumption of
1.2% pa improvements in longevity, and so an assumption of
1.25% pa seems a sensible level.

Cash Commutation

Of the remaining demographic assumptions, perhaps they key one is
the allowance for cash commutation. The current assumption is that
future pensioners are assumed to elect to exchange pension for
additional tax-free cash up to 50% of the maximum amount permitted.

The current cash commutation factor is 18:1. That is, for every £1
given up at retirement, a member receives £18 of tax free cash. Very
approximately this might be reasonable for a member aged between
60 and 65, on the 2013 actuarial valuation basis. For anyone younger
than this, a factor of 18:1 is penal.

It is common for cash commutation factors to be set on a basis which
means that each time a member commutes pension for cash, there
will be a saving (on the actuarial funding basis) to the scheme. Having
an allowance for cash commutation in the funding basis should reduce
the value of the liabilities. Depending on the cash commutation factors,
this can have a significant effect.

The factor of 18:1 looks to be broadly cost neutral for a member retiring
between age 60 and 65. Therefore for GUS, where sections 1-6 are
assumed to retire at age 60, the assumption for commutation should
not have a significant impact on the cost of the Scheme.

For those assumed to retire at younger ages, perhaps in the non-GUS
Schemes, an assumption for commutation reduces the cost, as the
commutation rate is more penal here.
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With regards to the cashflows of the Schemes, commutation can have
a significant effect as it moves some of the cashflows forwards into
one lump sum payment. Therefore, it may be useful to examine the
actual experience of the Schemes to determine whether 50% is a
reasonable assumption to make for the proportion of pension
exchanged for cash at retirement, to ensure that this effect is not
underestimated.

Other assumptions

The Scheme Actuary has also made an allowance for withdrawals and
ill health retirements.

Allowing for withdrawals reduces the value of the liabilities as pensions
increase in deferment in line with CPI which is lower than the salary
growth assumption. This will also serve to reduce the long-term
cashflow requirements.

The effect on short-term cashflows depends on the assumption for
new entrants to the Schemes as this will influence the contributions
coming into the Schemes. We understand it is assumed that any
leavers are replaced by another member on the same salary and so
contributions are assumed to be unaffected. Therefore, it is important
the withdrawal decrement is not too high, to ensure long-term
cashflows are not underestimated.

Allowing for ill health retirements should increase the value of the
liabilities as the value of pension is enhanced in such cases. Cashflow
requirements will also increase through paying the pension earlier
than expected. It is important this assumption is accurate to ensure
cashflows are as good an estimate as possible.

For the assumptions on family details, a varying proportion of
members are assumed to be married at retirement or on earlier death.
For example, at age 60 this is assumed to be 80% for males and 75%
for females. This seems a reasonable assumption, given our
experience in advising private sector pension schemes.

The analysis of surplus in the 2013 Actuarial Valuation Report, dated
September 2014, shows that variations from the demographic
assumptions have had a relatively small effect on the Schemes.
However, it may be worth investigating these assumptions further if
there is reason to expect a significant shift in future - for example an
increase or decrease in the rate of ill health early retirement.

| Conclusion

Considering each of the assumptions separately, and then as a whole,
we believe the basis used to calculate the cashflow projections is
reasonable.
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7. Pension Reserve

This chapter considers the Pension Reserve in greater

depth. This includes:

e Adiscussion of the Reserve itself and its intended
purpose.

e Consideration of the projections of the Reserve, and
the assumption for expected investment return.

Brief overview

. The following documents were reviewed in this chapter:
Information . . : :
Be— e Pension Reserve information, provided by lan Murray.
e Cashflow Modelling report, dated September 2014.

* We have been able to broadly replicate the projections
carried out by Hymans Robertson and believe the
predictions of when the Reserve might run out under
different scenarios to be reasonable based on the
assumptions adopted.

e One of the key assumptions is the expected investment
return of the Reserve. We have estimated what we
believe to be an appropriate return on the Reserve as
at 31 March 2013 and this is equal to the return
assumed by Hymans Robertson.

e However, we recommend that this assumption is
reviewed with each future projection, as this should be
a market related assumption consistent with the
expected returns of the investment strategy.

*  We also recommend that, following the outcome of this
review, further consideration is given to the investment
strategy of the Reserve. This is so that the investment
aims of the Reserve can be met and so that the
Reserve is managed effectively.

e Our own sensitivity estimates, show that the biggest
factor in maintaining the Reserve is reducing the
disinvestments required.

* Finally, we recommend that a formal process is put in
place for managing the use of the Reserve.

Conclusions and
recommendations

e Adiscussion on the investment strategy of the Reserve.

| The Pension Reserve

The Schemes operate alongside a Pension Reserve fund (“the
Reserve”) which is controlled by Treasury. The intention of this
Reserve is that it meets any part of the funding gap in any year which
cannot be met from the Isle of Man Treasury’s general reserves.

One of the key aims should be that calls on the Reserve are minimised
so that it is maintained for as long as possible. This is acknowledged
in the JWG report which says:

“It should be noted that contribution income under GUS was
never expected to rise to such a level that it exactly matched
benefit outgo, hence the existence of the Public Sector
Employees Pension Reserve Fund (“the Pensions Reserve”)
which was expected to be used on an ongoing basis to meet
any shortfall between pensions income and expenditure, albeit
that contribution increases and future lower benefits were
designed to prolong the life of the Pensions Reserve.”

If repeated calls are made on the Reserve which exceed its investment
income, then it will run out, and the funding gap will need to be
managed by another method. Either the Reserve will need to be
topped up by the Government, or contributions will need to be
increased so that they meet benefit outgo.

There appears to be no formal process determining how much should
be disinvested from the Reserve to fund pension benefit outgo in any
year. We understand the fund is operated at the discretion of Treasury.
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We recommend that a formal process for managing use of the
Reserve is put in place. In particular:

e The long term funding aim of the Schemes needs to be agreed.
l.e. are contributions intended to meet benefit costs, or is the
Reserve intended to meet part of this cost on a regular basis?

* The intended long-term purpose of the Reserve should be
explicitly stated. l.e. is it formal part of the funding of the
Schemes, or is it effectively a backstop to meet volatility in
cashflows?

» The scenarios in which the Reserve can be called upon need
to be clearly defined and the process for deciding how much
can be drawn needs to be formalised.

* The proportion or amount of any “funding gap” to be met by the
Reserve needs to be agreed (or at least minimum and
maximum parameters should be formally established), with the
remainder coming from the Government.

The above will enable the JWG to form a clear plan for the future of
the Schemes and ensure that an adequate and rigorous funding plan
can be implemented.

| The Pension Reserve - Projections

As part of the cashflow projections carried out by Hymans Robertson,
they have projected the rundown of the Pension Reserve. The
following graph shows the results of these projections as at
31 March 2013 on the 2013 actuarial valuation assumptions.

The green dotted line shows the projected Pension Reserve on the
assumption that benefits in excess of the assumed affordability
measure are met from the Reserve, i.e. assuming the Government will
contribute an amount equal to the total employer and Government
contribution in 2005/6 increased by 7.5% pa each year. This is in
addition to the employers continuing contributions at their current
level.

The solid lines are based on alternative scenarios, where a fixed
percentage of the projected funding gap is met from the Pension
Reserve each year. The remainder of the funding gap is assumed to
be met from the Isle of Man Treasury general reserves.

The chart shows that if more than 30% of the projected funding gap is
met from the Reserve, then it is expected to be extinguished by no
later than 2029.
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The projection of the Reserve is effectively a function of the cashflow
projections, which we have already discussed. Once the cashflows,
and therefore funding gap, has been projected, all that is left to do is
calculate how quickly the Reserve will be used in each scenario.

We have been able to broadly replicate the projections carried out by
Hymans Robertson and believe the predictions of when the Reserve
might run out under different scenarios to be reasonable based on the
assumptions adopted.

| The Pension Reserve — Investment return assumption

As at 31 March 2015, the value of the Pension Reserve was
£226.4 million. The speed at which this fund is expected to be used
up will depend on:

* The projected funding gap of the Schemes;
* The assumed investment return on the Reserve.

We have already considered the projected funding gap and so here
we consider the assumed investment return on the Reserve. The
Reserve is currently invested across two investment managers, and is

invested in the following asset classes:
Value as at Proportion of
Asset class 31 Mazg‘ 2015 Reserve Fund

UK Equities 66,051,255 29%
Overseas Equities 46,976,908 21%
UK Fixed Interest 32,836,221 15%
Overseas Fixed Interest 18,766,116 8%
Cash 49,802,827 22%
Other investments 11,205,275 5%

Total 225,638,602 100%

In their projections, Hymans Robertson have assumed an investment
return of 5% pa. This is in line with the 2013 actuarial valuation
discount rate, but was not set with reference to the expected return on
the individual investments of the Reserve.

A similar approach was adopted in the projections prior to 2013, which
assumed an investment return of 5.8% (the 2005 actuarial valuation
discount rate).

To consider an appropriate assumption for the expected investment
return on the Reserve, we first need to consider sensible assumptions
for each asset class.

Equities

A best estimate expected return on UK equities can be set by
compounding the dividend yield with the RPI assumption, and adding
an allowance for future real dividend growth. This method values the
expected income on UK equities at their market value.

The adjusted net dividend yield as at 31 March 2013 was 3.21%. The
RPI assumption is 3% pa (see chapter 6).

The graph below shows the UK equity dividends from 30 June 1955
to date, and projects them forward to 2035. (For ease of interpretation,
the graph is shown on a logarithmic scale.) The solid red line
represents the overall trend, which suggests a long term average real
dividend growth of 1.4% pa above RPI.
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Compounding the above factors, together with an expense allowance
of 0.5%, generates a best estimate expected return on equities, as at
31 March 2013, of 7.4% pa.

A best estimate return on overseas equities can be assumed to be
broadly the same as that on UK equities.

Fixed interest assets

Fixed interest assets usually comprise of gilts, index-linked gilts, and
corporate bonds. I consider each of these in turn below.

Gilts and index-linked gilts

The gilt yield is a very low risk rate as it represents a government
backed bond. An appropriate, market related assumption may be the
Bank of England spot rate less 0.1% for passive management
expenses. As we are considering a long term investment, a duration
of say 25 years may be appropriate (durations in excess of this are not
common in the market).

As at 31 March 2013, the 25 year Bank of England spot rate less 0.1%
was 3.3% pa. The expected return on index-linked gilts can be
assumed to be broadly in line with the return on gilts.

Corporate bonds

Corporate bonds are considered to be slightly more risky than gilts, as
they are backed by corporate debt rather than the government.

A reasonable assumption for the return on corporate bonds is set by
reference to the yield on the iBoxx Sterling non-gilt investment grade
over 15 years corporate bond index. The yield on this index was
4.1% pa as at 31 March 2013.

To reflect the risk of default (or downgrade below investment grade
and consequent sale at a loss) a deduction of 0.3% pa is appropriate.
A further deduction of 0.1% pa can also be made to allow for passive
management expenses. This gives an assumed return of 3.7% pa.

Cash

A reasonable assumption for assets held as cash is that they will
achieve a return in line with the Bank of England’s base rate. This
was 0.5% as at 31 March 2013.
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Expected investment return

We can now use the above assumptions for asset returns and apply
them to the current investment strategy to generate an expected return
on the Reserve.

In the absence of further information | will assume the following:

« UK fixed interest assets are split 50/50 between gilts and
corporate bonds;

* Overseas fixed interest assets will achieve a return similar to
that of corporate bonds. This is to allow for the additional risk
from investing overseas;

* We understand that ‘other investments’ include derivatives and
structured notes, which are held as part of a Diversified Growth
Fund (“DGF”). The aim of a DGF is to achieve equity-like
returns but with reduced volatility. Therefore, we will assume
that ‘other investments’ will achieve a return in line with
equities.

Applying the assumed investment returns to the investment strategy
of the Reserve gives an expected overall return at 31 March 2013 of
5% pa. This is equal to the expected return assumed by Hymans
Robertson in their projections. Therefore, we conclude that the
assumption adopted for the investment return of the Return is
reasonable, and consequently the projections are validated.

However, it is important that if the projections are updated in the future,
the assumed investment return on the Reserve should reflect current
market conditions. It should also reflect the expected future investment
strategy. Therefore, this assumption should be updated for each set
of future projections.

l The Pension Reserve — Investment strategy

It is important that the Reserve lasts as long as possible and is
managed effectively. The investment strategy forms part of this and
we recommend that investment advice is sought on how best to invest
the assets held in the Reserve. What follows should not be construed
as investment advice, but we have provided our view on the key issues
to consider when setting the investment strategy of the Reserve.

Maximising the investment return on the Reserve will ensure that it
lasts for as long as possible. From this point of the view, the greater
proportion of growth assets that the Reserve holds (such as equities
and property) then the higher expected future return. Low growth
assets, and in particular cash, will not help to achieve high returns. We
note that around 22% of the Reserve is currently invested in cash
which will be earning very low returns.

However, whilst it is desirable to maximise the investment returns on
the Reserve, it is possible that significant and repeated disinvestments
will need to be made from the Reserve. Therefore, it is also important
that the return on the Reserve is not overly volatile, and so
disinvestments will not ‘lock-in" poor returns. Therefore, less volatile
assets such as gilts and corporate bonds are desirable from this point
of view. It is also important to maintain enough liquid assets so that
disinvestments can be made as necessary. In this sense, cash and
other readily realisable assets are desirable.

A formal policy on how and when the Pension Reserve will be used
will help to align investment strategy more closely with cashflow
requirements. The current investment policy may be biased towards
lower yielding but more readily realisable assets because of the ad hoc
nature of calls on the Reserve.
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| The Pension Reserve — Sensitivities

The two key factors in the projection of the Reserve are the projected
funding gap and the assumed investment return. It is important that
the sensitivity of the projected Reserve to these factors is understood.

Whilst sensitivities of the projected funding gap have been provided,
for example the effect of inflation being different to that assumed, there
are no explicit sensitivities for the projected Reserve. It would be
useful to know how these sensitivities translate to the Reserve and the
effect on the period over which it is expected to last.

Sensitivities on the proportion of the funding gap to be met have been
provided. However, it would be helpful to show some more explicit
examples of the sensitivity to alternative conditions.

Using the information provided we have replicated the Pension
Reserve projections, and carried out some approximate sensitivities
on the investment return. We first considered the position if the
Reserve were invested fully in equities, and then if the Reserve were
invested in gilts. The table below shows the year in which the Pension
Reserve is expected to be used up, under these sensitivities.

Assumed investment return

Proportion of

. 3.3% pa 7.4% pa
funding gap met by (i.e. 100% (i.e. 100%
the Reserve invested in invested in
gilts) equities)
100% 2019 2019 2019
50% 2024 2024 2025
30% 2029 2030 2033
15% 2038 2038+ 2038+

Reserve remaining at

31 March 2039 (15%) il 2] 2l

The following conclusions can be drawn from these figures:

* When the entire funding gap is met by the Reserve, the
disinvestments are so significant that the investment return has
very little effect on the life of the Reserve, and it is expected it
will be used up by 2019 regardless of the investment strategy.

» Disinvestments from the Reserve have to be relatively small for
the investment return to have a significant impact on the life of
the Reserve. Even when just 30% of the gap is met by the
Reserve, around a 4% increase in investment return adds just
4 years to the life of the Reserve.

* Once disinvestments reach a low enough level (around 15% of
the funding gap), investment returns begin to exceed
disinvestments from the Reserve, and the Reserve continues
to grow. This can be seen where 15% of the gap is met by the
Reserve, and returns are estimated to be 7.4% pa.

These conclusions imply that the biggest factor in maintaining the
Reserve is reducing the disinvestments required, rather than the
investment return on the Reserve.

This is not to say the investment strategy of the Reserve is not
important. The volatility and liquidity of the Reserve should be
managed appropriately, and it is important the Reserve is invested to
make best use of the funds.
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8. What Does Sustainability Mean?

This chapter considers the future of the Schemes and the

issues which need to be considered to ensure they are

sustainable going forwards. This includes:

e Adiscussion of the savings which are required.

Brief overview e How these savings may be met within the Schemes.

e Comments on our understanding of the cost sharing
mechanism being introduced from 2020.

e A description of two alternative approaches for how the
cost sharing mechanism could operate.

Information The following documents were reviewed in this chapter:
reviewed e Joint Working Group report, dated December 2014.
e Cashflow Modelling report, dated September 2014.

e The position of the Isle of Man pension arrangements is
unique in that the cashflow position is so important. In
other large unfunded schemes, such as in the UK,
there is generally much greater flexibility for the
Government to meet any shortfalls which may emerge.

e The Isle of Man does not have this flexibility, meaning
the Schemes need to be much more self-sufficient. This
increases the focus on cashflows.

e Any changes which are brought in should be fair to the
current members of the Schemes.

e Instead future accrual should be designed to give
members an adequate retirement income when taken
together with state pension. Member contributions
should then be a reasonable proportion of the cost of
these benefits.

e The role of the Pension Reserve must be clarified.

*  We have reviewed the proposed cost sharing
mechanism and propose two alternative approaches.

e The current agreement is that cost sharing will not be
introduced until 2020. Depending on the approach
taken earlier introduction may be needed.

Conclusions and

recommendations

In Part 1 of this report we reviewed the current position of the Schemes
and the “funding gap” which has been identified by Hymans
Robertson. This was shown to be currently around 15% of
pensionable pay, but is projected to eventually rise to 23% of
pensionable pay.

In Part 2 of this report we now move on to consider how the identified
“funding gap” may be closed.

B The required savings

As we have already discussed, the public sector pension provision on
the Isle of Man is a collection of unfunded pension schemes.

This means there is no fund of assets with which to pay pensions, and
SO current contributions are used to pay the pensions of those
members who have already retired.

Therefore, there are two aspects to the ongoing cost of the Schemes:

1. The future service cost. This represents the cost of the benefits
which are currently being built up.

2. The cashflows which are required to pay the benefits of the
Schemes. This represents the cost of the benefits already
accrued.

The mechanics of the Schemes means that members are paying for
the previous generation’s benefits, rather than their own.
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Therefore, in determining the long-term affordability of the Schemes,
two things need to be considered:

1. That contributions being paid now are sufficient to meet the
short-term benefit obligations which have already been
accrued. In this sense this is a legacy issue and contributions
need to be sufficient to meet these past service benefits.

2. The cost of future service benefits, i.e. those that are currently
being built up need to be at an appropriate level so that they
are both adequate and affordable in the future. So, when
benefits are in payment in 30 years’ time, say, contribution
levels at that time don’t have to be set at an unreasonable level
to pay for them.

The position of the Isle of Man pension arrangements is unique in that
the cashflow position of the Schemes is so important. In other large
unfunded schemes, such as in the UK, there is generally much greater
flexibility for the Government to meet any shortfalls which may
emerge.

The Isle of Man does not have this flexibility meaning the Schemes
need to be much more self-sufficient. This increases the focus on
cashflows.

| Addressing the problem

A number of suggestions have been made as to how to deal with the
“funding gap” which has been identified and these are considered
individually in the following chapters.

Our assessment is based on the following principles:

The benefits members have accrued should not be cut
back. So, for instance, any change to accrual rates, definitions
of pensionable pay, taxation treatment of pension
commencement lump sums, etc., should apply only to benefits
built up in the future.

Similarly the exercise of member options in respect of
accrued benefits (such as the age at which early retirement

can be taken) should not be restricted.  Restrictions are likely
only to delay cashflows rather than reduce the long term cost
and can have unpredictable results (such as a rush to retire
before new restrictions are imposed).

The above principles mean that over the short and medium
term, the funding gap can only be covered by additional
contribution income

The role of the Pension Reserve must be clarified. For
example, will it make a regular contribution or will it be used
only to cover volatility in cashflows so that schemes need to be
broadly self-sufficient? This will influence the level of
contributions required.

Employers will underestimate the true cost of employment

of new staff if employer and employee contributions do not
cover the cost of future accrual. Although ultimately
additional employer contribution may have to be supported by
the Government, the discipline of having to make realistic
contributions will help employers remember these costs.
Realistic contributions should be far fairer amongst
employers than the current system where contribution
rates differ greatly in a way which is not necessarily related

to the benefits offered.
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The benefits granted for future accrual will largely determine the
eventual cost in the longer term. These should be designed
to give members an adequate retirement income when
taken together with state pension.

Member contributions should then be a reasonable
proportion of the cost of these benefits. It does not seem fair
to ask members to pay a contribution which is much higher than
value of the benefits they will be receiving themselves. This
would effectively be asking them to pay for legacy issues.
Therefore, the gap between the current contribution rate and
the future service cost needs to be as close as possible, within
the objective that contributions meet benefit outgo.

Member communication will also be crucial. For example,
consider members paying 8% pa, while employers pay 20% pa
(total of 28% pa). If the future service cost is say 20%, members
may feel hard done by if they perceive their contribution is going
towards paying current pensions. Instead, this can be viewed
as an 8% contribution from the member and a 12% contribution
from employers in respect of future service benefits, plus an 8%
contribution from employers in respect of legacy benefits.

l Cost sharing — proposed mechanism

The rules of GUS set out the broad principles of a cost sharing
mechanism (although the Scheme Actuary has considerable
discretion in how this operates).

This is the mechanism for sharing any change in the cost of benefits
between members and employers. Cost sharing is intended to protect
the future sustainability of the Schemes. It was agreed that this
mechanism will not be introduced until 2020. In summary the broad
principles are:

The cost of GUS will be examined following each actuarial
report, or cost sharing review;

The Scheme Actuary must produce a recommended
contribution rate, to derive a “Cost Change Amount”;

The PSPA will determine which part of this additional cost is
met by employers and by members, and this is then split
25%/75% between employers and members.

Crucially, the JWG report states that “...Cost sharing is not therefore
an assessment of future cash flow requirements...” Indeed, as part of
the detailed design of the Scheme, it was agreed:

Cost changes would be reflected primarily through contribution
rates rather than benefit changes;

Measurement would be against the underlying cost of benefits
(not cash contributions);

The measurement of factors impacting on cost sharing should
be as objective as possible, and not be capable of being
influenced by the Government.

Early action should be taken to ensure costs do not get out of
hand.



We now consider some of the key aspects of the mechanism in more
detail.

Method for determining the Cost Change Amount

The agreed approach is that measurement of the cost will be against
the underlying cost of benefits, rather than cashflow requirements.
This might be taken to imply that it is the future service cost which will
be used as the cost measure.

The rules of GUS do not specify whether or not past service is to be
included in deriving the cost change amount. However, the JWG
report states that all service since 1 April 2012 (and any transferred in
service) should be included in this cost measure, and the PSPA’s
sharing proposal suggests that all past service should be included.

There was no evidence of this in the 2013 actuarial valuation report as
costs were split into Past Service Liability and Future Service Cost.
The mechanism for arriving at the cost change amount, and the extent
to which past service is included, should be agreed and documented
so that the cost sharing process is clear.

We have already discussed at length in this report the importance of
contributions meeting the cashflow requirements of the Schemes.
Therefore, it might seem sensible that the “Cost Change Amount”
determined as part of the cost sharing mechanism should allow for
past service as this will provide a better link to the cashflow
requirements compared to solely looking at the future service cost.

However, inclusion of past service in the calculation is likely to greatly
increase the volatility of the recommended contribution rate and
therefore the “Cost Change Amount”.

For example, consider the impact of a pay rise to active members of
10% more than expected in a single year. This has absolutely no effect
on the contribution rate needed for future service benefits because the
contributions on the additional salary will match the increased benefits
due to the extra pay rise.

However, if past service benefits are included within the “Cost Change
Amount”, then there will be a cost as past service benefits will now be
10% higher than expected and extra contributions will be needed to
cover this.

Factors to be covered by the cost sharing mechanism

The following factors have been agreed to be included in the cost
sharing mechanism: mortality assumption changes, pay increases,
benefit changes, demographic experience and member options.

We would extend this to cover changes in the inflation assumption and
inflation experience. Broadly the cost sharing mechanism should
cover most changes to the cost of the benefits, except for the change
in the discount rate used which does not impact on the actual cost of
benefits. To ensure this is the case, at each valuation two costs will
need to be derived: the future service cost on the new discount rate
and the future service cost on the previous discount rate.

Method for dealing with cost changes

The agreed approach for dealing with cost changes is through
contributions rather than benefit changes. We agree with this in
principle, as it is not desirable to be persistently changing the benefits
of the Schemes. However, it is also not desirable to be continually
increasing contributions, or to increase them by large amounts.



Therefore, perhaps it may be appropriate to deal with short-term
variations (e.g. higher than expected inflation) in cost through
contributions, and long-term shifts (e.g. changes in longevity) through
benefit changes.

The key here is to put in place a benefit structure which is designed to
reduce the risk of escalating costs. We consider this in later chapters.

Finally, it has been agreed that early action should be taken to avoid
an escalation in costs. We agree this to be a sensible approach and
that any changes should be implemented as soon as possible
following a cost sharing review. We also agree it is sensible to phase
in any contribution changes, to avoid excessive pressure on members
and to avoid an increase in member opt-outs.

When to introduce cost sharing

The current agreement is that cost sharing will not be introduced until
2020. However, the current JWG review could be viewed as
introducing cost sharing earlier if contributions are increased and/or
benefits are reduced.

If changes are introduced following the JWG review, to the extent that
these are sufficient to relieve the pressure on the Pension Reserve,
no further contribution changes should be necessary, particularly in
the short term and cost sharing need not be introduced before 2020.

Conversely, if no changes are made as a result of the JWG review, in
order to protect the future sustainability of the Schemes, the PSPA
might want to consider introducing cost sharing before 2020. As a
compromise, it could be agreed that for any cost reviews carried out
prior to 2020, only significant cost changes are acted upon. Depending
on the approach taken to cost sharing, it may be possible to agree that
additional costs arising in this period are met by the Pension Reserve.

l Cost sharing — two alternative approaches

The current proposed approach that cost sharing will include some
allowance for past service does seem to have introduced some
confusion. A clear plan for dealing with changes in both the future
service cost and cashflow requirements needs to be made.

We outline below two alternative approaches to cost sharing that
attempt to address changes in both the future service costs and
cashflow requirements. These are merely intended to provide high-
level ideas on how the cost sharing mechanism could operate, and
warrant further development and discussion.

Approach 1 — Cost sharing based on future service cost.

This approach assumes that the current JWG review will result in
contributions and benefits to be set at a level such that cashflow
requirements, both in the short and long-term, should be met in full
without the need to draw on the Pension Reserve. That is, the
Schemes become self-sufficient.

In doing so, the contribution rate and the future service cost should
ideally be as close to each other as possible to ensure the contribution
rate is fair to members, but this should be within the remit that
contributions are sufficient to meet the cashflow requirements of the
Schemes.

With regards to future changes in cost, these can be dealt with in two

ways:

» Firstly, any changes in the future service cost (as measured at
each actuarial valuation) should be dealt with through cost sharing.

» Secondly, any additional cashflow requirements which arise on an
annual basis through volatility of cashflows should be drawn from
the Pension Reserve.



To address the disconnect between the change in the cost of future
service benefits and actual cashflow requirements from year-to-year,
the Reserve can be used to regulate the cashflow requirements.

For example, if the cost sharing review suggested that the future
service cost has increased and therefore contributions must also
increase, but this occurs at a time when the cashflows do not require
it, then the “surplus” cashflow could be used to “top up” the Reserve.

Conversely, if the cost sharing review suggested that the future
service cost has reduced and therefore contributions should also
reduce, but this occurs at a time when the cashflows do require it, then
the Reserve can be used to meet the benefit outgo.

Provided that sufficient changes are made during the JWG review,
calls on the Reserve should be limited and it should last long into the
future. Eventually, assuming calls are only minor, the investment
returns on the Reserve should be enough to meet any net cashflow
requirements. The Reserve should eventually grow and grow, merely
acting as a buffer for volatility in cashflows.

Cashflow requirements can also be managed by considering the
cashflow position when deciding whether to increase (or reduce)
contributions or reduce (or increase) benefits.

For example, if the future service cost has reduced but the cashflow
position is negative (that is, benefit outgo currently exceeds
contribution income), then instead of reducing contributions, future
service benefits could be improved — perhaps using the accrual rate
as a lever.

This alternative approach is not dissimilar to the current suggested
cost sharing mechanism. The key points being:

* Following the JWG review, the Schemes should be set up to
be self-sufficient;

+ Calls on the Pension Reserve should be limited to short-term
volatility;

 Fundamental changes in the cost of future benefits are met
through cost-sharing;

e If the cost sharing review suggests contributions need to
increase but the cashflow position of the Schemes don't
require it, then either the “surplus” cashflow can be used to “top
up” the Reserve or the future service benefits are reduced
(rather than increasing contributions).

This approach relies on the existence of the Pension Reserve, which
we understand is under the control of Treasury. Therefore, assurances
would need to be sought that the Reserve would not be taken away.

This approach places greater emphasis on the cashflow requirements
of the Schemes, and ensures these can be met whilst maintaining the
proposed mechanism for cost sharing to be based on the future
service cost of benefits.



Approach 2 — Cost sharing based on cashflow requirements.

Here, cost sharing is based on the cashflow requirements of the
Schemes rather than the future service cost.

At each actuarial valuation or cost sharing review, cashflow
projections should be performed and the Cost Change Amount
measured as the additional amount required to meet short-term
cashflows (say the period until the next actuarial valuation).

This approach removes the need to consider which factors are
included in the measure and which aren’t, as the only factor to be
considered is the projected cashflow requirement. Any experience to
salary increases, mortality, etc., will come through in the cashflow
projections.

The role of the Pension Reserve under this approach is limited, but it
may be agreed that cashflow requirements below a certain level are
met by the Reserve. Any requirements above this level can be met
through cost sharing. This would cap the calls on the Reserve,
ensuring it should grow in the future, and would avoid excessive
volatility in the contribution rate.

A further enhancement to this approach would be to direct all
Government contributions (including any future transfers-in received)
towards the Reserve. This would be with the purpose of establishing
the GUS as a semi-funded pension arrangement, so that the Reserve
Is used to regulate the cashflow requirements of the Schemes.

The diagram below shows the cashflow neutral position, where
contributions received from employers and employees perfectly
matches the benefit outgo. In this scenario, the Reserve is not needed
to meet any benefit outgo, but a Government contribution may still be
received and/or any transfers-in will be paid into the Reserve.

In the diagram below cashflow is positive , i.e. contributions received
exceed the benefit outgo, and so the excess “tops-up” the Reserve.



Conversely, if cashflow is negative , then the Reserve is used to help This approach does have its limitations.
meet the outgo, as shown in the diagram below.
* Timing: In practice, due to the time it may take to produce the
projections and introduce contribution increases, it is likely the
Pension Reserve will meet the immediate requirements, which
will then be reimbursed once the higher contributions kick-in.

» Self-sufficiency: For this approach, the current JWG review
takes on an even greater significance, as the projected net
benefit outgo needs to be as close to zero as possible to
reduce the projected volatility and therefore the need for any
future changes to contributions.

 Communication to members:  Focussing this heavily on
cashflows may also be difficult to communicate to members,
and they may be unhappy at being asked to meet the
additional cost of funding past service benefits.

» Short-term view: This approach also takes a relatively short
term view, with little focus on the long-term cost of benefits. It
is important that this is still monitored to ensure the cost of
benefits is not deviating from the expected cost too much. If
the cost diverges by a certain amount, it may then be
appropriate to review benefits again.

The key points of this approach are:

» The Schemes should be set up to be self-sufficient;

» Cost sharing is used to address cashflow requirements;

» Calls on the Pension Reserve should be limited, but it may be
agreed that it is used to meet deviations below a certain level,

 Government contributions and transfers-in received are
directed into the Reserve;

* The extent to which the Reserve is called on and the amount
that the Government contributes to the Reserve each year, will
be determined by some pre-determined rules;

 Fundamental changes in the cost of future benefits are not
directly considered, but should be monitored to ensure this
remains appropriate.
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9. Changes Suggested in the Tynwald Report

Brief overview

Information
reviewed

Conclusions and
recommendations

This chapter considers the suggested changes to the
Schemes. This includes a discussion of each of the changes
in turn as well as our opinion on the merits of each.
The following documents were reviewed in this chapter:
e Joint Working Group report, dated December 2014.
e Cashflow Modelling report, dated September 2014.
e GUS Consolidated rules dated July 2013
The suggested changes can be broken down into;
1. changes to the contributions designed to improve the
short-term cashflow position of the Schemes
2. changes to the benefits designed to improve the long-
term cost of the Schemes.
These are summarised below, where green indicates a
proposal we believe would have a material effect on the cost
of the Schemes, amber indicates a fairly material effect, and
red indicates a proposal which we believe would not have a

material effect on the cost.
Removing inflationary
Restricting early retirement [ NGEGE TN INEGEE
sums

JWG report to Tynwald Short term
contributions
increases within Final v
ol ey --
Cap pension increases on - P

Increasing employee --
contributions

Reviewing growth rates

Pensionable Salary

to large retirement lump

future benefits

As we discussed in the previous chapter, when considering the
sustainability of the arrangements two things need to be considered:

1. That contributions being paid now are sufficient to meet the
short-term  benefit obligations which have already been
accrued.

2. The cost of future service benefits need to be at an appropriate
level so that they are affordable in the long-term .

We now consider the changes that were suggested in the JWG report
to Tynwald and separate these into changes which will aim to meet
these two issues. The table below summarises and splits these out.

JWG report to Tynwald

Increasing employee contributions v v
Increasing employer contributions v v
Reviewing growth rates x v
Removing inflationary increases within x v
Final Pensionable Salary

Restricting early retirement v v
Reviewing terms applying to large v v
retirement lump sums

Cap pension increases on future x v
benefits

We recommend cashflows are projected allowing for the proposed
changes to assess the effect on the “funding gap”. In particular, it
would be useful to see the effect on cashflows of each of the
suggested changes to deem how material each of these are.
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Meeting short-term benefit obligations

The projected funding gap, expressed as a proportion of pensionable
pay, is shown below:

The current gap (as at 2014/15) is around 15% of pensionable pay,
but this soon increases to around 20% by 2021, before levelling off at
around 23% in 2025.

Current combined employee and employer contributions are on
average around 12.4% of pensionable pay, implying the current cost
of paying benefits is around 27.4% (12.4% + 15%). The long term cost
would then be 35.4% of pensionable pay (12.4% + 23%). If you
compare this to the future service cost identified in the actuarial
valuation of the Schemes as at 31 March 2013 (28.8%), then you can
see that the cost of the more expensive benefits already accrued is
expected to remain a factor in the scheme cashflow for a long time
into the future.

Eventually, when the only benefits in the Schemes are those on the
current benefit structures, all other things being equal we would expect
the Schemes to reach a steady state and the cost of benefit outgo to
be somewhere between 24% (the future service rate for Section 1 of
GUS) and 28.8% (the future service rate for the current mix of GUS

Sections plus the other Schemes). On the current contribution rates,
this implies a “funding gap” of between 11.6% and 16.4% (24% and
28.8% - 12.4%). Therefore, if you project the above graph even further
into the future, we would expect the gap to eventually come down from
23% to somewhere in this range.

For now though the cost of accrued benefits remain and these need
to be funded. Any changes to the benefits will not have an immediate
material effect, as they will not come into payment until sometime in
the future. The only option therefore to meet the short-term funding
gap, is to increase contributions to a sufficient level.

B Contribution increases

If contributions are to be increased, then the aim of this process should
be to determine adequate contributions to meet the ongoing benefit
obligations of the Schemes so that further changes to contributions
are not required in the future.

That is, the cashflow requirements of the Schemes should be
addressed now to ensure their short-term future, with changes to the
benefits ensuring that their long-term future is also secured.

The key suggestions in the JWG report are as follows:

1. Increase employee contributions by 3% of pensionable pay.
2. Set employer contributions at 20% of pensionable pay.

We understand the average employer contribution rate is currently 6%
of pensionable pay, so the above changes would bring in an extra 17%
of pensionable pay each year. These changes would likely be phased
in (see below) and so would not be immediate. This would appear to
broadly address the short term “funding gap” of 15-20% and make a
substantial contribution to the longer term 23% gap.
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We now consider each of the above recommendations in turn.

Is increasing employee contributions by a flat 3% of pensionable
pay fair?

We have considered only GUS in detail in this section because benefit
and contribution changes are still under discussion for the other
Schemes.

There are currently seven sections of GUS. The first of these is the
standard scheme which is where new members enter. The remaining
six sections are for those members who have retained protected
benefits from their previous schemes. Each section pays a different
rate of contributions, as shown below:

Standard 1 5.0%
2 7.75%
3 9.75%
4 6.60%

Protected 5 9.50%
6 8.40%
7 11.0%

New members currently pay a contribution of 5% of pensionable pay.
The suggestion is that new members should begin paying
contributions immediately at 8% of pensionable pay. Existing
members will also see an increase of 3% on their existing contribution
rates, with the increase to be phased in over 3 years in 1% increments.

These changes are proposed to be replicated across the Police,
Teachers and Judicial Schemes. Alternative contribution increases
are proposed for the Tynwald Members Scheme, although we do not
consider these further here as these changes are far less material to
the funding requirements of the Schemes as a whole.

A 3% increase across the board would increase the average employee
contribution rate from 6.4% to 9.4%. Coupling this with an employer
contribution rate of 20%, gives a total contribution of 29.4%. This
compares to the cost of future service benefits identified in the
actuarial valuation of 28.8% and so does not seem unreasonable. That
is the total contributions being paid in are reasonably comparable to
the benefits currently being built up, but have been designed to meet
the current benefit obligation too.

Looking at the individual sections of GUS members, the current scale
of member contributions is (very) broadly fair with an average member
paying between 21% (Section 1) and 32% (Section 5) of the total cost
of their accruing benefits. Adding 3% to member contributions would
result in the average member paying between 30% (Section 7) and
43% (Sections 5 and 6) of the cost of their accruing benefits, with
those in Sections 1 to 4 of the GUS (the sections containing most of
the members) paying between 33% and 39% of the value of their
accruing benefits.

From a benefit design point of view therefore the member
contributions rates proposed are not unreasonable compared with the
benefits accruing. Before plans are finalised the above figures should
be recalculated allowing for any changes proposed to benefits
accruing in future to make sure the members’ share of the cost is still
reasonable.

When GUS was introduced, a mechanism was established to share
future cost increases between employers and members, with the
employer bearing 25% and the members bearing 75% of any increase
in the cost of future service benefits revealed in the triennial actuarial
valuation. It was also agreed that members will not bear any cost
sharing increase in contributions before 2020.



Isle of Man Public Sector Pension Authority: Pension Review

Page 45

Whilst it is unfortunate that changes are required before 2020, they
are necessary to meet the benefit obligations of the Schemes. Indeed
the total increase in contributions (on average) is 17%, of which
employers are meeting 14%. This equates to 82% of the increase,
which is well above the 25% defined by cost sharing.

So subject to re-checking the reasonableness of the increase allowing
for any proposed benefit changes, it is our opinion that on this basis
an increase of 3% for members does not seem unreasonable provided
a reasonable phasing in approach is implemented. It should be noted
that this increase will apply to all members, including those within 7
years of retirement in 2012.

Again, communications here will be key. It will be clear to members
that this increase is not a normal cost sharing increase as the 2013
actuarial valuation actually shows a decrease in the cost of future
service benefits. We would recommend that the reasons to the need
for this increase should be fully explained to members to reassure
them that it is a one-off situation and in future only variations arising
from experience will cause their contribution rate to change.

An important factor which mustn’t be underestimated, is the effect that
these changes will have on member behaviour. For example, the
changes may lead to an increase in early retirements. This would
cause the short-term benefit outgo to increase to a level greater than
expected. This can be managed somewhat, and we consider this later
in this chapter. However, again, it is important that cashflow
projections modelling this possibility are considered.

Increase employer contributions to 20% of pensionable pay

Currently employer contributions into GUS range from 0% to 22.1%,
with the average being 4.7%. The average across all Schemes is 6%
of pensionable pay. The system for determining and paying
contributions is not well defined, and pension costs are often met by
the Government rather than departmental budgets. Paragraph 20 of
the JWG report states:

“A proposal for applying full cost pension accounting was
discussed by the Working Group, whereby all employers would
have a separate ring fenced budget for staff costs from which
they would pay contributions towards the cost of providing a
pension for their employees.

“This would facilitate wider discussion around the removal of
the headcount mechanism and enable resourcing to be based
purely on a financial control rather than headcount.
Departments would therefore be able to increase staffing
resources without the restriction of the headcount, but only if
they had the budgetary resources to do so, inclusive of the cost
of providing pensions.”

Whilst we are not in a position to comment upon human resource
policies and the determination and use of departmental budgets, we
strongly agree that employers should be required to pay for the cost
of pension provision for their employees directly.
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Adopting such an approach, with a uniform rate of employer
contribution has the following advantages:

e Adopting a more formal approach makes the funding plan of
the Schemes clearer as income is more clearly defined.

e Greater transparency in the cost of the Schemes will aid
communications with members and will help them to
understand the value of the benefits. This will help in
communicating the employee contribution increase, and
perhaps in improving rates of membership.

« The joint effect of the changes is a higher defined employer
contribution rate (20%). This will greatly reduce the existing
“funding gap”.

The suggestion is that employer contributions are initially set at 15%,
with the remaining 5% being phased in over 5 years. We have already
discussed the suitability of the new total contribution rate of around
29.4%. The bulk of the increase is to come from employers (14% of
the 17% average increase). We feel this is an appropriate change, as
the existing employer contribution rates are far below that of
comparable private sector schemes and that warranted from a
scheme providing this level of benefit.

Indeed a common rule of thumb when advising private sector
schemes, is that employer contributions may be roughly in the region
of twice that of employee contributions. Under the new arrangements,
employers would be paying 20%, and employees paying 9.4% on
average. This gives a ratio of 2.1:1 which seems a reasonable
approach to take.

It may be that employer contribution rates are allowed to vary between
Schemes and sections, depending on the benefit provided. However
the average should remain at 20% of pensionable pay.

Allowing for the above changes to contributions, Hymans Robertson
have projected the revised “funding gap” which is to be met by either
changes to the benefit outgo, the Pension Reserve, or the
government. This is shown below.

Initially, the changes would create a small cashflow surplus, although
this will soon be eroded by around 2017. The funding gap will then
increase to a long term rate of 6% (23% - 17%). This is projected to
have a significant effect on the calls on the Pension Reserve and the
projections by Hymans Robertson show that this should then last until
around 2037 (see below).
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Managing long-term costs

As we have already discussed, any benefit changes are unlikely to
have a significant impact on the short-term cost of the Schemes. Most
of the savings will come through much later on, once the bulk of the
existing members have retired.

The intention of the changes here is to ensure the long-term cost of
the Schemes is affordable. There are five key changes which have
been suggested and we consider each of the following in turn:

(1) Move the current growth rates upwards by 5 years such that
the current level of benefits achieved at age 65 would not in
future be achieved until age 70.

(2) Remove the inflationary increases that apply to the current final
pensionable salary calculation.

(3) Restrict early retirement such that the minimum retirement age
IS 58 rather than 55.

(4) Review of the terms applying to large retirement lump sums.

(5) Cap pension increases on future benefits at the lower of CPI or
3%.

B (1) Review of growth rates

This is perhaps the key change being proposed to future service
benefits in that it affects that rate at which benefits are accrued.

The current system uses a tier of accrual rates (called growth rates),
with a different rate applying to the members’ benefits depending on
the age at which they retire. The intention behind this approach was

to encourage members to work longer by creating a greater
understanding of the value of working longer with regards to pension
benefits.

This change primarily concerns GUS, as the benefits in the Police and
Teachers’ Schemes are currently under separate review. Although it
has been suggested that the terms for early retirement in these
Schemes are to be reviewed.

This system can be compared to the traditional approach whereby the
accrual rate is fixed, but an early retirement factor (“‘ERF”) is applied
upon retirement before Normal Retirement Age (“NRA”), and a late
retirement factor (“LRF”) is applied upon retirement after NRA.
Benefits are accrued at a defined rate, and the ERFs/LRFs are
determined by the Trustees/Scheme Actuary and can be updated to
ensure they remain appropriate according to current market
conditions. The approach adopted in the Isle of Man does not have
that flexibility, as the ERFs/LRFs are effectively hard-coded into the
growth rates. This means that if experience shows these rates are too
high/low they cannot be adjusted for past service. This makes the
existing system very restrictive.

We understand that actual experience shows that in fact members are
not working longer and the approach has not had the desired effect on
members’ retirement decisions. We would recommend adopting the
more traditional approach whereby an NRA and accrual rate are
defined, with accompanying ERFs and LRFs. This can be done such
that the immediate cost/saving to the Schemes is nil, but it will give the
Schemes additional flexibility in the future, thereby reducing the cost
risk to the Schemes.

Setting this issue aside, and considering the proposed changes, the
suggestion is to move the current accrual rates upwards by 5 years



Isle of Man Public Sector Pension Authority: Pension Review

Page 48

such that the current level of benefits achieved at age 65 would not in
future be achieved until age 70. The GUS member guide provides a
table of “growth rates” at various ages. We have replicated this below,
for the Standard section only, along with the new “growth rates” which
would be applicable following the proposed changes.

Retirement Age Existing growth rate Revised growth rate

55 0.81% Unknown
60 1.16% 0.81%
65 1.50% 1.16%
70 2.03% 1.50%
75 2.55% 2.03%

Please note that the changes are suggested to apply to new members,
while growth rates for existing members are to be reviewed to ensure
they are reflective of member options and anticipated longevity. The
JWG Report also states that the actuarial reduction factors for
deferred members are to be reviewed. However we understand that
no such factors apply in this Scheme and so we cannot see how
deferred member benefits can be reviewed without altering accrued
benefits. We do not consider this further here.

The effect of the proposed changes is comparable to reducing the
accrual rate by around 30%, applying an extra 5 year ERF to the
benefits, or to increasing the NRA by 5 years. This is a significant
change.

We have shown below for comparison purposes, the existing and
revised accrual rates which would be applicable in the Scheme, if the
Normal Retirement Age had been fixed at the relevant age:

Retirement Age Existing growth rate Revised growth rate

55 1/123.5 Unknown
60 1/86.2 1/123.5
65 1/66.7 1/86.2
70 1/49.3 1/66.7
75 1/39.2 1/49.3

To determine the structure of the Schemes, it is important both to
consider the cost of the Schemes, but also what is considered an
appropriate level of income in retirement.

Income in retirement

It might seem an obvious point to make but the main aim of
occupational pension schemes is to help employees top up their State
retirement benefits to a suitable level so that they can retire with a
similar standard of living to that to which they have been accustomed.

It is important that we consider net income replacement, that is, after
tax as well as before.

The table below shows the net pay for employees on a salary of
£45,000 per annum and £30,000 per annum and uses the tax and
National Insurance rates at 2015/16 levels. It also shows both gross
and net retirement incomes based on the assumption that the single-
tier State pension is introduced at £151.25 per week. We have used
an accrual rate of 1/60 which corresponds to a retirement of 66-67
which is close to State Pension Age:
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£30,000 £30,000 £45,000 £45,000

Gross pay (40 years’ (35 years’ (40 years’ (35 years’
service) service) service) service)

Pension (£1,500) (£1,500) (E2,250) (£2,250)
contributions (5%) (5%) (5%) (5%)

Income tax (£2,750) (£2,750) (£5,600) (£5,600)
Full rate NI (E2,227) (E2,227) (£3,293) (£3,293)
Net pay £23,523 £23,523 £33,857 £33,857
Private pension £20,000 £17,500 £30,000 £26,250
Single tier state
gpension £7,865 £7,865 £7,865 £7,865
Gross pension £27,865 £25,365 £37,865 £34,115
GRR 93% 85% 84% 76%
Income tax (£2,623) (£2,123) (£4,623) (£3,873)
Net income £25,242 £23,242 £33,243 £30,242
NRR 107% 99% 98% 89%

There are many reasons why employees may not need 100% net
replacement income on retirement as household outgo is normally
reduced at this point. Primary reasons for this are mortgages being
paid off, reduced levels of debt/loans, the removal of the costs
associated with work (travel, lunches, etc) and no childcare costs. It is
generally lower paid employees who require net income replacement
at the higher end of the scale.

The example above shows that 40 years’ service in a final salary
scheme with an accrual rate of 1/60th produces a net retirement
income of 107% and 98% of that in employment (depending on
salary). At 35 years’ service (but assuming such a member retired
unreduced on or after age 65) the member would receive 99% or 89%
net income replacement (inclusive of the single-tier State pension
payable from State Pension Age, and depending on salary).

It is somewhat subjective to consider a single appropriate net income
replacement but these may be considered on the high side.

The Final Report from the Independent Public Service Pensions
Commission issued in March 2011 (known as the “Hutton Report”)
recommended that “The Government should ensure that public
service schemes, along with a full state pension, deliver at least
adequate levels of income (as defined by the Turner Commission
benchmark replacement rates) for scheme members who work full
careers in public service.”

The Turner Commission benchmark replacement rates were restated
in the Hutton Report and the salary bands were uplifted to approximate
2011 terms:

Benchmark
gross
replacement rate

Gross income
(approximate 2011 terms)

Gross income

Less than £9,500 Less than £11,000 80%
£9,500 to £17,499 £11,000 to £20,499 70%
£17,500 to £24,999 £20,500 to £29,499 67%
£25,000 to £49,999 £29,500 to £58,999 60%
£50,000 and above £59,000 and above 50%

The gross replacement rates calculated above using an accrual rate
of 1/60 and the new single-tier State pension may support the
conclusion that gross replacement rates of 76% - 93% are on the high
side.

In this example, the gross replacement rate from the single-tier State
pension in isolation is 17% for somebody earning £45,000 pa and 26%
for somebody earning £30,000 pa. Using a 60% gross replacement
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rate as the target, this would mean that the gross replacement rate to
be provided by occupational schemes would need to be at least 43%
and 34%.

Cost of benefits

The future service cost identified in the 2013 actuarial valuation was
28.6% of pensionable pay for GUS. Making the very broad assumption
that everyone retires at age 60 (which is the valuation assumption for
all section 1-6 GUS members), we estimate that such a change would
reduce this rate to around 20%. A saving of 8.6%. Although this
assumes such a saving is made on all existing members too. The
exact changes proposed for the existing members, in particular the
protected sections, has not been clearly defined. We would be
interested to know the proposals for these members to properly
assess the impact of such changes.

The effect of any saving will not come through fully until far into the
future when all legacy benefits have been paid, meaning the only
benefits in the Scheme are those in respect of the proposed changes.
Therefore the benefit outgo will remain higher than the future service
cost far into the future. Nevertheless, these figures illustrate the
magnitude of the proposed changes.

Another consequence of these changes is that members will need to
work to a later age to obtain a certain level of benefit. This is likely to
mean that members with a significant part of their benefits on the new
scale will work a little longer and their cashflows will now occur further
into the future. This may improve the cashflow position slightly but
probably not until significant post-change benefits have built up — say
in 20 years’ time. It is hard to predict how members will react to a
change of accrual in the shorter term. There might even be effects
which increase short-term cashflow (such as more early retirements).

It may be helpful to obtain cashflow projections on a number of
scenarios.

In summary, we expect the suggested changes to have a significant
effect on the long-term cost of the Scheme. The appropriateness of
these changes is a matter for consideration. Our key recommendation
here, is that the structure of the arrangement is changed to better
utilise the flexibility available from setting a fixed NRA and accrual rate,
with variable ERFs.

B (2) Definition of Final Pensionable Salary

The second of the suggested changes to the benefit structure is to the
definition of Final Pensionable Salary, which is used to calculate
members’ benefits. Again, this primarily concerns GUS.

The current definition in GUS is: “the highest annual average of a
Member's Pensionable Pay payable in any 3 consecutive years
ending in the 13 years immediately preceding the termination of the
period of Active Membership”. Where each salary is revalued in line
with inflation (CPI) up until the member’s retirement date.

The suggestion of such an approach is on the basis that in some
circumstances Final Pensionable Salary is 4-6% higher than the
member’s current pay. This will occur in the situation where salary
progression is relatively flat and so the 3 consecutive salaries used
are very close together, or where inflation is very high. Therefore the
revaluation factor can increase the average salary above current
earnings.

To consider why this is a problem, we also need to consider the
reasons why Final Pensionable Salary is defined in this way. A pure
final salary arrangement would have Final Pensionable Salary defined
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as the members’ salary in the final year of work. At the other end of
the scale is a Career Average Revalued Salary (CARE) arrangement,
whereby the benefit is determined using an average salary, but
revalued to retirement. The current arrangement, with a 3 year
revalued average, is somewhere between the two - the greater the
period of averaging, the closer it becomes to a CARE arrangement.
The intention of the revaluation factor is to protect benefits against
inflation and to ensure the buying-power of the benefits is not eroded
due to the averaging of Final Pensionable Salary.

In effect the final salary definition protects members against any
decline in the real value of their salary over the whole of the last 13
years or around a third of their working life. This is a generous
guarantee and for members it is an attractive feature of the new
scheme, particularly in times of public sector wage settlements below
inflation. It might be worth considering a reduction to the period
covered by the guarantee.

The 2013 valuation assumes that salaries will increase by more than
inflation so that the average of the last three years’ salaries will be
greater than any of the previous years’ averages. Changing this
averaging period would not therefore have any immediate effect on
the future service rate applying to accruing benefits. However, the
lower Final Pensionable Pay used to calculate benefits when
members retire would feed through into future cashflows.

It may also be worth noting that the definition of Final Pensionable Pay
in the GUS member booklet doesn’t appear to match the Rules. We
have confirmed with the PSPA that GUS is administered in
accordance with its rules which define Final Pensionable Pay as the
best average of indexed salaries. The PSPA has confirmed that they
will amend the booklet accordingly.

B (3) Restricting early retirement before age 58

One of the changes suggested by the JWG is to increase the minimum
retirement age from 55 to 58, with further increases to follow in line
with longevity improvements. This was based on the argument that it
is inequitable for current members to be able to take their public
service pension at a relatively young age in comparison to private
sector employees who cannot generally retire on the same level of
pension and therefore must work longer. This change is also proposed
for the Police and Teachers’ Schemes.

Assuming that the growth/accrual rates are set on a cost neutral basis
there should be no cost to the Schemes in respect of benefits accrued
to date, for a member retiring earlier. Therefore there should be no
saving in the long term from making these changes.

Where this measure would have an impact is on the timing of
cashflows. Restricting early retirement should mean that members
work, and contribute, for a greater period of time and their benefits do
not come into payment until a later date. This will improve the short-
term cashflow position of the Schemes by increasing income and
pushing back benefit outgo. Consequently this will also increase long-
term cashflows.

However, we understand that following subsequent discussions, it has
been proposed that this change will only apply to new members, and
not current members. Therefore the saving in the short-term may be
limited.

We would be interested to know the materiality of these changes and
whether this is expected to have a significant effect on the cashflow
position, particularly in the short-term. For sections 1-6 in GUS, which
make up 98% of the past service liability across the Schemes,
members are assumed to retire at age 60 and so the effect in respect
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of these members should be nil. Therefore we do not expect the effect
of this change on the projected cashflows to be very material.

From a cost point of view, if these changes are not considered to be
very material to the cashflow position of the Schemes we would
recommend leaving the minimum retirement age at 55.

In the UK it is proposed that minimum pension age will be linked to
State Pension Age less 10 years. If this is introduced in the Isle of Man
too, or if something similar is introduced, then there will be a natural
limit on early retirements anyway.

The key factor here is that the growth/accrual factors are cost neutral,
and so early retirements do not come at a cost to the Schemes. We
have already spoken of the need to review these, and these
arguments apply here. Again, our main recommendation is that the
Schemes move to a fixed accrual rate and NRA, with flexible ERFs
applying. This would give the Schemes the flexibility to ensure that
ERFs applying to past service benefits are cost neutral.

B (@) Terms applying to large lump sums

As we have already discussed, unfunded pension schemes depend
heavily on the cashflow profile of their membership. Therefore large
one-off payments, such as retirement lump sums, cause an additional
cashflow strain on the scheme.

One of the suggestions put forward is to change the terms on which
lump sums over £200,000 are determined and taxed:

1. The excess above £200,000 should be subject to income tax at
the members’ marginal rate

2. The excess above £200,000 should be converted on worse
terms (£12 rather than £18 for each £1 of pension given up).

These changes are designed to dissuade members from taking larger
lump sums, or to restrict larger lump sums. This will help to ease the
cashflow position of the Schemes. However, assuming that members
prefer to retire earlier (where commutation factors appear to be more
penal), commuting pension for cash results in a long-term saving for
the Schemes. Therefore, restricting commutation actually costs the
Schemes. This is another example of the conflict between cashflow
and cost.

We understand that following subsequent discussions, it has been
proposed this change will only apply to new members and not current
members and therefore the saving in the short-term will be limited.

The first suggestion regarding taxation is a matter for Tynwald as this
concerns the taxation system in the Isle of Man. We do not comment
further on this suggestion here other than to say it may influence the
behaviour of the members, thereby reducing larger lump sums and
easing the short-term cashflow position somewhat.

The second suggestion directly concerns the calculation of benefits.
Traditionally a commutation factor is set on a cost neutral basis.
Therefore, commuting pension for a cash lump sum should have no
effect on the cost of the scheme. It is possible, however, to set
commutation factors higher or lower than this to influence the
incidence of take-up of this option.

The current commutation factor of 18:1 is approximately equal to the
cost neutral value of £1 of pension on the 2013 actuarial funding basis,
for those members retiring between ages 60 and 65.

Moving to 12:1 for some of the benefits is a significant change to the
factor and a worsening of the exchange terms. The argument put
forward in the JWG report is that the current commutation factor for
most public sector schemes in the UK is 12:1.
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However, as the conversion of benefits earned in predecessor
schemes to GUS benefits assumed that the commutation factor would
reflect the value of the benefit in the Schemes themselves, changing
the commutation factor now might be seen to be invalidating the
conversion terms. Also one of the aims of the original GUS review was
to move away from the UK arrangements and so this argument is
contrary to this aim.

The suggested changes could potentially affect anyone with a pension
of over £33,000 pa and so it is not necessarily the very high earners
that will be effected. However, we understand that in practice the
changes will affect only 3% of the membership.

If this is the case, then we would argue that the improvement in the
short-term cashflows appears to be far outweighed by the negatives
of these changes. These being:

* The increase in the long-term cost of the Schemes;

* Issues which may arise in communicating such a change,
which on paper looks like a significant change;

» The difficulty in determining an appropriate commutation factor
as well as an appropriate limit for the changes.

Unless the short-term improvement to cashflows is expected to be
significant, our recommendation would be to retain a uniform
commutation rate and the simplicity this brings, but perhaps review
this to ensure it is set at an appropriate level, both for the cashflow
position and the long-term cost of the Schemes.

B (5) Capping pension increases

The final proposal made by the JWG is to cap pension increases in
retirement of CPI at 3% pa. The current approach is that pensions in
payment increase in line with CPI each year. It is proposed that these
changes should also apply to the Police and Teachers’ Schemes.

The rate of CPI inflation has, recently, been very low. The long term
Government target is 2% pa, and indeed this is the assumption
adopted in the 2013 actuarial valuation and the cashflow projections.
This is not to say that during more volatile periods, inflation will not be
higher than 2% pa.

Capping of pension increases is not an uncommon approach in the
private sector. Indeed many schemes now use the statutory minimum
which is to cap CPI at 2.5% pa.

The suggested change will improve both the long-term cashflow
position of the Schemes, and the long-term cost of the Schemes. This
is because, even if inflation averages 2%, there will be some years
when it exceeds 3%. Restricting pension increases in those years to
3% will reduce the average pension increase below the 2% inflation
average. We estimate that a 3% cap on increases may reduce the
future service cost from 28.8% pa to around 28.1% pa - a saving of
0.7% pa. If the JWG wanted to go further and apply the statutory
minimum cap of 2.5%, we estimate this may reduce further to 27.8%
pa - a further saving of 0.3% pa.
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using such a formulaic approach would provide members with some
comfort over the circumstances in which they will receive a pension
increase.

This approach also provides savings in leaner times, meaning that
effectively cost-sharing is partly met by pensioners as well as active
members.

Conclusion

We have summarised below the suggested changes and indicated
whether we believe each of the changes would have a material impact
on the funding gap (where green indicates we believe it would have a
material effect on the cost of the Schemes, amber indicates a fairly
material effect, and red indicates that it is a proposal we believe would
not have a material effect on the cost of the Schemes).

Reviewing growth rates

Removing inflationary increases within
Final Pensionable Salary

Restricting early retirement

Reviewing terms applying to large
retirement lump sums

Cap pension increases on future
benefits
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10. Other Options

This chapter considers:

e Changes disregarded by the JWG.

e Any further possible changes which we feel may be
helpful to the Scheme in meeting the “funding gap”

The following documents were reviewed in this chapter:
reviewed e Joint Working Group report, dated December 2014.
Of the changes already considered by the JWG, the only

benefit change we recommend that should be re-
considered is to introduce some sort of link between
pension and longevity. This would serve to protect the

Scheme from the cost of improving longevity. Our
recommendation is that this is done by linking NRA to SPA.

Brief overview

In order to reduce the level of risk in the Scheme, other key

benefit changes which could be considered are:

e Capping the level of increases to pensions in
deferment.

e Capping annual salary increases or reviewing the
definition of Final Pensionable Salary.

e Reviewing the commutation factors of the Scheme to
influence the rate of cash commutation.

¢ Review the benefits payable upon death or ill-health
retirement.

¢ Introducing a new section of GUS which provides a
lower level of benefit for a lower contribution rate.

Conclusions and

recommendations

In chapter 9 we discussed the changes to the Schemes which have
been suggested. We now consider the changes which were
disregarded by the JWG, as well as those which we feel may be helpful
in reducing the long-term cost of the Schemes.

Changes considered by the Joint Working Group
Cessation of membership

The JWG considered ceasing to offer membership of GUS to new
employees and perhaps offering an alternative arrangement such as
a (funded) DC arrangement.

Doing so would mean that pension contributions in respect of new
employees would go to the DC arrangement and would not be
available to meet benefit outgo from the Schemes. Therefore
employers and/or the Government would need to meet the extra
funding gap created by these missing contributions. This is likely to be
prohibitively expensive.

It was agreed that the flow of members is required to maintain income
to the Schemes and any cost increase would have been unacceptable.
We agree this is a sensible approach.

Introduction of a CARE arrangement

A CARE arrangement uses average revalued salaries to determine
each member’s benefits, rather than their final salary at retirement
(under a Final Salary Scheme). This type of arrangement is cheaper
when salary progression is steep, but is more expensive when salary
progression is flat (i.e. when the rate of revaluation is higher than the
rate of salary increases).
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It was determined that a move to a CARE arrangement would not lead
to any cost savings in the Isle of Man. We do not have any further
information, but we assume this is because salary progression tends
to be relatively flat.

Such a change of approach would require an involved communication
exercise with members, and may not be a popular change, leading to
an increase in opt-outs. Unless significant savings can be made, we
do not believe this is an option worth pursuing.

An effective, but less obvious way of controlling costs, would be to
update the definition of Final Pensionable Salary. For example, the
rate of revaluation could be reduced (or removed, as suggested in
chapter 9), the methodology amended to match that in the booklet
rather than the Rules or the averaging period could be extended.

Introducing a link between benefits and longevity

This is an approach which has been adopted by other countries, most
notably the UK, where the NRA is equal to each member’'s SPA.

This option has been discounted by the JWG on the basis that such
an approach has had opposition when it has been introduced
elsewhere, and that it is complex to administer and introduce.

We feel that such an approach should be considered again. Whilst this
may be a more complex approach, it may result in significant cost
savings and avoid further changes in the future due to increasing
longevity. Provided the changes and process for updating the
calculation of benefits are well communicated to members, they
shouldn’t be difficult to understand.

Our suggested approach would be to follow the UK approach, of
making NRA equal to SPA. The effect could be dampened somewhat
by perhaps using an NRA of say 65, but replicating future increases in
SPA.

One alternative raised by the JWG was to apply a longevity adjustment
measure to pension at retirement, and we believe this is currently
being looked into further. Whilst we agree this approach has its merits,
it tends to be complicated and confusing and requires substantial
ongoing administration. The simpler approach of a tie to State Pension
Age would be clearer and less complicated in the longer term.

Retrospectively reducing pensions in payment

This is an approach which has been adopted in Eire and is discussed
in the JWG report. This has been disregarded by the JWG on the basis
that this would be a very significant step to take, which the financial
state of the Scheme does not yet warrant.

We agree that this approach should not be considered further, and
should be thought of as almost a last resort if the future outlook of the
Scheme does not improve.
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Further possible changes

It is important that the benefit structures of the Schemes reduces the main risks to the Schemes where possible. This will ensure the cost of the
Schemes remain under control, and further changes to contributions and/or benefits are kept to a minimum.

We have discussed below what we consider to be some of the main risks to the Schemes (in relation to managing experience between cost
reviews) and how these risks can be managed within the benefit structures of the Schemes. The risks below are not comprehensive, but this is
merely designed to highlight some of the key risks and the way the benefits can be structured to mitigate these. Note that any benefit changes will
affect future service only, and so costs in the short-term may remain exposed to some of these risks.

Possible Mitigation

Longevity improvements mean that members live longer in Under the existing structure of growth rates, this can be dealt with by reviewing these growth rates on a
retirement, thereby increasing the long-term cashflow regular basis to account for the calculated cost of increasing longevity, and structuring them to
requirement. encourage later working. Under a structure in which the NRA and accrual rate are defined, this can be

managed by linking NRA to improvements in longevity, as discussed above. Alternatively this can be
managed to some degree by setting penal ERFs to encourage members to work to a later age.

Higher than expected inflation  means that benefits in As already suggested, pension increases in retirement can be capped so that the cost to the scheme are
deferment and payment increase at a higher rate than expected, limited in times of high inflation. The same approach can be adopted for benefits which revalue in
leading to an increase in cashflows. Sensitivities provided by deferment. We recommend both benefits could be capped at the statutory minimum of 2.5% pa, or

Hymans Robertson indicate that if inflation was 2.5% pa rather alternatively reduced to nil with discretionary/formulaic increases applying in certain conditions.
than 2% pa, this would increase the long-term funding gap by
around another 5%.

Higher than expected salary increases  means that benefits There are several approaches which can be taken here:
are higher than expected, thereby increasing the long-term e Introduce a CARE arrangement to limit the effect of steep salary progression. We have already
cashflow requirement. discussed this above.

e Limit the amount by which pensionable salary can increase from the previous year. Any large
increases in salary would then be spread over several years, thereby smoothing out salary
progression. This will help to reduce the effect of sudden, large increases in salary just before
retirement. Indeed, Hymans Robertsons have provided sensitivities for limiting pensionable
salary increases to 2% pa. These show a short-term increase in cashflows due to the restrictions
on contributions, but after around 2024, cashflows begin to fall and in the long-term look to be
around 1% lower than under the original projections. Alternatively, contributions could still be
paid on actual salary, thereby removing the short-term effect. This approach also has the
advantage of encouraging members to remain in the Scheme to see the benefit of their pay
rises.

e Set Final Pensionable Salary as the average over a defined period before retirement (as
currently adopted). The longer the averaging period, the greater control over this risk.
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Possible Mitigation

Greater number of early retirements than expected . This will
bring forward the expected cashflows and may increase the cost
of the Schemes depending on the terms for early retirement.

Greater than expected number of members commute

pension for a cash lump sum . This creates a cashflow strain
on the Schemes.

Greater than expected number of withdrawals . This will
increase the short-term cashflow requirement (due to lost
contributions), but should reduce long-term cashflows (though
lower benefits).

Increase in mortality rates , both before retirement, and in the 5
year period after retirement. In respect of death before
retirement, this causes a cashflow strain due to the lump sum
which is paid, as well as the partner’s pension which comes into
payment. In respect of death within 5 years of retirement, the
remaining balance of the first 5 years of pension is paid as a
lump sum, thereby causing a cashflow strain.

Greater than expected number of ill health retirements . This
could cause a cashflow strain, as well as an increase in cost, as
the pension is paid much earlier than expected.

Contribution rates become too high and members leave.
This could cause a cashflow strain if contribution income is
reduced significantly.

Under the existing structure of growth rates, this can be dealt with by reviewing these rates on a regular
basis to ensure they are cost neutral, and structuring them to encourage later working. Under a structure
in which the NRA and accrual rate are defined, this can be managed by linking NRA to improvements in
longevity, as discussed above, to encourage members to work later. Alternatively this can be managed
by setting penal ERFs and generous LRFs to encourage members to work to a later age.

This can be managed through the commutation factors. They can be set at a more penal rate to
discourage members from exchanging pension for cash.

Withdrawals (particularly those opting out of the Schemes whilst continuing in employment, as opposed
to those leaving employment) can be managed to an extent by offering benefits which the members
believe are valuable and contributions which they believe are fair and affordable. Therefore any changes
to these factors need to be managed carefully. Spreading promotional salary increases over a number of
years may also help to reduce the number of withdrawals.

The cost of the withdrawal benefit can be reduced by capping the rate of deferred revaluation, as we
have already discussed. Reducing this benefit may help to reduce the number of withdrawals, but it is
unlikely to be a material factor in members’ decisions.

Generally if the member dies before they are assumed to, the long-term cost is likely to reduce, except in
the case of death in service, where the prospective benefit granted is likely to prove more costly.

This risk is less material as the incidence of greater than expected deaths is likely to be far less
common. However the cashflow strain can be reduced by reducing the benefits which are paid to
partners, and in particular the lump sum payments. One particular aspect we recommend you consider is
the prospective pension which is granted upon death in service, as well as the overall level of partner
pensions in general. This could be reviewed as part of the change in growth rates.

This strain can be mitigated somewhat by reducing the level of benefit which is paid, and by making the
health assessments wider ranging to ensure for instance that alternative employment is not possible and
all ill health retirements are unavoidable. However we understand these benefits have already been
reviewed, and it may be considered they are already at an appropriate level.

Introduce a new section of GUS which provides a lower level of benefit for a lower contribution rate. This
may be useful for employees who cannot afford to participate in the current Schemes due to the level of
contributions required (possibly as a result of a recent cost sharing review). Introducing such an
arrangement may result in an increase in participation, which could improve short-term contribution
income. Conversely, it could result in a significant proportion of members moving to the cheaper option,
and the short-term cashflow effect may be negative. An element of automatically uplifting members to
the more expensive section (and requiring them to opt back down again) on an annual basis, similar to
the 50-50 option in the Local Government Pension Scheme in the UK, could help to resolve this.
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11. Other Considerations

This chapter considers the remaining issues which need to

be considered as part of the review. This will include:

e Adiscussion of the impact the changes for new starters
will have on the Schemes.

e Consideration of any additional costs which may be
arising in the near future and these may be treated as
part of the reform process.

The following documents were reviewed in this chapter:

¢ New Terms for New Starters — Heads of Agreement,
dated December 2014.

e Cashflow Modelling report, dated September 2014.

e Joint Working Group report, dated December 2014.

e The new terms for new starters should be incorporated
into the cost projections.

e The future reductions in the size of Government may
also have a material effect on the Schemes and should
be built into the projections.

Conclusions and e The effect of the level of transfer out of the Schemes

recommendations should be considered and incorporated in the
projections if appropriate.

e Transfers to DC Schemes should be stopped.

e The cost impact of the cessation of contracting-out
should be borne in mind when setting contribution
rates.

Brief overview

Information
reviewed

| New Terms for New Starters

The Isle of Man Government, Prospect and Unite the Union are
currently in discussions within a joint working group to examine the
introduction of new terms and conditions for new starters employed
within the Civil Service and under the auspices of Whitley Council. The
aim of this being to safeguard existing public sector jobs and terms
and conditions.

It has been proposed that changes will be made to the pay scales
applying to new starters, and to exiting staff following a promotion,
from 2015. Broadly, we understand these changes mean that there
will be an average reduction of 10% in pensionable pay for new
entrants in the affected occupations, which is expected to be around
50% of the employments covered by GUS.

Impact on the cost of pension benefits
The impact of these changes will be to:

¢ Reduce contribution income, which will increase the net benefit
outgo.

* Reduce benefit outgo in the long-term, once the affected
members begin to retire. This will reduce net benefit outgo in
the long-term, offsetting the long-term increase due to lower
contributions.

In terms of the future service cost, we expect that the changes should
have no effect. This is because the future service cost is expressed as
a cost as a proportion of pensionable salaries. The reduction in both
the pension cost and pensionable salaries will offset each other.
Therefore this issue is purely a cashflow one.
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Based on the Treasury’s estimate of 8% staff turnover we would
expect the new terms for new starters to reduce pensionable payroll
and therefore contributions only very slowly- by perhaps 3% after 10
years rising very gradually to 5%. Benefit payments would also reduce
but only once the benefits of the new starters came into payment,
which will mostly be many years into the future. Ultimately the two
effects would balance out but until they did there might be a small
deterioration in the funding gap of around 1% of Pensionable Pay.

Whilst this is a relatively small change, the remaining funding gap
(assuming the increases to contributions are made) across all
Schemes is around 6% of pensionable pay. Therefore a change
resulting in an increase in the funding gap of around 1% of
pensionable pay, whilst only a relatively small issue compared to the
big picture, is not insignificant. We recommend these changes are built
into any projections that are done as part of the review of the benefit
structure of GUS. We also recommend the short-term effect on
cashflows is considered further as part of these projections.

l Future changes to Government

The JWG report discusses the impact on the pension arrangements,
of a reduction in the size of Government in the coming years. It
estimates that many leavers in the next 5 years will not be replaced,
leading to a 10% reduction in overall scheme membership. The cost
of this in terms of cashflow (i.e. contributions lost) in the short-term
should amount to around 2% of pensionable pay. In the long-term, the
corresponding benefit savings should offset this cost.

It is suggested that this situation is monitored and if membership is
diminishing as expected then additional contributions should be
brought in. It is not clear if the intention is that this is done through cost
sharing, or some other means.

We recommend that this projection is built into the cashflow
projections for the purpose of this review, as this should account for
all future expected experience. This cost can then be allowed for now,
rather than requiring further changes in the next few years.

The approach taken depends though on the agreed approach to cost
sharing. If cost sharing is to be brought in immediately, then this cost
could perhaps be examined at the next cost review. Although it would
still be less than ideal to increase contributions again so soon after the
completion of the review. If cost sharing is not to be introduced until
2020, then not accounting for the cost now, may mean this isn’t
corrected until more than 5 years into the future. This may create an
unnecessary strain on the Pension Reserve.

J Transfers from GUS

There is an emerging trend in funded UK pension schemes, due to the
new pension flexibilities which are now available, for members to
transfer their benefits to alternative Defined Contribution (DC)
arrangements shortly before retirement. If the same flexibilities are to
be offered in the Isle of Man then unfunded public sector schemes will
need to be protected as they are in the UK.

This is because an increase in the number of transfers from the
Schemes would be a problem as it brings forward the cashflows for
those benefits, causing an additional strain.

The recommendation is that future payments of transfer values will be
restricted where the transfer will be to a DC scheme. This is what the
UK government has done in its unfunded public sector schemes.



This will help to reduce the number of transfers and the effect on the
Scheme’s cashflows. However this matter should be considered as
part of the Scheme reforms to ensure any future cashflow
requirements, as a result of this, can be met.

We also recommend that transfers in received by GUS should be paid
into the Pension Reserve.

| Cessation of contracting-out

In April 2016, the State Second Pension (S2P) in the UK is ending,
and so therefore is contracting-out of the S2P. It is our understanding
that this may also be the case in the Isle of Man.

Therefore the Schemes will no longer be contracted-out and both
members and employers will see an increase in National Insurance
contributions. This will be in order of 2-3% of gross salary for
employers, and 1% for members.

This should be borne in mind when considering possible increases to
contribution rates as this may put members and employers under
additional strain.
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Appendix A: Documents and Data

A list of all of the documents and data used in our review.

A cash flow modelling report from Hymans Robertson, dated 22
September 2014

The Public Sector Pensions Joint Working Group Report to
Tynwald, dated December 2014

A data report produced by Hymans Robertson in respect of the
data used for the 2013 valuations and 2014 cash flow modelling,
dated 16 April 2014

A description of the modelling methodology used by Hymans
Robertson, either in writing or in a meeting between First Actuarial
An assumptions report produced by Hymans Robertson in respect
of the assumptions used for the 2013 valuations and the 2014 cash
flow modelling, dated 21 March 2014

Email correspondence confirming the recommended valuation
assumptions, dated 8 April 2014

Paper comparing the 2013 valuation and accounting assumptions,
dated 7 May 2014

Draft accounting figures for the Isle of Man Treasury by GAD as at
31 March 2015, dated 8 May 2015

Actuarial reports and any other relevant information relating to the
calculations carried out for the initial set-up of GUS; (see below)
Report titled ‘Independent Review of Public Servants’ Pensions,
Isle of Man Government’, by Hymans Robertson, dated May 2008
Report titled ‘Unified Pension Scheme Design for Public Servants
— The Way Forward, Isle of Man Government’, by Hymans
Robertson, dated November 2009

Details on the Pension Reserve Fund provided by lan Murray
Scheme documentation, including copies of Rules and booklets.

Working Group Presentation dated 16 June 2014 providing details
of other benefit changes that were considered by the Public Sector
Pensions Joint Working Group, that weren’t included in the
proposals outlined in the Working Group’s report to Tynwald,
“Public Sector Pensions — fairness and sustainability”, dated
December 2014

Summary of membership data, including the age and salary profile
of the membership broken down into appropriate categories.
2013 Actuarial Valuation of the Government Unified Scheme
objectives and additional work, dated December 2013

2013 Actuarial Valuation Report, dated September 2014

Email correspondence containing the initial valuation results, dated
16 May 2014

Paper outlining the proposed design of the 2015 Police and
Teachers’ Pension Schemes, dated 26 May 2014

New Terms for New Starters - Heads of Agreement, dated
December 2014

Member data as at 31 March 2014, provided by lan Murray

The Public Sector Pensions Authority Report to Tynwald, dated
October 2013

GUS member guide dated March 2015

GUS consolidated rules, dated July 2013

‘Variations on cashflow projections’ draft paper by Hymans
Robertson, dated March 2010.

‘Cashflow analysis’ draft report, dated July 2013
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PSPA Pensions Committee

Technical Sub-Committee (“TAG”)

Joint Notice 22 January 2016

Exploration of the recommendations made in the ‘Fairness and Sustainability’ Report in
relation to the ‘Cost Envelope’ and future member contributions to GUS.

This paper has been developed out of discussions in TAG aimed at exploring the position of
Government and Staff Sides with a view to identifying how these might be reconciled with a view to
achieving the shared objective of a fair and sustainable scheme

This paper addresses the issue of the total cost of pension benefits. The design of any future
arrangements will be a product of further discussions between employers and trade unions.

The ‘cost envelope’ is the cost of providing future pension benefits expressed as a percentage of
total pensionable pay.

Background

The results of the 2013 Valuation of GUS indicated that the cost of the future service benefits
provided by GUS was 28.6% of pensionable pay. When current member contributions have
transitioned to their prescribed levels the yield from member contributions will be 7.4%. This figure
represents approximately a quarter of the total cost of providing pension benefits, implying that
three-quarters of the total cost of benefits is left to be paid by Employers/Government.

Concerned about the rising cost and liability associated with public sector pensions, Tynwald
commissioned a report with recommendations as to how the schemes could be reformed. The
resulting Report from the Public Sector Pensions Joint Working Group ('Fairness and Sustainability’)
made recommendations in relation to GUS which involved:-

1. A 3% across the board increase in member contributions, phased over three years, which
would raise the yield from member contributions from 7.4% to 10.4%.

2. Benefit changes which would reduce the cost of benefits (the cost envelope) in respect of
existing members by 1.3% of pensionable pay (i.e. from 28.6% to 27.3%).

3. Areduced level of benefit for new entrants to the Scheme which would, as a result of
membership turnover, further reduce the average cost of the scheme e.g. by an estimated
1.3% over fifteen years .



4. The Employer/Government contribution to future service benefits would reduce from 22.5%
at the Valuation date to 21.2% after the previous member contributions have fully phased
in, to 16.9% after proposals 1. and 2. were implemented and, after fifteen years, to 15.6%.

These proposals have been considered in the PSPA Committee, and the Committee referred them to
a sub-committee, TAG, for verification, costing and for the exploration of alternatives.

The first stage of TAG’s analysis, which was supported by the independent actuary from First
Actuarial, was to confirm that the basis of costing in the 2013 Valuation was reasonable. A similar
view was received from the UK Government Actuary (GAD). Both reports indicated that the issues
with the scheme as identified in ‘Fairness and Sustainability’ were real.

The second stage has been to explore how the funding problems might be resolved and consider
alternatives to the F&S proposals

Sensitivities explored in TAG

Member Contributions

The Employer side see the increase in contributions as critical to improving the cash flow position of
the Scheme. The scheme is ‘unfunded’ and pension benefits are paid out from pension contributions
received plus any draw on the ‘reserve fund’. It is also felt that the share of the total cost of benefits
paid by the employees should be increased and that the standard level of contribution (5% for
Section 1 benefits) is low for a defined benefit final salary scheme; comparisons are drawn with
public service schemes in the UK and Channel Island schemes. For example in the NHS the average
employee contribution is 9.8%.

In order for the scheme to be viable and deliver good value to employees and employers it needs
people to both join the scheme and to remain in it once they have joined.

On the Staff side there is concern about affordability for IOM employees and that higher
contributions will reduce the future membership of the Scheme. An increase pushed too far could be
counter-productive in terms of cash-flow. It is recognised, however, that if cash flow does need to be
increased then in the short/medium term there is no substantial alternative to raising contributions,
other than the employer meeting the full additional contributions which is not acceptable to
Government.

If it is felt that higher contributions would create a particular problem in respect of low-paid
employees then consideration could be given to differentiating any increase in employee
contributions by salary level (but no detailed consideration of this has been undertaken at this stage)

Benefit changes

It is accepted that in the last round of changes the main impact of benefit reductions impacted on
new starters and the minority of existing members who did not take up protection. Members in the
protected sections were not required to pay the full additional cost (the real cost) of the extra
benefits they secured through protection e.g. In Section 2, the largest protected section , members
pay an extra 2.75% contribution but receive benefits now costed at 5.4% more than the standard



Section 1. Neither side wish to revisit that outcome, and no benefit changes proposed will reduce
the benefits from or increase the cost of protection.

Taking account of that history, however, it is not felt appropriate or fair to differentiate ‘new
starters’ again in this round of changes and proposals considered are ones which should affect all
sections proportionately, and will not involve the creation of a new ‘new starters’ section i.e.
Section 1 will remain open to new members.

A further important consideration in respect of this viewpoint is that if new starters were required to
pay an increased level of member contributions and to receive a further reduced level of benefits
then it raised serious concerns as to whether new members would choose to join the Scheme. For
example, the F&S proposal involved a pension 25-30% lower than current section 1, on the
assumption that current levels of benefit can only be claimed at a later retirement date.

Given the importance to the funding of the whole scheme of maintaining cash flow, discouraging
new members to join could pose a real threat to the sustainability of the scheme.

On this basis it is considered appropriate that future benefit reductions and contribution increases
should be applied equally across all the current Sections and that Section 1 should continue as the
standard section and the section open to new members.

Modification of the Fairness and Sustainability proposals

On the basis of its deliberations TAG discussions have given rise to a ‘straw-man’ proposal to address
the overall issue of the cost of future benefits which is put forward for the consideration of the PSPA
Committee.

The key elements of this are as follows:

(i) An increase of 2.5% of pensionable pay in all member contributions (application and
phasing to be agreed) raising the yield from member contributions from 7.4% to 9.9%

(i) Benefit changes to be determined will reduce the cost of future benefits for existing
members by 1.8% of pensionable pay (from 28.6% to 26.8%)

(iii) No new Section for new members with Section 1 remaining open, which would result
(given anticipated member turnover) in a reduction in the overall cost of the scheme of
a further 0.8% over 15 years

(iv) The proposals would reduce the Employer /Government contribution to future service
to 16.9% in the short term and to 16.1% after fifteen years.

(v) The Contribution ratio between Employer/Government and Employees would be 2:1

TAG will consider possible options as to which aspects of benefits might be changed to effect the
savings and started to quantify their impact. Once a level of member contributions, a cost envelope
and the treatment of new members have been identified then options to change the scheme design
can be refined and presented to the PSPA Committee.



If the cost envelope were to be reduced by 1.8% (as per (ii) above) then this would suggest a
reduction in the average level of future service benefit of around 6%.

Cost Sharing

Any future changes to contributions or benefits should only be implemented as a consequence of
the operation of an agreed “cost sharing” mechanism. This will give members confidence in the
sustainability and stability of the scheme as well as reassuring taxpayers that the cost of providing
benefits will be controlled.

A “cost sharing” mechanism was provided for when GUS was established and TAG has had initial
discussions on the technical work required to implement this. The “cost envelope” approach that
underpins the approach taken in this paper gives an opportunity to have a “cost sharing” mechanism
that ensures members’ benefits retain their value at the same time as controlling the cost to
taxpayers. Important elements of such a mechanism such as the cost ratio and whether there is a
cap or floor on employer contribution rates remain to be discussed.

TAG recommends a commitment similar to that given to members of UK public sector pension
schemes by the Chief Secretary to the Treasury, which would mean that changes that impact on
contributions and levels of benefits outside of any agreed cost sharing mechanism, could only
happen through an affirmative process in Tynwald. The affirmative process would require full
discussion and agreement in Tynwald before any changes to the scheme could be made. This would
also increase confidence in any reforms.

Gerry O’Dwyer, Joint Chair, Royal College of Nursing
Jon Callister, Joint Chair, Isle of Man Cabinet Office

22 January 2016



TAG 'Strawman' Proposal

Existing (Protected Members) Section 1 New Members
Employee| Employer| Total |Employee|Employer| Total |Employee|Employer| Total
FSR 7.4% 21.2% 28.6% 5.0% 19.0% 24.0%
Current
Ratio 26% 74% 100% 21% 79% 100%
FSR 10.4% 16.9% 27.3% 8.0% 14.9% 22.9% 8.0% 12.8% 20.8%
F&S
Ratio 38% 62% 100% 35% 65% 100% 38% 62% 100%
FSR 9.9% 16.9% 26.8% 7.5% 15.0% 22.5% 7.5% 15.0% 22.5%
Strawman
Ratio 37% 63% 100% 33% 67% 100% 33% 67% 100%
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HYMANS 3 ROBERTSON
Monetary projection — Current rates

Projected benefits and contributions (combined PSPA schemes)
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Notes

The assumptions underlying the projected benefit outgo and current contribution projections are set
out in the cashflow modelling report dated 22 September 2014 to the PSPA and are based on data
and assumptions as used for the 31 March 2013 valuations of schemes.



Annex 5

HYMANS 3 ROBERTSON
Monetary projection — Revised rates

Projected benefits and contributions (combined PSPA schemes)
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Notes

The assumptions underlying the projected benefit outgo and current contribution projections are set
out in the cashflow modelling report dated 22 September 2014 to the PSPA and are based on data
and assumptions as used for the 31 March 2013 valuations of schemes.

The ‘revised rates’ assume that contribution rates for all GUS members (current and future
members) will increase by 1% of pay in April 2018 and April 2019 then 0.5% in April 2020. This
results in all GUS members paying 2.5% of pay per annum more from April 2020 than they are
currently paying. Contributions from Non GUS members are unchanged from their current rates.

The revised contributions for all employers (GUS and Non GUS) are assumed to increase to 15% of
per annum from April 2016 then increasing at each April thereafter by 1% of pay. Increases continue
until April 2021 at which point all employers are paying 20% of pay per annum.

The revised cashflows for all GUS benefits accruing after 1 October 16 have been reduced by 9% (this
reflects future service rate change from 28.6% to 26.0%). Cashflows resulting from benefits accrued
prior to 1 October 16 are unchanged. Cashflows from Non GUS members are unchanged.
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