A Jamaican Case Study of Converting Defined Benefit Pension Plan to Defined Contribution Pension Plan

Introduction
Globally there has been an increasing trend for plan sponsors to convert from defined benefit (DB) plans to defined contribution (DC) plans due mainly to economic challenges.   Jamaica has not been immune to this trend. Since the passage of the pension legislation, some sponsors have reacted to the new regulatory requirements by conversion, with a view to reducing plan costs and limiting future pension obligations.  
A conversion involves a change in the fundamental nature or design of the plan and is usually effected by an amendment to the Trust Deed and Rules.    There are 3 approaches in a conversion:

· Approach 1
- 
DB & DC for Existing Members, DC for New Members
· Approach 2 
– 
DB for Existing Members, DC for New Members 

· Approach 3
– 
DC for All Members

Approach 1- DB & DC for Existing Members, DC for New Members
Under this approach, employees who were members of the pension plan as at the date of conversion would be provided with a pension on two bases:

i. membership/service prior to conversion – defined benefit (DB)

                                        Plus

    ii.     membership/service post conversion – defined contribution (DC)

Additionally, all employees joining the plan on or after the date of conversion would be provided with a pension secured by the accumulated contributions, inclusive of interest at the time of retirement.

Approach 2 – DB for Existing Members, DC for New Members 
A conversion could be effected such that benefits, for the future, would be changed only for employees joining the plan on or after the date of conversion. As such, employees who were already members of the plan on the date of conversion would continue to be provided with a defined benefit pension.

Approach 3 – DC for All Members
This approach involves converting the DB benefits already accrued by the existing members on the date of conversion to a cash sum.  The amount, which is actuarially determined, is used as the starting account balance for these members under the new DC provision. Using this approach, all members of the plan are provided with a pension based solely on a sum of money available at their respective retirement dates.

These approaches are similar to the methods used in other jurisdictions. However regardless of the approach, FSC’s duties remain the same. 
The FSC will review the application to answer the following questions:  

1. How can the regulator protect the rights and pension benefits of the participants (namely- active members, pensioners, deferred pensioners and their beneficiaries)? That is, the regulator must ensure that participants are not made worse off as a consequence of the conversion.

2.  Are the participants able to determine their position before and after the conversion? That is (i) have they been informed? (ii) Was the information presented in a manner that is easily understood by all members? (iii) Was the information clear, accurate and widely disseminated? Did the members have sufficient notice to facilitate obtaining independent legal and professional advice?  

3. Is the amendment compliant with the Act and Regulations? For example, do the relevant provisions of the plan’s constitutive documents (Trust Deed and Plan Rules) accurately reflect the changes?  
Hypothetical Example 

A company had approximately 1,800 employees with island-wide branches in Jamaica. The company employed a number of both blue and white collars workers in a diverse mix of skills and variety of disciplines. The company decided to convert its defined benefit plan to a defined contribution plan in early 200X, while preserving the benefits of existing DB members.  Here are the facts:
· The Board of Directors of the company passed a resolution at a meeting held on June 10, 200X.
· Members were notified on June 25, 200X. A copy of the notice was also submitted to the FSC
· A report on the voting system was submitted. A combination of paper ballot and electronic voting was used.  Summary of results:
· Total membership           
 1,750

· Number voted                 
 1,450
· Number voted “yes”       
 1,400
· Number voted “no”             
      50
· Number who did not vote   
    300
· Statement dated December 5, 200X signed by 6 trustees in the presence of an Attorney at Law indicated that they had reviewed all relevant documents, inclusive of any collective agreements, and were satisfied that there were no impediments to the conversion.
· Copies of conversion documents, including communication with the members explaining the pros and cons of the conversion and how the rights of the participants or beneficiaries would be affected, were submitted to the FSC.

· Based on the information and documents submitted to the FSC it appeared that the company would be pursuing approach 1. 

· The company submitted all the required documents. 

· In addition, the company had lengthy sessions with the members in which presentations were made. These presentations addressed the risks associated with a DC plan. Members had opportunities to ask questions and seek clarification. The trade unions representing the workers were directly involved in the process from the beginning. The company subsequently submitted a “Member Engagement Report” which provided details of the steps taken regarding the conversion. The report indicated that the company commenced formal discussions with Active Members (unionized and non-unionized), Deferred Pensioners, Pensioners, Trade Unions, Trustees, Consulting Actuaries, Plan Administrator and Fund Manager from as back as 2 years ago. These meetings and discussions continued with members and their representative groups (Trade Unions and Pensioners’ Association) until the members voted on the plan amendment two years later.

Key Decision Principles
Given all the information and documents submitted, it was now the time for FSC to discharge its duties to ensure (i) participants were not made worse off, (ii) participants were able to determine their position, and (iii) the amended constitutive documents were in accordance with Act and Regulations. 
Principle # 1: Ensuring Participants are not worse off.
In order to meet this requirement, a comparison of the revised trust deed with the former trust deed was carried out. Attention was especially paid to the provisions regarding benefits.
FSC’s Findings:

· The summary of the rules following on implementation of the proposed change did not appear to indicate that the  deferred past service pension was subject to a minimum pension 
· For persons electing to take the cash refund option, the formula for the pre 199x joiners (included in the insurance policy) did not appear to take account of a member’s voluntary contributions.  In addition there was no indication that the member’s contributions under the DB component would be updated with interest.

The company advised that the trustees would modify the plan rules to make it explicit that the benefit from voluntary contributions and the past service compulsory contributions would be updated with interest.
· The company provided additional benefits and confirmed that the improvement in past service benefits for pensioners would extend to deferred pensioners on record as at March 31, 200X
· The company indicated that the past service benefits would be secured by way of group annuity  and group annuity deferred contracts from an insurance company in which the trustees would be the policyholders and each member’s and/or beneficiary’s interest would be noted in the contract. FSC sought explanation or clarification on the following issues: 

I. Whether the group annuity contracts and group deferred annuity contracts related to current pensioners and deferred pensioners, respectively.

II. Since the insurance company was the investment manager, there was the potential for conflict of interest. The FSC requested the following information:
· methodology used to choose the assets in the pooled pension funds which would be used to buy the annuities? 
· criteria used in the selection of the insurance company
· written confirmation that  the company would be responsible for honouring benefits in the event of default or failure of the insurance  company
, 

The company’s responses:
· The annuity contract would conform to all relevant legislation in Jamaica. 
· Consultations were made with internal and external experts before selecting the insurance company. The criteria used in the selection of the insurance company included:                     

· Financial strength and track record

· Competitiveness of premiums for annuities
· Quality of response to the Request For Proposal

· Regulatory compliance and administrative capability

· Payment terms and calibre of key personnel involved in the delivery of services
· Information on the methodology used to select the assets was provided. 

· The company also provided written confirmation that it would be responsible for honouring benefits in the event of default or failure of the insurance company.
Principle # 2: Ensuring Participants were Able to determine their Position
The following matters were considered:

· Difference between DB & DC:  Were the pros and cons of the conversion and its impact on the rights of members and beneficiaries understood by the participants?

· Language, technical terms and jargon:  did the participants (given their level of education, background and experience) understand what was being communicated? 

· Responsibilities & Rights: Were the responsibilities and rights of each stakeholder (the employer, the trustees and the participants) under the new DC plan explained sufficiently?

· Risks:  Were the risks communicated to the participants so that they understood how they could be affected?  
· Written Documents: were the participants able to review the documents in deciding which option to choose. 

· Illustrations: were illustrations provided  

FSC Findings: 

· On examining the documents, the FSC found that the documents appeared to be too technical for the general membership and did not provide an explanation of the risks involved to the members. 
The company indicated that the response of members suggested that the information presented to them was adequate; however, the company advised that the trustees would arrange further educational meetings. 
· The information given to members regarding the choice of asset mix did not implore the members to seek professional guidance or remind them of the limits imposed by the Investment Regulations. In addition, it did not provide information about a default asset mix nor did it stipulate the rules or parameters within which those members who wished to choose their asset mix should operate.
The company subsequently advised the FSC that there was a plan to provide 3 Default Funds for members’ DC accounts which would be designed to match the staff risk profiles of differing attained ages/retirement ages. The sponsor further advised that the asset classes and proportions would comply with the Investment Regulations and that additional educational seminars would be planned where members would be further educated on the shift in investment risks from the sponsor to the members as a result of the conversion.
· With respect to the sample documents given to members, FSC’s Chief Actuary advised that the sample illustrations for the various categories of members were by and large acceptable, however she expressed the following concerns/comments:
1. The portfolio mix assumption used could be interpreted as the most appropriate one for the member, since the illustration had been personalized  

2. The rate of exchange assumption was not disclosed  
3. The annuity rates and the basis for the rates for the group annuity contracts were not been disclosed.
Principle # 3: Compliance to Act & Regulations.

Similar to the registration of pension plans, an evaluation of the constitutive documents (Trust Deed and Plan Rules) was carried out to ensure compliance with the Act and Regulations. 

Conclusion: 
The amendment of the company’s pension plan from a Defined Benefit to a Defined Contribution plan was recommended for approval subject to the receipt of the following:
· Actuarial Valuation report as at the date of conversion; 

· The annuity rates and the basis for the rates for the group annuity contracts for pensioners and deferred pensioners.
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