Comments on the Government’s Response to the Green Paper:

Action on occupational pensions

The Government’s response to the Pension Green Paper has been published
.  It is a relatively small document considering the importance of the Green Paper and the number of responses made to it - 800.

1.
Introduction

The Introduction lists some of the “Themes emerging from the consultation” and starts by saying how:

“In particular, there is general agreement that everyone – individuals, employers, the financial services industry and the Government – has a role to play in planning for retirement.”

This is something we stressed in our Submission but we pointed out it seems that the role of the employers was reducing.

The idea of compulsion in saving for a second pension through the work place has been firmly squashed:

“The Government believes that the best way to reform our system is to build on the current approach where individuals, where possible supported by their employers, are responsible for deciding how much to save over and above what the State provides. This allows people to plan their retirement according to their needs. The responses to the consultation told us that people valued this flexibility, and welcomed our proposals to renew it for the future.”

“Following this consultation, the Government does not believe that the case for additional compulsion has yet been made. We believe that if all partners play their part, the voluntary system can fully meet everyone’s needs.”

This statement ignores history, in that most of those retiring today with good, final salary pensions are very grateful that membership of their pension schemes was compulsory when they joined the companies.

Curiously the Government had linked the above to the State Pension Age by saying:

“As part of this approach, the Government remains committed to maintaining the State Pension age at 65.”

We welcome however the intention not to change the age at which the State Pension becomes payable.

The Government has set up a new Pensions Commission to: 

“monitor and keep under review the system of private pensions and long-term savings, and make recommendations to the Secretary of State for Work and Pensions on whether there is a case for moving beyond the current voluntarist approach. 

Its members are:

Chair, Adair Turner (Vice-Chairman of Merrill Lynch Holdings Limited and Chairman of the Low Pay Commission). The other Commissioners are Jeannie Drake (Deputy General Secretary for the Communication Workers Union and Commissioner of the Equal Opportunities Commission) and Professor John Hills (Director of the Economic and Social Research Council research centre for Social Exclusion at the London School of Economics).”
2.
Occupational pensions - improving member protection

Wind-up of final salary pension schemes when companies become insolvent has resulted in a lot of people losing most if not all of their accrued pensions, even after 35 years service in some cases.  This is caused by the pension scheme being in deficit when it is wound up and the company being unable to pay any money into it.  Of course when a company is wound-up the preferred creditors (banks, Customs & Excise etc) get the lion’s share of any assets that are left, leaving nothing for the unsecured creditors, which includes the pension scheme.

Allied Steel and Wire (ASW) is a good case in point and affected members held a successful rally in London recently to highlight their plight.

The Government intend to introduce a Pensions Protection Fund (PPF).  This is an insurance-based compensation scheme and the Government say:

“We will establish a compensation scheme known as the Pensions Protection Fund, run by a statutory body, to protect private sector defined benefit scheme members whose firms become insolvent with unfunded liabilities in their pension scheme.”

There will be a flat -rate premium levied on all schemes.  In addition, to prevent companies choosing deliberately to under fund, there will be an additional risk-based premium payable by all employers.  In other words, under funded schemes will pay more to encourage the employer to fund their schemes properly.

There will also be a cap on the salary level (£40,000 to £60,00) used to calculate the compensation.  This should deter directors from winding up a scheme to avoid paying for the deficit.

This is a reasonable proposal and is better than what we have now, i.e. no protection at all, but I have some reservations.  First, will the Government underwrite the scheme?  Potentially we are talking of hundreds of millions of pounds, if not billions, if a large scheme is wound up.  Although this is very unlikely, it could happen.  Will insurance companies be prepared to take the risk?  Or will the Government accept that not all the liabilities will be covered on the chance that large schemes are unlikely to be wound-up?  Unless the Government underwrites this compensation scheme the promise of receiving 100% if you are a pensioner and 90% if an employee or deferred, will ring hollow.

The problems of wind-up of a large scheme are likely to be massive.  The Actuaries of the BT Pension Scheme (admittedly the largest in the country at the moment) say:

“in the event of termination Clause 24 provides that benefits will be secured by the purchase of appropriate annuities, subject to the power of the Trustees to secure the benefits in such other manner as they think fit.  The purchase of such annuities is unlikely to be practicable given the large size of the Scheme and the present capacity of the insurance market.  The terms currently available from Life Assurance Companies in the UK are in any event such that the premiums charged to secure accrued rights in full would exceed the realisable value of the Scheme's present assets.”

If this is the case, just how much will it cost to guarantee the accrued rights in full in the PPF?

If there has been wrongdoing the Government say:

“We will legislate so that, where pension scheme assets are misappropriated, the calculation of compensation payable will no longer be based on the Minimum Funding Requirement, but instead reflect the value of the missing assets, which is usually higher.”

This is an important statement as it clearly recognises that the MFR is not a useful measure of funding for a scheme if the members are to be given some security that their schemes will produce the pensions promised to them.

If a company which is solvent decides to wind-up its final salary pension scheme the Government will introduce legislation such that they must do so on a full buy-out basis.  Thus the employer will have to ensure that there are sufficient assets in the scheme to meet the full costs of the rights accrued by the members.  The inference here is that a valuation on the discontinuance basis will have to be carried out.  This is different from the normal three yearly on-going valuations and is very different from the MFR.  Of course, the employer may be put into difficulties if they had to make up any deficit in the assets, so the Government is proposing a get-out-of-jail clause:

“The Government believes that a solvent employer who chooses to wind up a scheme should ensure that there are sufficient funds in the scheme to meet the full costs of the rights accrued by scheme members unless doing so would put the company itself at risk, in which case the trustees, exercising their fiduciary duties, can agree a lower amount.”

But in many schemes company appointed Trustees are in the majority and often the Finance Director is a Trustee.  How will the members know that their interests and not those primarily of the company have been taken into account properly?  Furthermore if the company pleads poverty and this is accepted by the Trustees will the scheme be eligible for a payment from the PPF?  Will this not encourage employers to claim hardship?  Will this not potentially lead to cases before the Ombudsman and the Courts?

Surpluses have been an important issue for us for a long time.  The Government has said that they will not legislate in this area, but in the response they say, in relation to the full buy-out proposal:

“In line with the full buy-out proposal we will restrict the ability of companies to take money out of a scheme which is in surplus on its own funding basis, unless the scheme can meet its pension promise in full – that is, it is funded to a level sufficient to allow full buy-out. Levels of contributions would continue to be subject to agreement between trustees and employers as at present.”

This infers that a discontinuance level valuation needs to be carried out regularly and so why not use this to replace the MFR?

The Pensions Act 1995 sets out the statutory order of priority for payment from the assets of a scheme, which is to be wound up.  Pensioner members rank higher than active and deferred members.  There is no ranking amongst the non-pensioner members.  This means that someone with 35 years service is treated exactly the same as someone with 10 years service.

Further, many have said that it is unfair to use large parts of the assets to provide pensions, some quite large ones and indexing of these pensions, before employees are considered even if those employees have 30 years or more service.  This could mean many approaching retirement and with little hope of earning pension rights anywhere else, could end up with little or even no pension.

The Government intend to tackle this with new regulations:

“we are going to publish draft regulations which will ensure that, where there are insufficient assets to meet all liabilities, they are shared out as fairly as possible between active and pensioner scheme members.”

The sting in this proposal is that:

“Our intention is that these regulations will mean that the degree of protection will reflect the length of time a member has been contributing to the scheme; that is, those who have contributed for the longest will receive the greatest protection. This will ensure the people most dependent on a particular pension for their retirement income will take priority. The changes will also give priority to the rights of non-pensioners over the future indexation of pensions in payment so that non-pensioners have a better chance of receiving the pension they were expecting.”

The proposals to change the priority for indexation are worrying.  There will inevitable be many pensioner members who have been retired for a long time and had only indexation against the RPI.  Generally people in work will have seen their incomes grow substantially faster.  It would certainly be unfair to take away indexation for these older pensioners and possibly lead to poverty for many of them.

The proposals to introduce a new Pensions Regulator are welcomed, so long as he/she has teeth to enforce the regulations.

There is now an urgent need to consolidate all recent pension legislation to make it clearer and more understandable.  Much of the recent legislation has been amending the Pension Act 1995 or the Pension Schemes Act 1988 for example.  We will have to be vigilant looking out for new codes of practice issued by the Pensions Regulator.  Although these will not have the force of law, they will be able to be used in evidence to determine if breaches of the legislation have occurred.  The Law Commission has the job of reviewing the current legislation and to propose where consolidation is necessary.

The role of Trustees has become much more onerous over time and we welcome the proposal to ensure that Trustees are better informed and better trained, so long as this does not lead eventually to “professional trustees”.  The Government propose:

“We are persuaded by the argument that investment is not the only, nor always the most, important area of trustees’ responsibilities. The legislation will therefore provide that trustees be required to be familiar with the issues or have relevant knowledge across the full range of their responsibilities. The Codes of Practice discussed above will provide guidance on how this legal requirement could be satisfied. These may cover relevant training, qualifications and experience, as well as relevant governance issues, which might include record keeping and skills audits.”

The Government intend to extend the Transfer of Undertakings (Protection of Employment) (TUPE) regulations to transfers of staff between private sector companies, e.g. following a takeover or outsourcing.  This will certainly add some security about their pension provision to those being transferred.

Unfortunately the Government have decide not to grasp the nettle of compulsion:

“In light of the responses, we have decided not to allow employers to make compulsory membership of their occupational scheme a condition of employment for all new members. The Pickering report recommended that employers should be allowed to make membership of their pension scheme a condition of employment where they contribute at least 4 per cent of pensionable pay. In the Green Paper, we were clear that it should be possible for members to opt out if, for example, they were already contributing to a stakeholder scheme, in order to allow people to continue to exercise an informed choice in this area.

While the consultation showed some support for allowing compulsory membership with no opt-out, the majority of respondents opposed the proposal.”

It seems that the Government are saying that people should have the option to opt out, if for example they are contributing to a stakeholder pension.  This would be acceptable if the Government said that opt out could only be possible if the employee was contributing to a second pension such as stakeholder.  People with no provision, and intend to make no provision should be compelled to join.

We are pleased that there will be a requirement on schemes to consult with the members before making changes to pension schemes.
  We are still pressing to persuade the Government that there should be a requirement to consult a pensioner organisation where one exists as well as the unions.

3.
Making pension provision easier for employers
The MFR has been shown not to provide members with any security that their schemes are funded adequately.  The proposals are for Scheme Specific Funding arrangements:

The key elements of the scheme-specific funding requirements will be that:

· 
scheme trustees will be required to draw up a Statement of Funding Principles;

· 
trustees will be required to obtain a full actuarial valuation of their scheme at least every three years;

· 
following the valuation, the trustees will be required to put a Schedule of Contributions in place, setting out how much the employer and employee will pay into the scheme;

· 
where trustees and employers cannot reach agreement on issues fundamental to the funding of the scheme, the trustees will be given, as a last resort, powers to freeze or wind up the scheme;

· 
trustees will be required to send regularly updated information to scheme members each year, containing key information about the funding position of their scheme, in line with the likely requirement of the EU Occupational Pensions Directive; and

· 
the scheme actuary’s duty of care towards scheme members will be clarified.

These proposals require employers, trustees and the scheme actuary to work together to develop an appropriate funding strategy for their scheme. Providing scheme members with funding information about their scheme will raise their awareness and understanding of the funding proposals of their scheme and increase accountability. We estimate that there will be savings of around £100 million a year arising from the impact of the removal of the MFR on schemes’ investment strategies.

Whereas we welcome anything that improves security for scheme members, we wonder if members will be able to judge whether or not the scheme specific funding strategy chosen by the Trustees, presumably with the approval of the employer will actually be in their interests and not only the employer’s.

We are still of the belief that the funding requirement should be closer to the discontinuance funding level.

Currently schemes set up after 1995 are limited by how much they can increase pensions each year to 5%.  This is known as Limited Price Indexation.  Both BT and Royal mail Section B schemes have full RPI indexation.  Section C of both Schemes are limited to a maximum of 5%, unless the Company and Trustees agree a larger increase when inflation is over 5%.  The Government is proposing to change the LPI limit to 2.5%.  The Government say:

“The Government has considered all these views carefully, and accepts that mandating some level of protection from inflation remains desirable. It believes, however, that the current level of compulsory inflation insurance is excessive. In 1995, when the legislation introducing LPI was passed, long-term expectations of inflation were significantly higher: the 5 per cent cap was only intended to provide for partial cover against inflation. But the Government’s success in reducing inflation means that mandatory indexation has effectively become full inflation cover, something which is proving disproportionately expensive for some schemes to provide.

We have therefore decided that we will relax this requirement, so that schemes are required only to index pensions in payment by inflation, as measured by the September annual increase in the Retail Price Index (RPI), capped at 2.5 per cent each year. This reflects the reality of an economic climate where inflation has been driven down to average just 2.4 per cent over the years since 1997. The change will also better align the regulation of defined benefit and defined contribution schemes – members of the latter are not generally obliged to purchase any cover against inflation at all.

This will ease the funding liabilities for scheme sponsors in the future, without imposing the significant effect on pensioners’ incomes that could have arisen if indexation were removed entirely. It will be up to individual schemes to decide whether to change their provision in this respect. Pensions in payment will be unaffected by this change.”

It is noted that pensions in payment will not be affected, this is pleasing but it is difficult to see how they could have been affected without a significant and complex change to the legislation.

For people in work it will be a problem.  This is a recipe for significant confusion in future years.  Will part of their pension be payable at 5% and another part at 2.5%.  How will the member know the correct increases have been applied?  Will this not lead to more problems for the pension scheme administrators?

It is not clear from the Government’s proposals whether or not the same cap will be applied to the state pension and or serps and/or the state second pension.  If it is not it will make it even more difficult for an individual to decide whether or not to contract out of the state second pension.  What about low to middle earners, how will they be affected by such regulations if inflation did go over 2.5% again for a period of time, which I believe is not impossible?  The decision on whether or not to join an occupational pension scheme will be much more complex.

Clearly the whole thrust of this proposal in simply to save the employer money:

“We believe that this change could reduce funding costs for employers of between £345 million to £415 million a year. This is part of our balanced package, which will ensure that costs for employers and pension providers need not increase overall as a result of our reforms.”

We have stressed for many years the need for better MNT representation on pension schemes.  In particular we want to see Pensioner Nominated Trustees in all schemes as there are in the Royal Mail Scheme for example.  The Government has accepted the first part of the argument and has decided to make sure that all schemes have at least one-third member trustees (MNTs).  Unfortunately the proposed method of selection is most likely to lead to the exclusion of pensioners and we will be opposing this.

4. Choice for all - planning for retirement
We are delighted that the Government has said that they do not intend to change the date at which individuals become eligible for their state pension (except of course for women starting in 2010 when their eligibility age begins to rise from 60 to 65).

The intention to raise the normal pension age for public service employees from 60 to 65 is regrettable and we will be supporting the Civil Service Pensioners’ Alliance in any campaign to maintain the age at 60.

The timetable for future action is:

Summer 2003


We will respond to the Sandler review. Details of the revised sales regime, and 
product specifications, will be finalised following consultation on the Sandler 
recommendations.


We will publish draft regulations to change the priority order in the case of 
wind-up.


We will lay regulations on full buy-out effective from the publication date of 
this document.


We will consult further on proposals for age discrimination legislation.


We will publish full proposals for the Child Trust Fund.

Autumn 2003

We will provide further details of our plans to reform the taxation of pension 
schemes.


We will lay regulations to change the priority order in the case of wind-up.


Pilots outlined in the incapacity benefits consultation document begin.

Summer 2004

Interim report from the Pensions Commission.

Late 2004


Age discrimination legislation laid in Parliament.


Report from the Employer Task Force.

Spring 2005


Earliest possible date for most reforms to pensions law to come into force, 
including amendments arising from the EU Occupational Pensions Directive.


Possible implementation of reforms to the taxation of pension schemes, 
including flexible retirement.

Summer 2005


First report from the Pensions Commission.

Late 2006


Age discrimination legislation comes into force.

2010


State Pension age for men and women begins to be equalised, with parallel 
changes to the entitlement rules for Pension Credit and Jobseeker’s 
Allowance.


Minimum pension age will have been increased from age 50 to age 55 for all 
pension scheme members since 2005.
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