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1. Recommendations

Honourable Members are recommended to:

(a) Approve a policy for FIPS members to be able to disinvest funds from age 57 (Option
2 as described in paragraph 5.2).

(b) Approve a policy for FIPS members to be able to convert a trivial pension into an
accessible lump sum (Option 2 as described in paragraph 5.2)

(c) A simplified public guidance document will be prepared and circulated once the
necessary Legislation is in place.

2. Additional Financial Implications

2.1 There are no immediate additional financial implications to Falkland Islands
Government (“FIG”).
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There is likely to be time incurred by staff in the Treasury Pension section
administering potential annual draw down requests, compared to the current one-off
crystallisation of lump sum and annuity. Processes should be designed to make sure
that they are as straightforward as possible.

Executive Summary

The Falkland Islands Pensions Scheme Ordinance 1997 (“the Ordinance”) was enacted
to establish FIPS and to make provision for the payment of retirement pensions and
other benefits to or in respect of members of the scheme, and for connected matters.

FIPS is a defined contribution pension scheme, meaning that investment risk is borne
wholly by the employee, rather than the employer.

Currently the benefits which must be provided under the scheme are a tax free lump
sum of up to 25% and a lifelong annuity that must be purchased with the remainder of
the individual account.

Retirement can be from age 50, but with options for deferral until the age of 75. There
are rules about the form of the annuity, for example that it must be increased annually
by at least three per cent’.

If the Recommendations are approved then members of the scheme will have a choice
about whether they take an annuity or choose to drawdown some or all of their
individual pension account as cash.

After bearing investment risk during the accumulation phase, the aim is to provide
freedom to FIPS members to take responsibility for their financial future and have

control over the individual pension accounts that they have accumulated from the age
of 57.

Background

Pension Flexibility in the UK

In November 2016, the FIPS Board was provided with background about the pension
freedoms that became available in the UK from April 2015. These new freedoms
removed a number of restrictions to the ways in which people could drawdown their
pension in retirement. The situation in the UK is a comparable example to what is
planned for FIPS.

The flexible drawdown options became available in the UK to members of a defined
contribution pension scheme. Income drawdown allows a person to take income from
their pension fund while the fund remains invested and continues to benefit from
investment growth. The income drawdown provides an alternative option to an annuity.
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The two elements of the 2015 UK pension changes are:

e Flexi-access drawdown (“FAD”) and,
e Uncrystallised Fund Pension Lump Sum (“UFPLS”).

FAD pension replaced flexible drawdown in the UK on 6 April 2015. Using flexi-
access drawdown, a pension holder can crystallise their pension fund, taking 25% of it
as a Pension Commencement Lump Sum (“PCLS”) while the balance of the money
continues to be invested. A pension holder can then choose to draw as much or as little
of the crystallised fund as they wish. Withdrawals can be taken as a regular income
stream, or one or more lump sums. These withdrawals can be provided directly from
the pension fund or, if income is required, by the purchase of a short-term annuity (if
the provider facilitates short-term annuities). Income tax will be chargeable on any
withdrawals at the pension holder’s marginal rate in the year of withdrawal (although
it’s important to note that emergency tax may be applied to lump sums or the initial
payments of income).

With UFPLS, from 6 April 2015, if someone wants to access some or all of their
pensions savings without designating funds as available for drawdown or buying an
annuity (or scheme pension), then UFPLS is one way to do this (provided that this
option is allowed under the contract). With UFPLS 25% is paid tax-free and 75% is
taxed as pension income in the same way as a pension paid. This means that the payer
of the lump sum will deduct and account for income tax under the requirements of the
UK income tax regulations

FIPS — Comparison of Current Drawdown to UK arrangements

FIPS is a defined contribution pension scheme. The changes in the UK and the reasons
for undertaking those changes, and the impacts that they have had will be of relevance.

The FIPS Board meeting in November 2016 discussed the options at length and
narrowed focus to two potential options that were described in the minutes as:

“Limited drawdown options capped either by the frequency of the withdrawals or by a
% of the value of a single life annuity that a person of the same age could purchase and

Flexible income drawdown where the amount and frequency of the withdrawals is not
limited”.

The FIPS Board members requested more information on the potential impact on FIPS
and FIPS members if flexible drawdown options were to be implemented.

Currently, members of FIPS can access their pension pot from age 50 and take up to
25% as a tax free lump sum. The remaining 75% must be converted to an annuity.

It was noted at the time that a key factor was to be the administration of FIPS. If any
new arrangements are unworkable from an ongoing practical perspective, then they
would not be desirable.



4.15 FIPS - Pension Administration

4.16 FIPS pension administration is covered as follows:

Fidelity are the investment managers and hold the total funds;

Stanhope Consulting provide assurance reports on the investment performance of
Fidelity against benchmarks and comment on the suitability of those benchmarks;
Capita administer the individual accounts of each of the 1,400 FIPS members that
add up to the total investment fund value managed by Fidelity. Capita receive
employer/contribution money each month from the Falkland Islands which is
then passed to Fidelity and also pass on cash disinvestments to the Falkland
Islands.

4.17 The Pensions team within the Treasury carries out the following tasks, amongst others,
in relation to FIPS:
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Supporting the FIPS Board,;

Collecting monthly employer and other contributions and transferring these to
Capita;

Dealing with enquiries from individuals that cannot be resolved through the FIPS
website at  http://www.fipension.co.uk/booklet/fphome.asp ;

Receiving disinvested funds and paying out the 25% tax free lump sum and
arranging payment of annuities through the Pensions (Old Scheme) Fund.

A key principle is that any drawdown option to be made available should be
straightforward to administer. The pension’s team are also responsible for the

Retirement Pension Fund as well as protected rights for the former defined benefit
pension scheme.

Key elements of FIPS proposal for flexible retirement options

On retirement members can elect to take up to a 25% tax free lump sum and, with the
balance, elect to take:

An annuity as before;
100% of the pot; or
A drawdown option.

The proposed mechanics of the third option above would give the member the chance
to draw one amount from their fund annually, to fund retirement. The amount would

have to be notified to the FIPS office annually in advance.

The current requirement of taking an annuity by age 75 would be removed as would the
trivial pension limit.

FIPS members would be able to make one withdrawal each year. The current pension
administration firm (Capita) does not wish to become a bank and the Treasury is not a
bank either.
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The timing of the withdrawal would be at a fixed point each year (30" September), with
notifications for drawdown advised to the Treasury Pensions office three months
previously.

If a member wants to convert from drawdown to annuity, then that will be permitted.
There can be no reversal back from an annuity into drawdown.

The pensions office will accept requests for drawdown for future years and hold these
on file.

There will be a de-minimis withdrawal amount of £5,000. The current annual personal
allowance for income tax is £15,000. This would enable someone with full 2,200
Retirement Pension Contributions to draw down income to supplement their Retirement
Pension.

The recently introduced £40,000 de minimis threshold for full withdrawal of funds
should be repealed and replaced by the opportunity to make use of flexible drawdown
from age 57.

Initially it was thought that disinvestment transactions for Fidelity (and other fund
managers) are instructed in terms of units (rather than monetary amounts). Therefore
the disinvestment instruction would have to be an estimate of the number of units based
upon the monetary value the day before the transaction. There would have been a risk
of the actual amount of money disinvested being different as a result of fluctuations in
unit prices. However, Capita have now confirmed that disinvestment can be a specific
amount.

No more money can be paid out of an individual FIPS account than is already saved.

Individual FIPS accounts will continue to subject to investment risk, although there are
profiling options already in place to enable de-risking as a person gets close to a typical
retirement age. Technically a member could transfer all to cash to effectively remove
investment risk but Stanhope indicated in the last Statement of Investment Principles
review that if FIPS was to offer drawdown that the lifestyle profiling should be
revisited, and some exposure to equities is retained. Therefore a default drawdown
option will be defined and members would need to indicate in advance what their
intentions are on retirement.

The drawdown will be from a specified investment fund that the member asks for from
their individual account (if in more than one fund — e.g. cash, gilts, equities), or the
default fund if specified or not selected.

The drawdown is likely to have a fee that will be imposed by the pension administrator
(currently Capita), who have stated an amount of £150 per withdrawal. The fee covers
preparing and submitting the disinvestment instruction, updating the database,
arranging payment to the FIPS bank account, preparing a revised statement for the
member, and maintaining records of disinvestments for calculation of fees.
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The withdrawal charges will be made by way of deductions from what is handed over
to the individual from their investment account.

The rule will be set that a member is not allowed to contribute to FIPS whilst also
making an annual drawdown. This is to prevent a post retirement investment fund. A
member would have to wait until the beginning of the subsequent calendar year before
re-joining the pension scheme.

Experience of Pensions Freedom in the UK

The Financial Conduct Authority (FCA) published interim findings of the Retirement
Outcomes Review in July 2017. This was the first major comprehensive study into how
the retirement income market is changing since the pension freedoms. The full report is
available here - https://www.fca.org.uk/publications/market-studies/retirement-
outcomes-review The main findings were:

e Accessing pension pots early has become ‘the new norm’. Almost three quarters
(72%) of pots that have been accessed were by under 65°s.

e Most are choosing to take lump sums rather than a regular income.

e Over half (53%) of pots accessed have been fully withdrawn. However the fully
withdrawn pots are mostly small with 90% below £30,000.

e 94% of consumers making full withdrawals had other sources of retirement
income in addition to the state pension.

e Drawdown has become much more popular. Twice as many pots are moving into
drawdown than annuities.

Impact on Economic Behaviour of Individuals

It is not possible to predict what the impact on the changes to accessing pension
drawdown in the Falkland Islands would be. The FCA report referred to above does not
indicate any issues from a UK perspective, FIG to be mindful and aware of any
connection between depletion of pension savings through drawdown as opposed to
annuity, and the risk of welfare dependence.

Against this must be balanced the principle that individuals should be responsible for
their own financial well-being and be trusted to make decisions appropriate to their own
situation.

Making the Right Decision

There is limited access to financial advice in the Falkland Islands, but it is understood
that some residents access independent and regulated financial advice from the UK.

The administrative arrangements will make clear that it is for the member themselves to
seek advice as appropriate, to help ensure that they are making the right decision about
how to access their individual investment account.

The Falkland Islands does not currently have a facility whereby members of approved
pension schemes can withdraw their entire pension pot (of whatever value) taxed at the
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appropriate marginal rate.

Having the trivial pension threshold based upon a lump sum value, and at a higher
value than the capitalised cost of the existing trivial pension limit is a small step
towards FIPS members having greater choice about how they use their pension savings.

Age at Accessing Pension Drawdown

57 is considered a reasonable age from which pension drawdown can take place. Many
Falkland Islands residents are still working from the age of 50 to 57.

Tax Administration

Currently the 25% maximum lump sum that members can take from FIPS is tax free.
Any other disinvestments will be taxable income to be disclosed on an annual tax
return. There would be no overall tax loss to Falkland Islands Government, other than
the potential optimisation of tax allowances.

Investment Choices

Once a member has disinvested funds, there is less access to investment options than if
the funds had remained invested with Fidelity. The impact on individuals can be
mitigated by only drawing down the funds that are needed.

Existing FIPS Monthly Pensions below £100 a month — Buy Out of Future Obligations

It is acknowledged that there are a number of existing pensions that are of a lower
value®. Some of those individuals may wish to convert their annuity back into a trivial
lump sum.

FIG Treasury has investigated further the mechanics of providing a means to convert a
trivial annuity into a lump sum, and a report was produced by XPS Pensions
(consulting actuaries) in May 2019. The objective of the work undertaken by XPS was
to identify a practical and cost neutral approach to buy out future pension rights for
trivial pensions, if the pensioner so chooses.

The Falklands Island Pension Scheme Ordinance specifies that on retirement, members
must purchase a pension with at least fixed 3% per annum pension increases, a 5 year
guarantee (from date of retirement) and a contingent spouse’s pension of 50% of the
member’s pension (where the member has opted to have an attaching spouse’s pension,
otherwise no spouse’s pension is payable). Members may elect to purchase a pension
which is more generous in any of these areas if they wish. However in practice there are
no FIPS members who have chosen this option. As such, all members are being
considered for this exercise.

The exercise undertaken by XPS considers members who retired several years ago and
considered the value of members’ benefits. This is consistent with the approach adopted
in the UK for conversion of trivial pensions after retirement. For members who elected

2 Lower defined as being a pension of £100 a month as at March 2019.
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at retirement to have an attaching spouse’s pension, this also meant that XPS calculated
the lump sum using the age difference of their current spouse and their marital status at
date of calculation (rather than obtaining additional, and possibly missing, historical
data).

In the UK, a trivial commutation lump sum must extinguish all entitlement to defined
benefits that the member has under the scheme, including their spouse’s benefits, and
this approach was also adopted for the FIPS trivial pension calculations.

XPS obtained a list of pensions payments relating to each individual pension in
payment. The payments were then discounted back to give present values at the
effective date, using the discount rate assumption, and totalled to give the value of the
liabilities (the cash lump sum), that would be paid out of the pensions (Old Scheme)
Fund.

This “effective date” is the date on which it was assumed the payments would be made
to members and the Pensions (Old Scheme) Fund would no longer have to make
payments. XPS used an effective date of 1 September 2019. Given that legislative work
will be required, the calculations will need to be run again before implementing the
change after the legislation is in place.

It is recommended to amend the legislation for this specific area of conversion of trivial
pension into a lump sum alongside the changes to the FIPS Ordinance to cover other
aspects of drawdown.

As of March 2019 there were 185 pensions in payment from FIPS (paid out through the
Pensions (Old Scheme) Fund). There were 49 FIPS pensions in payment that were £100
or less per month. The lump sum calculated for these individuals to buy out their
pension entitlement ranged from £6k to £52k, with an average of £23k.

5. Options and Reasons for Recommending Relevant Option

5.1

5.2

5.3

Option 1: Do nothing. An advantage of doing nothing is that the risk of financial
depletion and destitution by individuals is reduced. The disadvantage is that individuals
who have been subjected to the risks of a defined contribution pension scheme are not
provided with choices about how they manage their FIPS individual account. Also, they
might not have money when they need it, in terms of a variable spending profile in
retirement.

Option 2: To enable individuals to make withdrawals from their FIPS individual
account from age 57 as described in paragraphs 4.22 to 4.27. In addition individuals
with a monthly pension of £100 or less at a defined effective date can convert that
pension to an actuarially agreed lump sum, as described in paragraphs 4.57 to 4.58.
This option carries with it the potential for fund depletion.

Honourable Members are recommended to approve Option 2 as this provides greater
choices to individuals to manage their own finances.
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Resource Implications

Financial Implications

There are no direct financial implications as the withdrawals are from the FIPS
individual accounts held by members. There will be an administration fee, to be paid by
the member, that will be reviewed annually as part of the contract with the current
pension administrator, and this charge will be deducted from payments made.

The economic behaviour of individuals cannot easily be predicted. Early indications
from the UK are that individuals who are in a position to have pension savings have
taken the lump sum in full. It is not possible to ascertain whether there would be extra
costs of destitution falling upon FIG welfare budgets in future years, but that is not a
reason to deny the individuals the opportunity to manage their finances in a sustainable
way. Another factor to consider is that a certain level of savings is allowed for
recipients of welfare, and whether drawdown would affect the number of people with
savings and their eligibility for welfare.

A separate matter that needs reviewing but is not directly linked to Flexible Drawdown
is the potential for pension funds to be transferred out of the Falkland Islands and the
tax consequences of this.

Human Resource Implications

None

Other Resource Implications

There will be some additional administrative time within FIG Treasury collating an
annual withdraw request for those eligible FIPS members with individual accounts.

Legal Implications

The FIPS Ordinance 1997 will need to be rewritten in a number of places. Other
legislative changes are also likely to be required. There is a substantial piece of work to
be done to ensure that the existing rights to purchase an annuity do not affect the new
withdrawal clauses, and vice versa.

In addition, detailed Regulations would need to be prepared that define the obligations
that the FIPS Board has to ensure that clear administrative processes are in place. The
FIPS Board already has powers in the s6(1)(a) of the FIPS Ordinance 1997, but the
detailed operation of the withdrawal process needs to be defined from the outset.

The changes proposed by this report are not within the Legislative Drafting Programme
for 2019-2020. Significant work is clearly still required to detail the changes which
will be required if the proposals set out in this report are agreed in principle. The
proposals for legislative change will be considered, alongside other matters for
consideration and prioritisation within the programme for 2020-2021 or beyond.
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Ideally the new legislation would come into force at the beginning of a tax year and
also to set in train the process by which FIPS members can request an annual
withdrawal. On this basis a the earliest the changes could be brought into operation
would be 1 January 2022, but this is dependent on the priority attached to other existing
proposals for legislation, as well as any emerging requirements.

Environmental & Sustainability Implications

No direct environmental and sustainability implications.

Significant Risks

If a FIPS member without sufficient alternative income were to withdraw their
Individual Account and spend it all this might put pressure on FIG welfare budgets

A mitigating factor is that FIG is able to decide upon welfare rates, and also who the
recipients are in accordance with the policies of the time. In the Falkland Islands,
welfare benefits for those of working age are generally targeted at those who cannot
work, rather than those that choose not to.

However, the new welfare benefit will also replace income supports for seniors such as
the winter fuel allowance and housing rebates — with a non-specific, means-tested
benefit. Therefore, there could indeed be consequences for support payments

The Retirement Pension Scheme provides a base income (assuming all 2,200 weekly
payments have been made). Contributions are compulsory; so many FIPS members will
be receiving pension income from the Retirement Pension Scheme.

A change to the cash flow of the Pensions (Old Scheme) Fund could affect the ability
of the fund to meet existing liabilities.

There are mitigations in place. Firstly, at present when an annuity is chosen, it is paid
on the basis of an actuarial figure provided by XPS. These actuarial results are cost
neutral to the member and FIG. From an actuarial perspective, the ability for members
to withdraw lump sums reduces the actuarial risk within the pensions (Old Scheme)
Fund.

The Pensions (Old Scheme) Fund has an actuarial review every three years. The fund is
currently in surplus.

If the administrative arrangements are not well defined or contractualised then the
process of withdrawals from individual FIPS accounts may be incorrect, delayed or

incomplete.

The aim of the policy is to keep the administrative process as straightforward as
possible. The pension administrator and scheme actuary are both based in the UK,
hence why the UK has been cited as a comparator.
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The contract between FIG and Capita as pension administrator will need to be revised
to reflect the new processes, and that in itself could lead to a potential cost increase, but
the principle to work to is that these costs should be passed onto the member
disinvesting.

If the Treasury and/or Legal department within FIG lacks people capacity, then the
policy will take longer to commence.

If FIPS Members do not obtain suitable advice then they may blame FIG for financial
decisions that do not work out in their favour

As a minimum FIG will arrange for a form to be signed where the individual member
has confirmed that they have compared the options of an annuity against receiving
drawdown cash.

Members will also be directed towards sources of potential independent investment
advice, but with no obligation to take this up or for FIG to pay for the advice.

10. Consultation
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11.

111

The FIPS Board have discussed pension flexibility for a number of years. The FIPS
Board contains employer and employee representatives, and supports the
recommendations in this paper.

The Portfolio Holder has sought views from the local community in a regular MLA
newsletter.

The existing option of an annuity from age 50 still remains for FIPS members.

As stated in the risks section there will have to be sufficient communication with each
FIPS member so that FIG can demonstrated that it has taken reasonable steps to enable
each FIPS member to be aware of the financial decisions that they are taking in relation
to their individual account.

Communication
As part of this project there would need to be a communication plan to include
amendments to the FIPS website and updates to the forms and other information that

FIPS members receive. The timing here is important, and does not start before there is a
known commencement date for the revised legislation.
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