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Financial Services Growth & Competitiveness Strategy
Call for Evidence

C-Suite Pension Strategies Response

Stakeholder Information: Question 1: Which of the following statements best describes you as an
individual or as an organisation:

h) Other: C-Suite Pension Strategies aims to introduce corporates to “Credible Alternative”
strategies for their DB schemes.

The UK financial services sector needs more self-belief and confidence.
Worked examples of success are required

The UK financial services sector is strong and resilient and the framework set out in the Call for
Evidence is eminently sensible. To have a leading role in the Government growth mission, the
financial services sector needs to have worked examples of current success stories to show winning
formulae are in place. Then the strategy comes to life and becomes relatable across the sector.

The Government’s enthusiasm for the sector and treating it as a priority is very important. To provide
substance it needs to translate that interest into demonstrable examples of where it has taken specific
helpful actions. Then it can follow up to ensure that its growth objectives are met.

This submission to the Call for Evidence takes Defined Benefit Pensions (DB Initiative) as providing
the required worked example. The resources are already there. The regulatory frameworks have
been painstakingly constructed. Now there can be straightforward underpinning of Government policy
by new tax and regulatory led incentives. There can in turn be an emphasis on collective monitoring of
progress and outcomes by regulators linked to different Government ministries.

The relevance of the DB Initiative is that it highlights an opportunity across the UK financial services
sector available now. It is not confined to providing better pensions to members. It also means:

- Immediately more of the £1.3 trillion funds in DB schemes is directed to UK productive
assets like UK equities. 10% extra can be an immediate target and the proportion grows as
funding levels improve. It builds well beyond the important Mansion House Compact.

— Asset management growth: DB funds having newly long-term investment programmes will
bring many business pitch opportunities. It provides scope for asset managers to restructure
portfolio as they are not just being told to be “endgame” focussed.

— Improved current pension provision with more productive assets included in portfolio:
DB surpluses can be directed to boost pension provision under (Collective) Defined
Contribution propositions. These schemes will have higher equity and productive asset
allocations given the younger age profile of members.

- Stock Market liquidity improves with more money coming (and expected to come) into UK
equities. The 25 year market assumption that there are more sellers than buyers disappears.
Prices normalise, volumes pick up and confidence is restored.
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- Corporate financial performance improves: Balance sheet volatility is modest when
liabilities and assets are both valued on close to a AA bond. Cash flows improve as there is
litle cash contribution required. DC costs fall and can be eliminated / enhanced where they
can be funded via DB surpluses.

- Corporate finance pickup: The belief that legacy DB schemes were a major negative for
values of UK “old economy” businesses goes. Values adjust for those raising money and
considering UK investment.

- Insurance innovation: The need to ask corporate sponsors for more money is the remaining
risk for trustees. Being asked to contribute is the big remaining risk for the sponsor.
Available, innovative, insurance products can address those risks on very attractive terms.

C-Suite has put proposals to DWP to make DB pensions a major source of growth and better current
pension provision. Tracking through the questions posed by the Call for Evidence, here is the worked
example to show how there is substance to the growth strategy. A success story will be the trigger for
a new attitude.

What “The Financial Services Growth and Competitiveness Strategy” should state is that
London is a Time Zone Capital and UK has the self-belief and confidence to embark on a new
phase of growth. It then needs to present worked examples of success happening now — not just
past or future aspiration — that is why Defined Benefit pension schemes are a relevant area in which to
focus.

The need for confidence in the frameworks in place is important. There is considerable flexibility
available. Focus should be on the quality of and transparency behind decision making by parties
involved.

Willam McGrath founded C-Suite Pension Strategies. His career is bookended by time in the financial
services sector. Most of his work was as a plc executive director, latterly as CEO of the Aga
Rangemaster Group. DB pension funding from all perspectives has been a major interest. He sees
corporate Board re-engagement in the pension subject as now likely, given altered public policy, and
indeed needed to bring better outcomes for all stakeholders.

The combination of the positive impact on ESG strategies and the financial returns available makes
DB pensions a worthy Board agenda item.

“A confident, growing City of London and financial services sector is much needed. The derisking
overshoot in pensions provides a major bounce back opportunity. Government can show the way;
provide incentives and expect its requlators to ensure policy translates into market practice. The result
is more productive asset investment; better pensions and restored City self-belief.” William McGrath.
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Call for Evidence Questions and Responses

Chapter 3: Objectives and Approach
Question 3.1: Do you agree with the proposed objectives set out in paragraph 3.6?

The objective set that financial service firms can “invest and grow with confidence” is commendable.
The status of the City of London and financial service sector has ebbed in recent years. Activity levels
have fallen in some key areas — with The Stock Exchange itself drifting. It has struggled to retain its
domestic pull and international recognition.

Government’s clear commitment to the sector is a major positive. Worked case studies are needed
showing progress achieved and achievable. Volumes and activity levels are a key link to confidence.
Then many of the other objectives of paragraph 3.6 will become easier to deliver. We see Defined
Benefit pension schemes as providing a deliverable, major opportunity. Our specific suggestions are
as follows:

- Aclear objective should be to address directly why growth is not being achieved. In pensions
that can be the trustees’ view of their fiduciary duty. While it has been much debated, the
settled view of most trustees remains that any part of an investment policy that is not directly
financial may be sidelined. ESG is not a relevant consideration. That can change. When
there are, however, financial drivers such as taxation and incentives working in a particular
direction they have to be taken into account. The precedents are clear as is the legal opinion.

Further, where regulations — such as Technical Actuarial Standard 300 Version 2 (TAS300V2)
— pose specific relevant questions, they have to be addressed by trustees. That means a risk-
benefit assessment of the relative merits of Credible Alternatives to bulk transfers is needed.
Legal opinion is that trustees may act on bad advice, but they must ask relevant questions to
avoid subsequent questioning of their actions. Non-compliance with TAS300V2 on “Credible
Alternatives” by the actuary is a problem for trustees.

- Government resetting priorities showing a new readiness to influence risk-benefit
assessments and making it work for all stakeholders. Government then shows an awareness
of the constraints on trustees and sponsors by providing incentives. Government then tells
the regulatory bodies that they should ensure actions are being taken — not just formalistic
compliance. The outcomes can then be highlighted as part of the concerted effort to restore
the sector’s confidence and will be part of the growth story.

- Elimination of real and perceived barriers to growth should be a proposed objective. One
barrier is a pick and choose approach to regulatory compliance in some specialist areas.

Question 3.3: What do you consider to be the most important trends or changes likely to affect
the financial services industry over the next 10 years?

In the UK there will be a growing realisation that savings rates in the private sector are not high
enough to cover life expectancy. The quicker this is addressed the better. It is readily achieved by
reframing the DB pension derisking overshoot. It becomes the best way to start an investment bounce
back and add to volumes.
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The idea sees more money invested by schemes for the long term and allows surpluses to arise which
can be recycled into current (Collective) DC pension provision. If just 1% of assets held in DB
schemes per year are recycled into DC schemes, that adds £13 billion to pension pots. And that
money will have high levels of productive asset allocations. With incentives attached to push up UK
allocations, the wider market impact will be considerable and sustained.

Chapter 4: Policy Pillars

Question 4.1: Do you agree with the list of policy pillars that the government intends to focus
on? Are there other areas that should be included?

A policy pillar should be vibrant marketing of London as the Time Zone Capital for financial services.
The policy should be to present UK financial services as a global leader. That involves Government
support for financial services and ensuring there are activity levels high enough to support growth.
With The Stock Exchange becoming less significant because of underperformance against
comparable markets caused by regulatory driven switch to low risk assets, there has been a real loss
of confidence amongst practitioners. A trigger to turn that around comes by redirecting effort and
objectives for DB pension schemes to long term interests of all stakeholders.

Making regulation looser, cheaper and more flexible it is a secondary feature behind generating more
activity.

Question 4.3: How well is competition currently working in the financial services sector, and
how can it be improved?

Competition usually works well in the financial services sector. Where issues can arise is where
practitioners can exploit differences between regulatory regimes and fail to take regulatory sanctions
seriously. Regulatory capture has been an issue.

Government should reflect and respond to areas where its rules create arbitrage opportunities.
Government should have a reputation for being alive and ready to act when sectors are overheating.
Our proposals, sent to DWP, for a windfall tax on life insurers highlighted an example of where such a
response is appropriate. A £50 billion a year risk transfer industry has arisen out of sponsors and
trustees being convinced get rid is a sound policy. New Government policy expectations are that
schemes will seek Credible Alternatives to bulk transfer . Scheme derisking to around gilts plus 0.2%
to transfer assets to a life insurer, selling illiquid assets on the way, is wasteful. Life insurers re-risk to
returns of around gilts plus 1.4%. Disclosures under new IAS17 accounting rules for insurers are
more sketchy than ever.

Convenient but limited disclosure and notes mean questionable practice is not given sufficient
scrutiny. Here is an example of where the sector can help itself by insisting on quality, explicable
disclosures and providing transparency. Life insurers have become very powerful and a corrective
seeking the Credible Alternatives suggested by TAS300V2 must follow. Statements of the Chancellor
and Minister of State need heeding by those in office pre and post election.
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Question 4.6: What is your assessment of the UK’s current regulatory environment?

The UK regulatory environment is overall sound. The reduction in appetite for risk and scepticism
about innovation are unfortunate features of recent years. Explicable and sound market trends can
become problems if there is a loss of concentration (as with leveraged LDI) or an unwillingness to
respond to changed circumstances (when schemes were well-funded with strong sponsors).
Regulatory capture is to be guarded against. It can set its own norms and ease out competition. How
the use of a “Gateway Test” managed competition levels was remarkable.

In DB pensions there is a strong case that most legislation / regulation worked well up to point in the
mid 2010s when sufficient adjustment to risk levels had been taken. The 2004 Pensions Act had
raised governance standards; PPF had shown it was able to deal with downside risks and investments
had moved to a balance of debt and equity appropriate as schemes matured. The follow on shift to
transfer risk to life insurers as part of “endgames” proved a major error. It created new concentration
risk with the life insurers and undermined The Stock Market and the wider economy as productive
assets were sold. The (leveraged) LDI collateral led market crisis showed how gaps between
regulations can arise and cause real world problems. The surprise at its impact highlighted the need
for and importance of close links between regulatory teams.

Regulatory difficulties also arise where financial services groups do not take their regulators seriously
enough and interpret requirements in their own self interest. Actuaries are confident to circumvent and
ignore FRC set regulations. The Audit, Regulation and Governance Authority (ARGA) heating up is
much needed. Technical Actuarial Standard Version 2 is explicit and powerful if there were to be more
than formulaic compliance.

FRC should also look at the financial accounts of Groups making risk transfers. Accounts disclosures
of risk transfer deals are designed to avoid the obstacles of transparency. The recent example of the
£9 billion risk transfer by NatWest Group to Rothesay Life is an object lesson.

Such a large deal was referenced on page 30 of a third quarter statement by the sponsor. It took 10
days for the pension sector to notice. The Group’s financial accounts had been set up to ensure that
the financial impact was unclear. A £7 billion surplus was hidden behind accounting requirements.
Such lack of transparency follows on from consistently effective work to avoid disclosures in relation to
deals. That Aviva was able to make large book profits by selling its pension scheme to itself was
something that should have been clear. FRC and sector analysts should have been on such cases.

Our paper “Buy-ins, Longevity Swaps and Other Unforced Errors” addresses the subject. Here is an
area where all parties would be helped by financial analysts — such as those working for stockbrokers
— picking up on disclosure levels and being ready to put questions to Boards of sponsors and trustees.

They should have a strong interest in transparency because it means that new strategies follow which
are very much in their interests. FRC/TPR should expect those making decisions to see the track
record and trend lines.
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Question 4.7: How can regulation support responsible and informed risk-taking?

Financial services regulation should have a focus on the quality of the financial decision making
processes — rather more than fulsome documentation of them.

The requirement of TAS300V2 to compare bulk transfers and Credible Alternative run-on solutions
provides an excellent example. To carry out a number-free comparison is not credible. Where
regulations have been put in place, the parties should expect that regulators may seek to examine
papers on which decisions were based — not to question the decision but to ensure there was a sound
basis for it. We have developed models to provide deterministic and probabilistic risk appraisals.

Further, parties should expect to explain and disclose decisions to stakeholders. Where for example,
to comply with Company Law S172 statements, Groups make statements on environmental and HR
matters, they should be covering pension strategies in their reviews.

Where Government has clearly stated how committed it is to a growth mission, DB schemes should
show how their strategies support — or do not support - the approach to scheme members and
shareholders. (See the C-Suite paper “The Unsustainable ESG Pensions Carve Out” included with
our submission email).

Here is the opportunity for ARGA to show it appreciates that regulation can be a driver. “Informed” is a
key word. A serious risk-benefit analysis has to be in place before buyout decisions are in place. That
analysis should be “on the record” available for ARGA / FRC to see.

The conclusions should be explained to interested parties. When there is a realisation there could be
a discretionary upside, more members of pension schemes will want to engage. Better pensions are
there for the asking. They should be encouraged to ask. The framework set is for the members not
the trustees. The initiative to see more member nominated trustees will be given a lease of life when
there are real economic and risk adjusted decisions to take. The drift towards trustees being more
process supervisors rather than strategic analysers should end.

C-Suite Pension Strategies Ltd
Registered in England and Wales - Company No: 09974973 Page 6 of 10



—
C-Suite

Pension Strategies

Chapter 5: Priority Growth Opportunities
Question 5.1: Do you agree with the priority opportunities that have been identified?

The financial services sector is dynamic. Where the sub sector growth opportunities prove to be is
obviously hard to identify ahead of time. Hence, we think that an overall theme that London is the
Time Zone Capital with the self-belief to deal with changing markets is critical. The priority is to have
confident, growing firms based in the UK. They set the tone and adjust the direction. What is certainly
required is that large pools of finance are needed and directed from the UK. The flagship is likely to
remain The Stock Market. With the rebound available to markets from adjusting DB pension policy,
there is the chance to kick start a growth phase in markets.

Question 5.2: Which of the following business areas and activities do you see:
b) For other organisations/individuals: As high growth opportunities for the sector?
In highest growth potential order:

Pensions

Asset management
Investment banking
Retail banking

Payment services
Fintech

Insurance / Reinsurance
Financial advice
Sustainable finance
Mutual / cooperative
Financial market infrastructure
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Question 5.8: Are there any barriers to growth in capital markets that are not being targeted by
existing government reforms? How can private and public markets be grown so that they best
support UK growth?

The biggest barrier to growth in Capital Markets is a view that the markets are in decline in the UK.
Across the sector — but in capital markets in particular — Government backing is important. Recent
very able City ministers have shown an appreciation of the need for confidence and self-belief.

A commitment to use tax and incentive structure to raise the level of investment in the UK productive
assets would be very significant. Taking the DB pension example, Government directs investment by
limiting seepage outside the UK and by introducing extra measures to adjust the wider appraisal of the
role of trustees in acting in the best interests of scheme members. Whatever caused barriers to arise
is of limited relevance against the benefits of engaging now. Confidence in the prospects and City
self-belief increasing can be at the heart of the Growth and Competitiveness Strategy
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DB Pensions Proposals

The package of proposals can support the Government’s growth mission and work in the
interests of all stakeholders in Defined Benefit Pension Schemes.

1) Government makes a policy statement: Expects well funded DB schemes with strong
sponsors to run-on with stable, long-term, investment strategies targeting above
gilts plus 1.5%.

2) Government wants more investment in UK productive assets and will introduce regulation /
legislation to support the strategy. Where a well funded scheme invests over 10% of its
assets in approved categories of UK focussed productive assets including UK listed
equities, the following incentives are provided:

a. DB surpluses used directly to fund or improve DC contribution levels are not
subject to a 25% tax change on the sponsor as a return of surplus even if the DC
scheme is under separate arrangements.

b. Capital value of third-party risk diversifying guarantees (as well as interest costs) provided

to the scheme by the sponsor are tax allowable for the sponsor over time.

c. Reduction in benefits to members where a scheme falls into PPF cease on financial
failure of the sponsor — with the 2.5% inflation cap remaining to reflect a moral hazard
factor.

3) Government encourages the use of pension surpluses to improve pensions of past and
present employees over the long term. A cap on surplus payments in any one year will
be 3% of a scheme’s assets.

4) A cross-regulator committee (TPR / PPF / FRC / CMA) will examine schemes’ Statements
of Investment and Funding Principles and the impact of TAS300V2 and DWP Funding and
Investment Strategy requirements. The preparatory work schemes have undertaken will be
a major consideration. ARGA’s remit covers accounting and actuarial work and it will
include taking on the work of the committee once it is in operation.

5) Economic benefits: Sponsors and trustees will be encouraged to recognise the value
of aligning corporate and pension scheme ESG strategies. Additional 10% of £1.3
trillion UK pension scheme assets allocated to productive UK asset (£130bn).
Over 1.5% of pension scheme assets added to taxable pension payments / (C)DC
contributions (£20bn).



Proposal Notes:

A normative gilts plus 1.5% return is undemanding and can be achieved through fixed
income investments. A life insurer’s portfolio — which has some additional constraints — will
be at or close to that return level. The “low dependency” target of TPR is between gilts plus
0.2% and gilts plus 0.5%. Buyout pricing is set at around gilts plus 0.2% to calculate
liabilities. The life insurers have benefited from the regulatory arbitrage.

TPR / PPF convinced the industry to ignore completely the existence of PPF. This
approach does not stand up to analysis legally. A consequence has been key calculations
of the difference in value of PPF and FSCS safety nets were not carried out. The risk to a
scheme member is not calculated at all on a probabilistic basis, taking into account
likelihood of default, or rarely even on a deterministic basis assuming immediate default by
the sponsor. As soon as there is a realistic calculable upside, the current approach is
deeply flawed and is not in member “best interests” or likely to meet the” proper purpose”
test of the trustee action.

Most DB Trust Deed and Rules allow for the exercise of discretion to add to benefit. This
has been rarely exercised in recent years. Government can readily make this easier. It
can do so while encouraging long-termism by limiting the level of surplus use in any one
year. Large one-off payments to global HQ will not benefit the UK employees — past or
present — or UK investment levels.

Trustees and consultant “fiduciary duty” concerns need direct consideration. As they are
often more theoretical than mathematical, they can be addressed. This is best achieved
through devising an overall package. The sponsor can bring about change through
contingent guarantees (which may be reinsured). Government can use tax incentives and
added PPF security to adjust fiduciary duty analyses. These financial incentives mean it is
not necessary for trustees to factor in wider ESG considerations. There are then well
established legal foundations for run-on decisions.

The expectation that there will be more investment in UK productive assets after many
years of net selling will result in market reassessments of prospects. A bounce back from
the derisking overshoot follows. A virtuous circle.



vi.  The numbers below summarise the points made. They are derived from models developed
by C-Suite in conjunction with Moody’s Analytics:

i. Regulatory Arbitrage

- Pay life insurer cash valuing liabilities at:

Gilts plus 0.2%

— Life insurer re-risks returns under Solvency
UK to:

Gilts plus 1.4%

ii. Risk Assessment

- Probability of member benefit reduction to
PPF stop loss when sponsor is investment
grade:

Under 0.5% to 1%

- Probability, on sponsor failure, at current
return target, that scheme can still annuitise
and pay full benefits:

85%

iii. Benefit Assessment

- Delta achievable above actuarial liability
model per annum from demography and
investment:

1.5% to 2%

- 0.5% to 1% used to make discretionary
payments to members

Equates 10% to 20% pension increases

- 1% to 1.5% used to fund / improve (C)DC
pensions

Eliminate all sponsor pension costs and double DC
contributions: Direct company repayments possible.

iv. Investment Returns

- Statement of Investment Principles:
“standard” investment target:

- Revised investment target of stable, long-
term, flat-lined return:

Tapers to gilts plus 0.2% to 0.5%

Gilts plus 1.75%

v. Economic Benefits

- Additional 10% of £1.3 trillion UK pension

scheme assets allocated to productive UK £130 billion
asset

- Over 1.5% of pension scheme assets added
to taxable pension payments / (C)DC £20 billion

contributions

vi. Conclusions

- There has been a clear cut regulatory arbitrage for life insurers that has created the £50 billion a

year risk transfer market.

- Downside member risk of reduced pensions is often negligible. PPF has been a great success.

- Discretionary use of surpluses can have a major impact on pension payments, (C)DC and accruals.
- Tapering returns in Statement of Investment Principles is unnecessarily wasteful and should stop.
- Economic ESG alignment benefits of adding to productive asset allocations and discretionary

payments are immense.

Notes on Sources

- LCP latest estimate of risk transfer pricing used. Insurance sector experts have provided life insurer

return numbers.

- Risk Assessments uses C-Suite’s PFocus modelling with Moody’s Analytics. Van Lanschot
Kempen provide modelling of long-term portfolio returns.

Further reading:

UK Capital Markets Revival: There for the Asking

Better Pensions: Also There for the Asking

The Derisking Overshoot and the Bounce Back Opportunity



https://www.c-suiteps.com/commentary/uk-capital-markets-revival-there-for-the-asking
https://www.c-suiteps.com/commentary/better-pensions-also-there-for-the-asking
https://www.c-suiteps.com/commentary/the-derisking-overshoot-and-the-bounce-back-opportunity

