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PENSIONS BILL BRIEFING 2:

FOCUSING ON THE PENSION PROTECTION FUND (PPF) 

Pension Protection Fund: what will it cost?

.
· On 15 March 2004, Malcolm Wicks (written reply to Steve Webb) clarified how the £300 million per annum Pension Protection Fund cost had been estimated based on the MFR funding levels of some 1000 schemes. This cost is the difference between the assets and PPF liabilities of the estimated number of schemes taken over by the PPF in a year.  He pointed out that the cost will obviously depend on the number of firms going insolvent and that they had used a 20 year average in their calculations.  It would be useful for a complete picture of the estimated costs to be provided including the likely volatility and the position if one or a number of large employers becomes insolvent over a short period of time.       


· It is clear the government is trying to ensure the PPF scheme does not have the problems of the US scheme, which is now over $11 billion in deficit (the equivalent of 12 years of US annual premiums).  This is to be done by instituting a tough regulatory scheme that will force actions on companies / schemes to try to keep them out of the PPF.  However, there is some evidence that a number of employers are holding off taking action until the PPF is introduced.  This suggests initial claims on the PPF may be higher than anticipated and there is a real danger that with the ‘ambitious’ PPF benefits proposed, the scheme could get off to a bad start.  A bad start could mean rapidly rising levies over the first few years (or, worse still, cuts in the benefits available from the PPF).

· Against this backcloth, the ACA is worried that the key levels of PPF benefits (100% for existing pensioners of normal scheme retirement age no matter the level of pension and 90% of accrued pensions for those below normal retirement age, capped at probably £25,000pa, plus indexation of benefits) are too ambitious.   

· Given the uncertainties over costings, the ACA proposes that a more cautious PPF benefits package should be offered at the outset without  reducing support where it is most needed by:


· Covering 100% of benefits up to £10,000 pa.

· …and 80% of benefits above £10,000 pa up to a cap of £20,000 that is a total cap of £18,000

· applying this cap to both those not yet retired and those on pension already

· and paying pensions for those not yet retired only from state pension age

· and excluding pension increases at the start and asking the PPF Board to make reasonable plans for discretionary pension increases

Given the costs that could fall on the reducing number of defined benefit schemes, the ACA feels Members should press the government to pause to reconsider the levels of benefits when starting the scheme given the uncertain nature of the claims experience at its outset.  Should high claims not materialise, benefits could be gradually improved (rather than choked off as provided for in the Bill).   



Pensions Protection Fund – the Levy

· The government has said the levy to pay for the PPF will be flat rate (not risk-related in the first year), but that when a risk-related element is added, this will form at least 50% of the total levy.  
· The ACA welcomes the concept of a risk-related levy, but is concerned it is to be delayed for a year or two.  The ACA is concerned that sponsors of well funded schemes will not want to fund the deficits of less well funded schemes by PPF premiums and this may encourage them to close the scheme to future accrual and aim to discharge their liabilities over the medium term.  
The ACA feels that a risk based levy should be introduced at the outset, albeit initially it could only reflect the underfunding risk and investment mismatch (not the strength of the employer covenant), with underfunding calculated by reference to the MFR.  It is inevitable that the risk based premium cannot be totally fair as some schemes would be ‘uninsurable’.

To collect the £300 million per annum total levy, the average levy per private sector defined benefit scheme member is likely to be around £20, but with this ranging from, perhaps, £10 for fully funded schemes through to well over £20 for those schemes deemed a ‘higher risk’.  

Members should appreciate that in many cases – particularly those schemes paying a risk based levy - the effect of the PPF levy will be to more than double the administration costs of running a pension scheme.  

The levy will also be an additional charge on employers that will reduce profits, with a knock on effect in terms of the returns shareholders will receive, including pension funds.

These costs, alongside the more rigorous regulatory scrutiny of schemes paying the risk levy, are likely to accelerate the closure of defined benefit schemes to new and existing members, as companies attempt to control their future risks.  The question that Members must ask (one forgotten when the 1995 Pensions Act was being considered) is whether many more defined benefit pension scheme members might be financially disadvantaged by the closure of schemes than the numbers who benefit from the protection offered by the PPF? 

To reflect the fact that public sector pension schemes are underwritten by the taxpayer, the ACA proposes that the flat rate levy is paid by Local Government Schemes and other public sector schemes, thereby reducing the per capita levy otherwise falling exclusively on private sector defined benefit schemes.  It needs to be recognised that one private sector defined benefit scheme is no more responsible than a public sector scheme for the operation of another private sector defined benefit scheme.   

The levy is also of particular concern for schemes that are closed to future accrual and which were considered to be fully funded.  In such cases, they may cease to be fully funded because of the levy cost.  

Schemes with a high number of members and small benefits will also be threatened by a levy based purely on a per head basis. 



· We note that Malcolm Wicks has proposed that the initial levy might be a per member cost of £10.  Some defined benefit schemes have members who are covered for a lump sum benefits on death in service or for defined contribution benefits only.  As these members would not benefit from the PPF they should be excluded from the ‘members’ to whom the £10 levy is applied.


· Some schemes have a lot of small deferred pensioners (for example, EPBs – Equivalent Pension Benefits – dating from the 1960s) and the levy could be out of proportion to the liabilities of these small deferred pensioner liabilities.  Therefore provision needs to be made to enable trivial deferred pensioners to be commuted or for them to be excluded from the per member levy.


· In order to protect the PPF there would be merit in considering a prudent funding standard with minimum contributions to target PPF benefits.  For example the target PPF benefits could be valued on ‘buyout basis’ or by reference to gilt yields. The minimum funding plan should aim to have at least sufficient assets to cover the PPF liabilities valued on this basis so that in the event of employer insolvency it did not become a liability on the PPF.  This issue is clearly linked to the ‘Scheme Specific Funding’ proposal on which we comment below.

· The ACA supports the following aspects of the PPF proposal but is concerned that these aspects should be well understood by both Members and the wider public:

-
the benefit levels under the PPF can be reduced if it is financially necessary to protect the PPF.

· in many private sector schemes contingent spouses pensions are 50% of the pre commutation pension but in the PPF they are 50% after commutation so that in general there will be a larger reduction for contingent spouses pension than for the members pension.

· in schemes that were contracted out of the state scheme a minimum level of benefits had to be provided.  The PPF benefit could fall below this minimum which implies that unless the state make up the shortfall the members receive a lower benefit than if they had remained in the State Second Pension.


· We note that discretionary benefits awarded in the 3 years prior to going into the PPF are excluded.  It should be made clear that benefits provided from Additional Voluntary Contributions and benefit augmentations payments are not excluded from the PPF.

· So that Trustees can easily agree to enter the PPF, the priority order on wind up will need to be changed so that PPF benefits are a first priority.  These regulations should be provided in the near future.


Regulatory Impact: PPF costs versus savings?

The Government claims that the Pension Bill will deliver savings of some 
£130 million pa.  This is derived, in the main, from a PPF cost of £300 million offset by purported savings from abolishing MFR of £100m and purported savings from reducing the requirement for pension increases in the future from RPI with a maximum of 5% to RPI with a maximum of 2 ½%. 

We question the Bill’s purported savings.   The MFR saving is based on the assumption that MFR encouraged trustees to invest in bonds and that the abolishment of MFR will result in a move of 5% of investments into equities and then capitalizing the expected equity out performance.  This is fallacious for two reasons.  Firstly there is a trend to increase investment in bonds from equities in order to reduce the pension scheme risk and secondly any out performance premium expected on equities is a reward for additional risk and not a ‘free lunch’.  The savings from the reduction to pension increases will only be achieved if the employer decides to reduce future benefits in this way and is no different than the saving that would be achieved if the employer decided to reduce the benefits in a different way eg by reducing the future accrual rate.

The savings flowing from simplification measures are judged to be highly optimistic and a number of these are as yet not included in the Bill.

Scheme specific funding

· There are growing concerns about the scheme specific funding standard that is to replace the minimum funding requirement (MFR).  Whilst the ACA has welcomed the abandonment of MFR, there is considerable concern that there is very little detail on how the new funding requirement will work.  Under the new system, every defined benefit scheme will need to aim to have sufficient assets to cover the scheme’s liabilities, based on an actuarial valuation and certificate and under funding is only allowed for a temporary period.  There are concerns however that the detail, in order to meet the EU Pension Directive ‘requirements’, could be just as or even more onerous than the MFR when it emerges as a later date via regulation and guidance. 

The ACA feels Members should call on the Minister to give a commitment to reveal greater details of how the scheme specific standard will work during the Committee Stage of the Bill and before this measure passes into legislation.

In particular, sponsoring employers need to be satisfied that the new funding requirement will allow greater flexibility rather than, as is feared, a provision that is more onerous than MFR and will limit flexibility on managing the funding position.  If the new regime turns out to be more onerous, then – again – employers will ‘vote with their feet’ in terms of the pension provision offered into the future.   



Simplification: the ‘lost agenda’?

· Much of the simplification agenda designed to ease burdens on employers and schemes – the original reason why legislation was planned – has failed to reach the Bill at this stage.  There is no certainty that these simplification arrangements will reach the Bill.  For example the additional measures on trusteeship are not unwelcome, but they do indicate that the opportunity for simplification is not being grasped.

The ACA suggests assurances need to be sought from the Minister that additional simplification measures will be included in the Bill.  The Bill will not work if it primarily relies on additional protection to boost occupational provision – employers will not continue to offer provision if all they can see is extra costs, without significant savings from simplification. 



Timetable

The timetable for completing the bill and the regulations for April 2005 is very demanding.  The issues are complex and therefore it is essential that proposed amendments and draft regulations are produced as soon as possible and that adequate time is given for consultation.  The changes in this Bill are potentially more far reaching than those in the 1995 Pensions Act and that was not introduced for two years until April 1997.
The New Pension Regulator

· The ACA genuinely welcomes the concept of a pro-active regulator that operates a light touch regime for the vast majority of well-run schemes.  However this regulator will have wide ranging powers and the procedures are to be set out in Codes of Practice.  These Codes of Practice may have significant implications and  it is important that they are only issued after consultation. 
The ACA recommends to Members that an additional objective is added to the New Regulator’s principal objectives – to promote occupational pension provision by reducing the day to day regulatory requirements falling on well-run schemes and their sponsoring employers.

   

Miscellaneous

· We note that the MFR legislation if being repealed, this will need to be retained for schemes in course of winding up at April 2005.  


· We note that the Government favours combined benefit forecasts to be issued by schemes including details of the state benefits.  For a scheme to be prepared to do this the government will need to be responsible for the accuracy of the details it provides to the scheme on state benefits.  In addition the statement will need a caveat to cover a possible move into the PPF or wind up.

Overall impact of the Pensions Bill

· The Government has a stated objective of moving to a situation where pensions are provided on a 60 / 40 basis by the private sector / State, as opposed to the 40 / 60 basis broadly at present.  

Members might consider asking the Minister what measures in the Pensions Bill will help to achieve this move to encouraging greater private pension provision?
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