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KPMG's Pensions Accounting Survey 2016 looks at trends in
best-estimate assumptions based on close to 250 of KPMG’s
clients with UK Defined Benefit (DB) pension schemes
reporting under IFRS, UK or US GAAP at 31 December 2015.
The survey covers clients advised by leading consultancies
and provides a detailed insight into market-wide practice,
helping discussions that go beyond accounting.

Economic conditions stabilised slightly over 2015, following

a particularly volatile 2014. Although the economy continues
to grow steadily, recovery remains a slow process. Equity
markets showed very little growth over the year and, despite
small increases, corporate bond yields remained at low levels.
This low-yield and low-growth environment continues to
present a challenge for pension schemes. Many companies
were left facing significant balance sheet deficits at the year
end, with little improvement since the prior year. As a result,
pension disclosures are likely to continue to attract scrutiny
from shareholders and analysts where the pensions exposure
represents a material proportion of overall balance sheets.

The choice of assumptions remains pivotal in influencing the
company balance sheet, as well as recording the impact of
pension risk management strategies such as implementing
benefit changes or member options. KPMG's survey can help
companies understand the factors underlying assumptions
and highlight current market trends to inform their assumption
setting methodology.

© A iookback
02015 [

KPMG'S PENSIONS ACCOUNTING SURVEY 2016

A look ahead to >
2016 and beyond

Financial headlines

Our analysis shows that the range of assumptions adopted
remains relatively narrow, with the market packed tightly
around the median.

»  73% of companies surveyed had an inflation
assumption within 0.1% of the median, and 75% of
companies were within 0.1% of the median discount
rate assumption.

»  Discount rates have started to recover from the historic
lows seen last year, but they are still a long way off
the level they were in 2013. The median discount rate
assumption has increased from 3.6% to 3.8% for 2015.

»  We are also seeing a wider range of methodologies
being used to derive the discount rate assumptions.
We discuss this further in section 4.

» In March 2015 the Office for Budget Responsibility
("OBR") reduced their estimate of the long-run wedge
between RPI and CPI down from 1.4% to 1%. This
announcement did little to put the brakes on the trend
of companies moving towards a higher RPI — CPI
wedge. For 2015 reporters we saw 25% of companies
adopting an assumption greater than 1% compared
10 22% last year.

Demographic headlines

)

We have started to see an unravelling of the recent
trend of year on year increases in life expectancies
for current pensioners. 2015 marks the first time the
average life expectancy has fallen since our survey
began, with the median falling from 22.6 to 22.4
years.

The median life expectancy for future pensioners
has now remained flat at 24.2 for four years running.

As a result of heavier than expected mortality
experienced over the first half of 2015, the

latest projections from the Continuous Mortality
Investigation (CMI 2015) imply a reduction in life
expectancy of around 0.3 years compared to 2014
projections.

Just under 35% of companies in our survey adopted
the most recent CMI 2015 model in their mortality
assumptions, which could reduce company pension

liabilities by around 1% compared to the 2014 model.

It will be interesting to see what trends in future life

expectancy emerge from the CMI'’s on-going research,
and also how many companies look to adopt the latest

available models in their mortality assumptions as
these trends emerge.

AR-A0
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In June 2015 an exposure draft was issued proposing
amendments to IFRIC 14. These are expected to be
enforced at some point soon. We expect this to reduce the
number of schemes being able to recognise a surplus in the
future. We explore this topic in more detail in section 2.

The pension flexibilities announced in the 2014 Budget
introduced uncertainty for Defined Benefit (DB) Schemes
over whether members will look to access the flexibilities
by transferring into Defined Contribution (DC) arrangements.
An increasing number of schemes are building flexibility into
members' retirement options and we have seen a small
proportion of companies make an explicit allowance for
transfers within their accounting assumptions. We explore
this topic in more detail in section 2.
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Following a particularly volatile 2014
and a volatile start to 2015, the second

A ‘OO< Daek half of 2015 was a much more stable
period for pension schemes. Long-

dated interest rates remained relatively

flat, leading to a stable value of pension
scheme liabilities.

FUSION Snapshot
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Real yields hit a historic
500 low in January 2015 and
liabilities were particularly
volatile during the first
three months of the year,
leading to the consideration
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inflationary expectations ®
W Liabilties during the second half of

The gap between assets and the year led to a stable
liabilities will likely have remained value being placed on
broadly unchanged at the end of pension liabilities.

the year. Lower than expected
asset returns resulted in a very
modest increase in asset values,
whilst the small decrease in
liabilities as a result of the
increase in real yields would have

been largely offset by interest Movements after

on liabilities. 31 December
2015 remain
relatively stable.

Equity returns were
fairly flat over the year.
They showed moderate
growth over Q1 but fell
slightly in Q3, resulting
in small positive returns

over the year.
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The chart above, based on KPMG’s Fusion tool, shows how assets and
liabilities may have moved for a typical scheme over the year.

In times of economic uncertainty, KPMG's Fusion tool can be invaluable for sponsors wishing to keep track of their pension
scheme in real time.

Features such as real time estimated accounting disclosures, Journey Planning and Insurance Solutions allow sponsors to plan
ahead over the future lifetime of the scheme.
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Lanilties

Both nominal and real discount rates (based on the
difference between AA corporate bond yields and
assumed RPI inflation) increased over the year from a
historically low rate in January 2015 (illustrated in the
chart opposite).

Real yields finished around 0.20% higher than at the start of
the year. For a typical scheme with a duration of around 20
years, we estimate this meant a small decrease to defined
benefit obligations of around 4% over the year (which would
be largely offset by interest on the defined benefit obligations
over the year).

KPMG'S PENSIONS ACCOUNTING SURVEY 2016
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ASSELS

The Fusion Snapshot on page 4 shows assets were also
relatively stable over the year, with little growth from
asset returns.

A typical pension scheme invested in a combination of equities
and bonds would have seen asset returns of around 1%

over the year. This low asset performance, coupled with the
relatively stable liabilities over the year, meant that deficits
remained at broadly similar levels to the beginning of the year.

Typical asset class returns over the year are set out below:

— Rising corporate bond yields resulted in a low annual
return of <1%, compared to 12% over 2014
(IBOXX ALL £CORP AA)

©2016 KPMG LLP, a UK limited liability partnership and a member firm of the KPMG netwo

Gilt yields performed even more poorly, with negative
returns on index-linked bonds:

»  Conventional gilts returned <1%
(FTSE GOVT FIXED INTEREST OVER 15YRS)

Index-linked gilts returned -1%
(FTSE GOVT INDEX-LINKED OVER 15YRS)

The Stock market was relatively stable over the year
providing sub-par returns similar to those achieved
last year

» UK equity returned 1%
(FTSE ALL SHARE)

Global equity returned 4%
(FTSE AW ALL-WORLD EX UK)

The UK property market remains strong and generated
total returns of around 14% over the year.
(UK IPD)
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IFRIG 14

Proposed amendments to IFRIC 14 could have a major
impact on the Company balance sheet.

IFRIC 14 determines the level of a pension scheme'’s surplus
that can be recognised on the Company balance sheet. This
depends on whether the entity is able to get economic benefit
from the surplus in the long-run.

In June 2015 proposed amendments to IFRIC 14 were
published and these are expected to be enforced at some
point during 2016 or 2017.

The proposed changes will limit the circumstances when a
company can recognise a surplus in full on the balance sheet.
Where a company does ultimately have a right to a refund
from a surplus in the pension scheme, certain trustee powers
could limit the company’s economic benefit. For example
where the scheme Trustees have the right to improve the
scheme benefits without the agreement of the Company the
Trustees could change the benefits of the scheme, removing
the surplus entirely.

The amendments give more clarity on how different Trustee
powers should be treated and whether they will cause
additional surplus restrictions where they haven't previously.
The impact of this will be to make surplus recognition less
likely in the future.

Companies who have interpreted IFRIC 14 as having no
impact on them in the past, need to review that interpretation
to check whether or not it remains valid following the
changes.

It is important for companies to review the existing Trustee
powers within the scheme rules to help identify any issues
at an early stage.

PENSIons freedoms

The extra flexibility for DC pension savings arising from
the 2014 Budget came into effect from April 2015.

Last year we anticipated that this would result in more
companies starting to make an explicit allowance for the
proportion of members who transfer out of the scheme in
order to access this flexibility. This year, a small proportion of
companies have made an allowance for members transferring
out of the scheme. Although as expected these companies
are in the minority, as most are likely to wait and get a feel for
whether there is any impact on member behaviour in practice
before making a decision.

With a number of schemes running communications
exercises highlighting the new flexibilities to members,

and with some beginning to introduce access to the new
flexibilities as standard retirement options for their members,
we expect the number of companies making an explicit
allowance to increase over the next few years.

Of 141 companies where
we have information
available, 5% made an
explicit allowance for the
proportion of members
who will transfer out from
the scheme.

© 2016 KPMG LLP, a UK limited liability partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved.
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Hﬂaﬂﬂa‘ Real AA discount rates averaged 0.70% for December Demo [a mc Median assumed life expectancy for current pensioners has
reporters, up slightly from the record lows of 0.50% g D fallen slightly compared to last year, marking the first decrease
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The discount rate is used to calculate
the present value of future liabilities in
a scheme.

The discount rate assumptions seen in 2015 increased from the record lows seen in 2014. Despite these increases, rates
still remain significantly below assumptions seen in 2013.

The yield on the iBoxx Sterling AA
Corporate Over 15 Year index, which has a
duration of around 14 years, increased by
around 0.3% over the year. The graph on
the right illustrates how a typical yield curve
has changed since last year. AA corporate
bond yields (and hence discount rates) have
increased at all durations over the year, with
the general shape of the curve remaining
broadly unchanged.

AA Corporate bond yield curves

Yield p.a.

6.00%

5.00% B 31 December 2013

B 31 December 2014
4.00%

B 31 December 2015
3.00%

2.00%

1.00%

0.00% Source:
40 50 Merrill Lynch and
Term KPMG Analysis

Changes [0 discount rale approaches

We are continuing to see developments in
how companies derive their discount rate
assumption. We describe some of these
methods below.

Yield curve modelling - flexibility of
different approaches

The most common approach to setting the
discount rate assumption is to use an AA rated
corporate bond yield curve. Companies are
becoming more selective in how they derive
the underlying discount rate curve.

Flexibility in the underlying curve may be
justified by considering

— The AA bond universe used

— How the curve is fitted to the underlying
data

— The approach for extrapolating the
market yield curves beyond the last
available data point.

Different approaches can lead to a range of
assumptions, particularly for less mature
schemes. We have illustrated various
curves opposite.

KPMG'S PENSIONS ACCOUNTING SURVEY 2016

Different approaches to deriving the yield curve

Yield p.a.

4.00% W Alternative -

single agency

3.00% H Alternative
Standard -
single agency

2.00%

Standard

1.00%

Source:

0 10 20 30 40 50 60 70 KPMG Analysis

Term

The standard AA universe consists of bonds that have been classified as AA

by the majority of the rating agencies, whereas the single agency universe has
been extended to allow for any bonds that receive an AA rating from at least one
of the main rating agencies.

The alternative version of the standard and single agency curves adopt a
different approach to extrapolating the curve at the longer end, resulting in a
higher curve.
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Discount rate approaches — Refining
your approach

We are starting to see changes to the
way companies are calculating the
interest cost and service cost included
within the P&L. This is under particular
focus for US GAAP reporters following
announcements permitting this approach
from the Securities and Exchange
Commission (“SEC") at the end of last
year.

Calculating the service cost and interest
cost using the full yield curve (rather
than the single equivalent rate used to
calculate the liabilities) may lower the
P&L charge in current market conditions.

Using different discount rates derived
from the same curve for different
categories of members is also becoming
more prevalent. Using different discount
rates for insured and non-insured
pensioners may also improve the balance
sheet position.

KPMG'S PENSIONS ACCOUNTING SURVEY 2016

Yield p.a.

4.00%

3.00%

2.00%

1.00%

0.00%

An upward sloping yield curve
results in a lower interest cost.

Using a discount rate based on the
(longer term) active cashflows may
result in a lower service cost.
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Term

70

Source:
KPMG Analysis

The graph on the right shows the
overall distribution of discount
rates adopted by companies at
31 December 2015. The median
discount rate has increased by
0.20% over the year to 3.80%

at 31 December 2015.

The graph on the right shows the
discount rates used by schemes
grouped by the duration of their
liabilities. This uses our survey
sample in 2014 and 2015. Discount
rates for schemes have risen over
the year by similar amounts for both
mature schemes (shorter durations)
and immature schemes

(longer durations).

The increase in discount rates
together with relatively stable inflation
expectations has resulted in an
upward shift in net discount rates
compared with last year, with the
median increasing from 0.50% last
year to 0.70% at 31 December 2015.

Distribution of discount rate assumptions
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Source:
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Distribution of discount rate assumptions by duration
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2 3.84%
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Distribution of net discount rates
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RPI Inflation

The graph on the right shows that long-
term RPI inflation expectations have
fallen at shorter durations and risen at
longer durations (greater than 15 years)
since 31 December 2014. After some
volatility at the start of the year, long-
term rates remained reasonably stable
over the year.

The graph on the right shows the
distribution of RPI inflation rates adopted
by companies at 31 December 2015. The
median RPI inflation is 3.10% which is in
line with the median last year.

The inflation assumption is typically used as a basis to set
other assumptions used for pensions accounting such as
pension increases in payment, deferred revaluation and
long-term salary growth. The median RPI inflation
assumption at 31 December 2015 remains unchanged
since last year at 3.10%.

Movement in inflation spot curve

4.00%

3.50% /-—-*""——__‘ B 31 December 2013
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2.50%
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2.00%

Continous rate
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Distribution of RPI inflation assumptions
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RPI inflation rate (Nearest 0.1%)

73% of companies are
using an assumption
within 0.10% of the
median, compared
with 75% last year.
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GPlInflation

CPl inflation is typically used for deferred revaluation and pension increases,
depending on scheme rules. As there are no market indicators for CPI inflation, it is
typically set using an offset to the RPI inflation assumption. The graph below shows
the spread of the RPI-CPI ‘'wedge’ used by companies as at 31 December 2015. There
is a clear trend with the majority of companies adopting the median of 1.00%, which
is unchanged from last year.

The trend for companies moving towards higher assumptions for the RPI-CPI wedge
has continued this year. The proportion of companies adopting an assumption greater
than 1.0% has increased from 22% last year to 25% this year. In particular, the
proportion of companies adopting an assumption of 1.1% has increased from 15% to
22%, but beyond this there are few data points. At the time companies were setting
their 2014 year end assumptions, the latest estimate from the Office for Budget
Responsibility (“OBR") was a long-run wedge between RPI and CPI of 1.4%. This was
subsequently revised to 1.0% in March 2015, but this downward revision by the OBR
has not stemmed the trend for companies adopting a higher RPI-CPI wedge.

Distribution of CPI inflation assumptions
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Around 90% of

companies are
65% adopting an RPI-CPI
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KPMG Analysis

<0.7% 0.8% 0.9% 1.0% 1.1% 1.2% 1.3%
RPI less CPI (Nearest 0.1%)

Inflation 1sk premium

An inflation risk premium (IRP) is often applied to reflect certain supply and demand
effects on the gilts market. These are argued to keep break-even inflation rates
artificially high.

At 31 December 2015, around 80% of companies used an IRP adjustment which is
slightly higher than last year where 75% used an IRP adjustment.

Distribution of Inflation Risk Premium assumptions

50%

wedge of within
0.10% of the median,
compared to around
75% last year.
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Inflation risk premium (Nearest 0.05%)

2012 at 0.20%.
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PENSIONINCIeases

The most common pension increase

is inflation capped at 5.00% each

year which is known as Limited Price
Inflation (LPI). This assumption is usually
set with reference to the RPI inflation
assumption by applying an adjustment
based on the expected future volatility
of inflation. As inflation rates have
remained broadly stable compared

to last year, similar offsets have been
applied to RPI inflation in order to derive
the LPI assumption.

Over half the companies surveyed are
using an adjustment of 0.1%.

SAlary INCIeases

Salary increases are generally linked to
economic growth and inflation levels.

We are starting to see a trend of

more companies adopting a salary
increase assumption linked to CPI
inflation, as opposed to RPI inflation.

At 31 December 2015 around 25% of
companies set their salary increase
assumption relative to CPl inflation, with
the majority referencing RPI inflation.

The median RPI linked salary increase
has reduced to 0.30% above RPI
inflation at 31 December 2015,
compared to 0.50% above RPI inflation
last year.

KPMG'S PENSIONS ACCOUNTING SURVEY 2016

Distribution of pension increase
adjustments to RPI inflation
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The median adjustment
used by companies is
0.10% which remains
unchanged since 2010.
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Source:
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Types of Salary increase assumption adopted

B CPllinked
B Fixed

[ RPILinked

Source:
KPMG Analysis

Distribution of RPI linked salary increase assumptions
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Source:
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Distribution of CPI linked salary increase assumptions
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0.0%-0.4% 0.5%-0.9% 1.0%-1.4%
Real salary growth rate

The median CPI linked inflation assumption adopted was
0.5% above CPl inflation at 31 December 2015.

As more companies close their pension schemes to future
accrual and active member populations reduce in general,
the salary increase assumption becomes less important.
Around half of the companies in our sample are closed to
future accrual with more already closed to new entrants.
This trend is only expected to continue as companies try to

reduce uncertainty in relation to their future pension liabilities.

Intermediate measures such as capping pensionable salary
increases are also increasingly common, with around 15%
of companies adopting a salary increase assumption having
introduced a salary cap.

Source:
KPMG analysis based
on 31 companies at 31
December 2015

Around 15% of
companies adopting
salary increase
assumptions have
capped pensionable
salary increases.

\_|
B Uncapped salary

increases

B Capped salary
increases

Source:
KPMG Analysis
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. Mortality remains one of the key assumptions for pensions
a ‘ ‘ accounting. Continuing research and new approaches to

scheme-specific mortality studies allows companies to more
accurately quantify their longevity risk. The median assumed

life expectancy for current pensioners has reduced by 0.2
years compared to last year, marking the first reduction in
recent years.

LI16 expectancies

The graphs below show the spread of life expectancy assumptions used by companies for their current
and future pensioners. A current pensioner aged 65 is expected to survive a further 22.4 years on
average, whereas a future pensioner currently aged 45 would be expected to live a further 24.2 years
from the age of 65.

Distribution of current pensioner
life expectancies
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Distribution of future
pensioner life expectancies
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The range of life expectancies in our
sample has fallen slightly further since
last year for both current pensioners
and future pensioners, as companies
are increasingly adopting the “standard”
SAPS tables and CMI projections to set
mortality assumptions.

Over recent years average future
pensioner life expectancy has remained
stable, whilst average current pensioner
life expectancy has increased at a
slower rate. This year, the median life
expectancy for current pensioners

has decreased by 0.2 years, whereas
the median life expectancy of future
pensioners has again remained the
same. This is largely due to just under
35% of companies adopting the latest
CMI 2015 series of projections, as well
as more companies moving to the

CMI 2014 series from earlier versions.
Both of these show a decrease in the
expected rates of future improvements
in mortality.

pase [ables

The vast majority of companies now
adopt the SAPS tables (94% at 31
December 2015). These mortality tables
are based on actual pension scheme
experience rather than life insurance
tables such as PA92 and PAQO.

The number of companies adopting

the S2 series of tables which were
published in February 2014 has
increased to 50% at 31 December 2015
compared to 20% last year.

It is becoming increasingly common

for schemes to apply scheme-specific
loading factors to the mortality base
tables. With mortality a key assumption,
mortality studies including postcode
analysis and medically underwritten
studies can help schemes to more
accurately allow for the longevity risk

in their population.

Around 80% of
companies are using
life expectancies
within a
3 year range.

Median projected life
expectancies for current

pensioners have fallen
for the first time in recent
years. This reflects more
companies adopting the
more recent 2014 and 2015
CMI projection models.

SAPS S1
44% (75%)

SAPS S2
50% (20%)

PCA00O
0% (1%)

Other 1% (0%)

PNA0O Source:

- 2% (2%) KPMG Analysis
Scheme specific

3% (2%)

3% of companies are
using bespoke mortality
tables, with around
40% of companies
also applying scheme
specific scaling factors

to the standard base
tables.
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Fiure
mprovements

The median gap between current
pensioner and future pensioner life
expectancies has remained broadly
stable over the last few years. The
median gap at 31 December 2015 is 0.1
years lower than last year at 1.7 years
for a 20 year projection.

Previous cohort projections have

now been phased out, with 99%

of companies surveyed adopting
projections published by the Continuous
Mortality Investigation Bureau (CMIB)
compared to 95% last year.

The CMIB is continually updating

its research and produces annual
updates of the CMI projection model.
Companies are tending to use the most
recent projections available. Just under
35% of companies are using the CMI
2015 model, which was published in
September 2015.

The 2015 model shows a further
significant fall in expected future
improvements in mortality in recent
years, reducing life expectancies of both
current and future pensioners by 0.3
years from 2014. Overall, moving from
the 2014 model to the 2015 model may
have resulted in a reduction in liabilities
of around 1%.

KPMG'S PENSIONS ACCOUNTING SURVEY 2016

Difference between current and future pensioner life expectancy

e
3 >2.5 years

>

S
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Percentage of companies

CMI projection year (2014 values in brackets)

CMI 2010,

1% (2%) j T

CMI 2011,
7% (19%)

CMI 2012,

CMI 2015, 7% (9%)

33%(0%)

CMI 2013,
32% (560%)

CMI 2014,
20% (18%)

Source:
KPMG Analysis

The 2015 model shows
the first significant
fall in expected future
improvements in
mortality in recent years,
with the median life
expectancy for current

pensioners falling by
around 0.2 years.

Source: KPMG Analysis

Around 35% of
companies are
using the CMI 2015
model for their 31
December 2015
accounting results.

CMlI long-term rate (2014 values in brackets)

CMI 2%, Other 1%,
2 (2%) (2%)

CMI1.75%,
3% (3%)

CMI 1%,
19% (28%)

Source:

CMI1.5%, .
KPMG Analysis

25% (21%)

CMI 1.25%,
50% (41%)

Around 50% of schemes used the median long-term future

improvement of 1.25%, with the range from 1.00% to 2.00%.
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KPMG regional contacts

London

Naz Peralta
P: +44 20 73112403
E: narayan.peralta@kpmg.co.uk

North

lan Warman
P: +44 113 2313408
E: ian.warman@kpmag.co.uk

South

Andrew Coles
P: +44 118 3731390
E: andrew.coles@kpmg.co.uk

Midlands

Alan Pentland
P: +44 121 6096002
E: alan.pentland@kpmg.co.uk

Scotland

Donald Fleming
P: +44 141 3005784
E: donald.fleming@kpmg.co.uk
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Last year’s survey Visit Fusion

2 Click here to view Click here to visit the
the 2015 survey the KPMG Fusion site

Perspective on Pensions

We also wanted to let you know about our
thought leadership pieces, Perspectives on
Pensions.

You'll find nothing but honest opinions on our
industry, including some that may surprise you.

Click here to visit the KPMG Perspectives on
Pensions site
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