Objectives of the proposed changes

Removing identified employers from the Groups will:

= Reduce the risk they are unfairly subsidising other employers

= Facilitate adoption of a funding strategy that recognises differences in covenant
and funding arrangements

= Ensure consistent treatment of Universities currently in the ABG or SBG
= Permit better management of route to exit for closed admission bodies
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Overriding objective is
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Funding strategy and proposed changes
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Hampshire funding strategy

Purpose of the Funding Strategy Statement

The purposes of this Funding Strategy Statement are to set out the processes by which the
administering authority:

= Establishes a clear and transparent funding strategy, specific to the Fund, to meet employer’s
pension liabilities going forward.

= Aims to meet the regulatory requirement in relation to the desirability of maintaining as nearly
constant a common rate of contributions as possible.

Takes a prudent longer-term view of funding the Fund’s liabilities noting that whilst the funding
strategy applicable to individual employers or categories of employers must be reflected in the
Funding Strategy Statement its focus should at all times be on those actions which are in the best
long term interests of the Fund.

Aon Hewitt | Consulting | Retirement
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Hampshire funding strategy

Solvency Target and Funding Target

= For Scheduled Bodies, and certain other bodies of sound covenant whose participation is indefinite in
nature............ the administering authority will generally assume indefinite investment in a broad
range of assets of higher risk than risk-free assets.

For certain Admission Bodies, bodies closed to new entrants and other bodies whose participation in
the Fund is believed to be of limited duration through known constraints or reduced covenant, and for
which no access to further funding would be available to the Fund after cessation...... the chance of
achieving solvency will be set commensurate with assumed investment in an appropriate portfolio of
Government index linked and fixed interest bonds after cessation.
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Valuing the liabilities / setting the funding target

Estimating what benefits will be paid, and when

Expected cashflows (£M)
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Valuing the liabilities - assumptions

RPI inflation

CP! inflation
(pension increases

4 pension account
revaluation)

Pay growth
(pre-2014
benefits)

Aon Hewitt | Consulting | Retirement
2 February 2018

~
Aon Hewitt Limited is authorised and regulated by the Financial Conduct Authority. 20 Empower Results®



How the ongoing funding target is set (LGPS-specific approach)

Discount rate / investment return: 5.5% p.a.
Pension increases: 2.4% p.a.
= Pay increases: 3.9% p.a.
Probability of funding success: 1%

Funding ratio (%)

100%

31 Mar 2013

Aon Hewitt | Consuliing | Retirement
2 February 2018

Aon Hewilt Limited is autharised and regulated by the Financial Conduct Authority. N‘_ Empower Results®



Hampshire funding strategy

Cessation of participation - orphan liabilities

= \Where an employer is leaving the Fund and will no longer have any contributing members, and the
residual liabilities are not subsumed, the administering authority will act on the basis that it will have
no further access for funding from that employer once any cessation valuation, carried out in
accordance with Regulation 64 of the Regulations, has been completed and any sums due have been
paid. Residual liabilities of employers from whom no further funding can be obtained are known as
orphan liabilities.

= The administering authority will seek to minimise the risk to other employers in the Fund of having to
make good any deficiency arising on the orphan liabilities. To achieve this, the administering
authority will seek sufficient funding from the outgoing employer to match the liabilities with low risk
investments, generally Government fixed-interest and index-linked bonds.
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Current funding approach / strategy (in theory)

Strength of funding target

Stronger — less reliance
on investment returns

Aon Hewitt | Consulting | Refirement
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A risk based approach

Proposals for 2016 valuation

el

HE/FE Employers will be required to provide financial data
by 31 March 2016

two most recent annual accounts
financial forecasts
recent Ofsted / QAA report
= (Covenant assessment will be carried out across the sector

= QOption for individual employers to request their own
covenant assessment
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Refined funding approach / strategy

Strength of funding target
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What do different funding targets mean in practice?

Hand-outs — individual employer data as at the 2013 valuation
= Your position as a Grouped employer

B

Your position if you had not been a Grouped employer at that date (impact of
‘de-grouping’) |

- notional allocation of assets to employers in proportion to the share of the Group’s liabilities -
consistent with accounting and exit valuations

Your position if an ‘orphan’ funding target had been adopted
Your position if you had exited the Fund at the 2013 valuation (all actives as deferreds)

Aon Hewitt | Consulling | Retirement
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Worked example

Effect of different funding targets (as at 31 March 2013)

Siscount Rate 32%p.a.  5.2%/3.9%p.a. TBC 5.5% p.a.
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£234M £206M £158M

£109M mm:<_ £33M

12.6%

l[l

A 9.9%

£4.3M e £1.8M

FRS 17 (31 July 13)

Effect varies according o membership profile
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Comparison with private sector schemes

Figure 4B: Distribution of nhominal discount rate outperformance by Tranche 8
covenant group
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It's not just down to investment strategy

Figure 3: Distribution of discount rate cutpertformance by allocation to refwucrme
ok cing seRate Sgnoup
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Financial pressures - movement in funding position

Progression of whole of Fund funding position
- "Gilts plus” funding ratio © AH risk-based funding ratio
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Break

Aon Hewitt | Consulling | Retirement
2 February 2016

Aon Hewitt Limited is authorised and regulated by the Financial Conduct Authority. Empower Results®



Fund-wide changes to risk sharing
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Praposed Fund-wide changes to risk sharing

= Lump sum death in service benefit is already shared
- payment of 3 x Pensionable Pay on death
— ‘premium’ is included within contribution rates

Additional risks proposed to be shared from 2016

i health early retirement
— enhanced pension, without reduction (this can be expensive if the member is young)

s

Partner’'s pension on death in service
— enhanced pension (this can be expensive if the partner is much younger than the member)

Aon Hewitt | Consuiting | Retirement
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Options for creating new funding groups
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Options for new groups

Grouping (or Pooling) is now relatively rare across LGPS Funds

minisier new groups |

sivawes

Y : MR < ] s =
HPF is willing o ad
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Options for new groups

Conditions under which HPF will consider new groups

1S a LY SAF YO P oy ~ 3
. . ANY new arrangeme
Aon Hewitt | Consulting | Retirement o B
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Option 1 = similar to existing Group framework

= Assets not tracked at employer level
— apportioned on share of fund approach for accounting / exit purposes
Grouped employers pay a common future service rate
All funding risks are shared
Employers contribute towards the Group’s deficiency in proportion to payroll (or liabilities)
No facility for over / advance payments by employers
Common recovery period applies to all employers in the Group

= Similar policies to those currently adopted in the other Groups to protect against declining
payrolls (or liabilities)

= Policies heeded on exit / outsourcings Ao,m: be complex)

2 February 2016
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Option 2 - alternative grouping arrangements

Groups with individual asset tracking, only specified risks shared
s Assets tracked at employer-level (still a notional allocation)
- different to current approach where employers do not have a notional asset share
= Employers pay a common future service rate (next slide)
« Employers contribute towards their own deficiency
— over-payments are possible
- some risks are shared

2 February 2016
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Operation of “alternative” grouping

Sharing future service costs (employers pay the same % pay contribution rate)

%
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Decisions required for alternative grouping — which risks to share ?

Other risks which can be shared

Pension i

Notes:
= We suggest risks are shared in proportion to liabilities

= Investment risk is a key risk but, where assets are tracked at employer level, average Fund
returns are applied to each employer’s notional allocation of the Fund’s assets

= Change in financial conditions risk (i.e. changes to the assumptions for the discount rate and
inflation, causing changes to liability values) is another significant risk but, the change to the
Group assumptions will apply to each employer’s liabilities individually (in effect not sharing)
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Other considerations

Insolvency Risk

Totton College’s exit debt was equivalent to 18% of the total ‘ongoing’ deficiency relating to the
remaining Colleges

= |f Colleges had been grouped together sharing insolvency risk before Totton’s insolvency,
deficiency contributions would have increased by 18%

Aon Hewitt | Consulting | Retirement
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Feedback — recap on proposals

» Removal of education employers from the Groups

»= Assets to be allocated on a "share of fund" basis (same as FRS accounting)
= Stronger funding target for those with weaker covenant

= Contribution increases to be phased in gradually

= Alternative pooling options

Aon Hewitt | Consulting { Retirement
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Next steps

= Best practice indicates transparency and consultation
— consultation on the draft FSS ends on 19 February
— we welcome proposals for other grouping arrangements to share costs / risks
— Panel & Board to consider responses at March meeting

= |f proposals accepted:
~ contribution changes will be managed as appropriate
- further communications as part of 2016 valuation exercise

Aon Hewitt | Consulting | Retirement
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Questions?
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Disclaimer

This document and any enclosures or attachments are prepared on the understanding that it is solely for the benefit of the
addressee(s). Unless we provide express prior written consent, no part of this document should be reproduced, distributed or
communicated to anyone else and, in providing this document, we do not accept or assume any responsibility for any other purpose
or to anyone other than the addressee(s) of this document.

Notwithstanding the level of skill and care used in conducting due diligence into any organisation that is the subject of a rating in this
document, it is not always possible to detect the negligence, fraud, or other misconduct of the organisation being assessed or any
weaknesses in that organisation's systems and controls or operations.

This document and any due diligence conducted is based upon information available to us at the date of this document and takes no
account of subsequent developments. In preparing this document we may have relied upon data supplied to us by third parties
(including those that are the subject of due diligence) and therefore no warranty or guarantee of accuracy or completeness is
provided. We cannot be held accountable for any error, omission or misrepresentation of any data provided to us by third parties
(including those that are the subject of due diligence). This document is not intended by us to form a basis of any decision by any
third party to do or omit to do anything.

Any opinions or assumptions in this document have been derived by us through a blend of economic theory, historical analysis and/or
other sources. Any opinion or assumption may contain elements of subjective judgement and are not intended to imply, nor should be
interpreted as conveying, any form of guarantee or assurance by us of any future performance. Views are derived from our research
process and it should be noted in particular that we can not research legal, regulatory, administrative or accounting procedures and
accordingly make no warranty and accept no responsibility for consequences arising from relying on this document in this regard.
Calculations may be derived from our proprietary models in use at that time. Models may be based on historical analysis of data and

other methodologies and we may have incorporated their subjective judgement to complement such data as is available. It should be
noted that models may change over time and they should not be relied upon to capture future uncertainty or events.
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Aon Hewitt Limited

Aon Hewitt Limited is authorised and regulated by the Financial Conduct Authority.
Registered in England & Wales No. 4396810

Registered office:

The Aon Centre | The Leadenhall Building | 122 Leadenhall Street | London | EC3V 4AN

To protect the confidential and proprietary information included in this material, it may not be disclosed or provided to any third
parties without the prior written consent of Aon Hewitt Limited.

Aon Hewitt Limited does not accept or assume any responsibility for any consequences arising from any person, other than the
intended recipient, using or relying on this material.

Copyright © 2016 Aon Hewitt Limited. All rights reserved.
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