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Understanding SMPI rates

= Refreshed rates were overdue
= |inkage to volatility is welcome
= Robust assumptions for cashflow modelling

What are SMPI rates and how are they used?

Pension providers use Statutory Money Purchase lllustration (SMPI) rates to illustrate the potential
return on a pension portfolio. Mandated by the Financial Conduct Authority (FCA), the
methodology behind SMPI is overseen by the Financial Reporting Council (FRC). While the rates
theoretically derive from capital market assumptions, after extensive consultation in 2023, the FRC
evolved the approach. The key changes are 1) there are now four growth rates defined, rather
than three, and 2) the growth rates are linked to volatility.

What are the implications for advisers?

Financial advisers have to use an assumed growth rate when undertaking any kind of cash-flow
planning. Whilst financial advisers are not obliged to use the same rates as a pension provider,
we consider it good practice to use them in cashflow modelling assumptions so that growth rates
are 1) reasonable, 2) consistent with regulatory guidance for pension providers and 3) evidence-
based.

Whilst growth rate assumptions are never certain and assumptions are open to challenge, the fact
that there are now volatility bands for each SMPI rate means advisers can apply rates that map to
an asset allocation framework, thereby de-risking their growth rate assumptions by relying on the
FRC approach.

SMPI rate history

The history of the SMPI rates is summarised below:

2003-12 2012-22 From Oct-23 From Apr-24 \

Group 1 n.a. n.a. 1% 2%
Group 2 (Lower Rate) 5% 2% 4% 4%
Group 3 (Intermediate Rate) 7% 5% 5% 6%
Group 4 (Higher Rate) 9% 8% 7% 7%

Note: returns are nominal gross. Source: Elston summary, FCA and FRS data
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Since April 2024, the SMPI rates are 2%, 4%, 6% and 7% for volatility Groups 1,2,3 and 4
respectively. This was a change from 1%, 4%, 5% and 7% from October 2023. For the decade
prior to then, the SMPI rates were 2%, 5%, and 8% for the Lower, Intermediate and Higher Rate.

The evolution of regulatory SMPI is summarised in the chart below. As the methodology
considers capital market returns and risk premia, the reduction in rates was linked to compressed
yield following the financial crisis (plotted with spot gilt yields and rolling 10-year gilt yields for
reference).
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Source: Elston research, FCA data, FRC data, Bloomberg data

What is the methodology to setting the rates

A huge amount of asset class performance analysis around long-run gilts returns and risk premia
was conducted by PWC in March 2012 to assist the FCA and the FRC in their review of statutory
projection rates. From 2003 to 2012, these rates were 5%, 7% and 9% for the lower, intermediate
and higher growth rates. Broadly speaking this inherently represented a “risk free” bond portfolio
of 5%, an all-equity portfolio of 9% (assuming 4% equity risk premium), and a balanced multi-
asset portfolio in the middle of 7%. The PWC study of 2012 (when gilt yields were suppressed
following the financial crisis) supported the FCA decision to reduce the rates to 2%, 5% and 8%.

What does the new methodology look like and how has it been calculated?

In addition to creating a new low fourth rate, and tweaking the other rates, the SMPI rates are
now also been defined by 5-year volatility bands (across 4 bands), which is a similar (and more
pragmatic) methodology to ESMA SRRI definitions (7 bands). Both the FRC and ESMA
methodologies face the challenge of using static volatility bands (when volatility is itself dynamic),
but introducing the linkage between risk and return is good progress and consistent with theory
and practice. The volatility bands used by the FRC to create the groups are summarised below:

Volatility Band \

Group 1 Greater than 0, less than 5%
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Group 2 (formerly Lower Rate) Greater than 5%, less than 10%
Group 3 (formerly Intermediate Rate) Greater than 10%, less than 15%
Group 4 (formerly Higher Rate) Greater than 15%

Based on the FRC's technical analysis' (looking at the median volatility of 1,075 pension funds over
rolling 5-year periods), Group 1 volatility (0-5%) would capture money market funds, Group 2
volatility would capture bond funds, Group 3 would capture multi-asset funds, and Group 4 would
capture equity funds (based on an analysis of pension funds).

By looking at the mid-point of those volatility bands, it is now possible to link SMPI returns with
volatility assumptions to create a traditional capital markets framework. The SMPI risk-return is
summarised below.

FRC SMPI Risk-Return Summary
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What could FRC do to improve the methodology?
1) Use index, not fund data

The current volatility bands are based on pension fund performance aggregates for different asset
classes. This requires data aggregation and inherently captures how those funds are managed,

not just their asset classes. We think a potential improvement would be to use index data for each
asset class and derive SMPI rates that are expressly linked to asset allocations, rather than samples

! https://media.frc.org.uk/documents/AS TM1 - Accumulation Rate Assumptions.pdf
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of funds. This would enable consultants and scheme providers to model the SMPI rate of different
asset allocation strategies and be a more useful assumption for cashflow modelling tools.

2) Relative, not absolute, volatility bands

The other drawback, in our view, is using absolute volatility bands. Because market volatility is itself
volatile, a "balanced” 60/40 mandate could be >10% for one 5-year period and <10% for another
5-year period. The risk classification of KIID documentation has the same problem.

We think “relative risk” is more useful. This is where a portfolio can be defined as having x% of
Global Equity volatility. Relative risk is relatively stable as it captures fluctuations in the level of
volatility over any 5-year period. By contrast absolute risk cannot.

Conclusion
Growth rates in pensions illustrations are highly governed by the FCA and FRC.

By contrast there are no constraints on what financial advisers use as illustration rates in cashflow
models.

We think it prudent that advisers use the FRC growth rates in their cashflow planning tools.

Henry Cobbe, CFA

Head of Research, Elston Consulting
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For more insights and information on research, portfolios and indices, visit:

Find out more

www.elstonsolutions.co.uk or NH ETF<Go>

www.elstonsolutions.co.uk

ABOUT ELSTON

We research, design and build investment solutions with and for asset owners, managers
and advisers.

Our Research & CPD focuses on multi-asset strategies, index funds and ETFs.

NOTICES

With reference to the European Union Directive 2014/65/EU on markets in financial instruments (“MiFID 1I): this Report
does not provide a recommendation for an action, provides information freely available for public consumption and does
not therefore constitute "Research” as defined by MiFID II. This is because this report contains purely factual information
on one or several financial instruments or issuers and does not explicitly or implicitly recommend or suggest an investment
strategy. It does not therefore constitute an investment recommendation as defined within the meaning of Article 3(1)(35)
of EU Markets Abuse Regulation ("MAR"), in conjunction with Article 3(1)(34) of MAR. For further information, please refer
to ESMA guidance ESMA70-145-111 Version 12.

With reference to the European Union's Market Abuse Regulation (Regulation (EU) 596/2014): we warrant that the
information in this report is presented objectively, and the following commercial interests are hereby disclosed: Elston
Consulting Limited creates research portfolios and administers indices that may or may not be referenced in this report.
If referenced, this is clearly designated and is to raise awareness and provide purely factual information as regards these
portfolios and/or indices.

An “Index” is a Regulated Benchmark. An “Index Portfolio” is not a regulated benchmark but a research portfolio of index-
tracking investments with a periodic rebalancing scheme.

All company, product and service names and trademarks used in this article are for identification purposes only and are
the property of their respective owners, and their usage does not imply endorsement.

This document is not an advertisement or financial promotion. It is provided for informational purposes only and is not
intended to be an offer or solicitation, or the basis for any contract to purchase or sell any security or other instrument,
or for Elston Consulting Limited to enter into or arrange any type of transaction as a consequence of any information
contained herein.

This document is issued by Elston Consulting Limited registered in England & Wales, registration number 07125478,
registered office: 1King William Street, London EC4AN 7AF.

© Elston Consulting Limited. All rights reserved No unauthorised reproduction.
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