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HOW THE PENSIONS REGULATOR WILL REGULATE THE FUNDING OF DEFINED BENEFITS – ABI RESPONSE TO PENSIONS REGULATOR’S CONSULTATION DOCUMENT

Introduction

1.1
The Pensions Regulator published in October 2005 a consultation document on “How the Pensions Regulator Will Regulate the Funding of Defined Benefits”.

1.2
This paper is the response of the Association of British Insurers (ABI) which represents more than 400 member companies that provide over 94% of the insurance business in the UK.  ABI members administer one third of all trust-based occupational pension schemes.  As participants in provision of pension savings they wish to see a coherent and robust framework of regulation of the DB sector.

1.3
From a wider perspective, ABI members have a particular interest as institutional investors holding around 20% of the shares of UK-listed companies. They are concerned that pension provision by the companies in which they invest should be provided on a basis that gives the best value for the company and its employees.

1.4
Arrangements for scheme funding should enable pension schemes, as long term investors, to take investment decisions that assume some degree of risk and generate commensurate returns.  It is not in the interests of companies or shareholders, or indeed, in the interests of the UK economy, that pension scheme investment be directed into bonds through regulatory prescription which ultimately will increase the cost of meeting the commitments to scheme members.

1.5
Nor is it in the interests of the economy and employment that the absorption of cash resources for scheme funding assumes such a high priority that companies are no longer able to invest to secure future earnings and jobs.  There is a real risk of this happening unless the Regulator maintains an appropriate balance in approaching scheme funding. The best protection for scheme members is strong and profitable sponsoring companies able to attract risk capital and use it to generate wealth both to provide returns to investors and to meet obligations to pension scheme members.

Summary of our response

1.6
Key features of our response include identification of the limitations of buy-out, PPF and FRS17 valuation bases, the merits of a focus instead on assumptions of funding through run-off based on prudent actuarial assumptions permitting a degree of investment in asset categories other than fixed interest, and identification that responsible funding to meet long-term liabilities is not consistent with 100% security of the pension promise through fund assets in an on-going situation.  However a sound measure of security is necessary and long deficit correction periods should be avoided where possible.  This is more likely to be achievable where the funding benchmark and discount rates relate to assets that responsible scheme trustees will reasonably wish to invest in.  There is some ambiguity as regards the direction that creditworthiness of the sponsoring employer and its ability to make funding contributions should have on funding expectations and this suggests a more limited place for creditworthiness in the overall equation.  We look for consistency and transparency from the Regulator and the regime and this will be of additional importance where the sponsoring employers are listed companies and shareholders and prospective investors will need to understand the implications of the funding position of its pension schemes.

General comments

The legislative and economic backdrop

2.1
Provision of pension benefits by employers is an important aspect of remuneration and incentivisation for companies and is also a vital component of savings and investment for the UK economy.  Defined Benefit pension arrangements are one way in which employers can provide valuable benefits. The costs, however, are material and have increased over time for various reasons of which increasing life expectancy is one.  In addition, legislative changes to the rights of scheme members in the event of scheme wind-up have further increased the advantages enjoyed by members of DB schemes.

2.2
These changes are real and must be faced.  However, the significant challenges are evident.  The changes put in place following the review of, and decision to replace, the MFR have not of themselves provided a comprehensive solution.  The subsequent decisions to change the nature of DB liabilities in law, and the introduction of the Pension Protection Fund, have further changed the balance of factors that have a bearing on this question.  In addition, looking forward, there is uncertainty as to the potential impact of revised solvency obligations, which might be applied pursuant to implementation of EU directive provisions.

Valuation bases and the nature of liabilities

2.3
It is important to recognise the distinction between budgeted funding cost over the life of schemes’ liabilities made on reasonable assumptions, the valuation of scheme liabilities relative to “matching” assets on an on-going basis, and the valuation on a discontinuance basis are different things.  The Regulator needs to be clear as to the appropriate focus.   Adoption of a valuation methodology reflecting expected returns on bonds should not be adopted as a means of avoiding this process. 

2.4
Pension liabilities are not simply bond-like just as they are not equity-like, although the relative similarity to one or other benchmark can be expected to differ depending on whether the liabilities relate to active members of a final salary scheme or to deferred members or pensioners.  Clearly longevity risk is not logically a fixed interest liability.  Some spreading of risk through investment beyond fixed interest securities therefore has the scope for reducing the likelihood that assets fall short of liabilities as they fall due.

2.5
It is also the case that changes in equity valuation levels will vary the potential contribution that equity investment can make.  For example, a downward movement in share prices is likely to reflect an increase in the equity risk premium.  Such an event would increase both the appropriate proportion of the portfolio which should be invested in equities to fund the scheme’s liabilities as well as the prospective return on such assets.  To this extent the appropriate discount rate of pension liabilities would thus vary quite considerably in line with changes in equity market valuations.

2.6
Whatever assumptions are made about correct “matching” assets it is to be expected that responsible decision-taking regarding asset allocation by trustees of a pension scheme will lead to an element of investment in assets with a higher expected return than the deemed matching assets.  Changes in valuations of asset categories may then affect the security of benefits in the short term and, if they persist, it will vary the amount to be funded by the company over time.  It remains the case, however, that reasonable expectations regarding the level of funding of a scheme for the long term will diverge from the quantity of assets that would be required to discharge liabilities on a scheme wind-up.

2.7
To this extent scheme members cannot reasonably expect their full entitlements to be secured on the available assets of the fund on an on-going basis.  Nor, as the paper recognises, is there a legal requirement to fund in contemplation of matching deferred annuity buy-out cost.  Indeed, to do otherwise would provide a perverse incentive on funds to avoid investment in assets that would otherwise be regarded as appropriate.  This would not be in the public interest.

2.8
To the extent that full entitlements are not fully secured on the assets of the fund, members’ interests are unsecured and their implicit value reflects the creditworthiness of the sponsoring employer.  The paper gives conflicting signals on whether funding levels should be expected to be higher or lower in circumstances where the employer’s covenant is weak and the capacity to make contributions to the pension scheme is constrained.  This may suggest that it would be sensible to expect funding of schemes to a relatively consistent level irrespective of the position of the sponsoring employer.  

2.9
Actuarial assumptions relating to longevity must by their nature be estimates the accuracy of which will only be determined many years afterward.  Funding such liabilities should equally be for the long term.  This has an important bearing on the pace at which changes in assumptions should be required to be reflected in actual funding levels in the shorter run as opposed to longer-term targets.  The use of 10-year deficit correction periods is essentially arbitrary and may represent an unnecessary constraint on funding for the long term without providing material safeguarding of scheme members in the event of discontinuance.  

The need for consistency and transparency

2.10
The consultation document backs away from setting any type of funding standard reflecting the legislative remit and Government policy to introduce a “scheme specific funding standard” in place of the MFR.  This will, therefore, be a matter for trustees to determine.  However, where the Regulator intervenes, we believe that it would be right, indeed essential, to expect a healthy measure of consistency as between pension schemes in a broadly similar position as regards size, maturity and employer strength.

Identifying appropriate triggers and benchmarks

2.11
We recognise that the Regulator needs to evolve some form of consistent methodology.  Indeed, in suggesting a matrix-based trigger of benchmarks including FRS17 valuation, deferred annuity buy-out costs and the PPF safety-net value of the scheme’s liabilities, the Regulator appears to be signalling this as well as a desire to avoid an overly prescriptive approach.  However, we believe the benchmarks identified by the Regulator are not the right ones for funding purposes as these three measures combine both a bond-based valuation as regards discount rate that does not relate properly to the spread of assets that responsible schemes can be expected to invest in, and a presumption of full securing of liabilities on a discontinuance basis.  Nevertheless, the funding basis must provide a reasonable level of protection of scheme members on such a solvency basis.

2.12
The role of deficit correction periods where periods of 10 years (or possibly more) are being contemplated, does not sit logically with targeting bond-based benchmarks more appropriate for short-term solvency assessment.  Where any such correction period is used we consider that the target needs to relate to expected return on the fund’s assets over the deficit correction period.  Other things being equal it would seem a better methodology to target more realistic goals which would in turn allow the use of shorter deficit correction periods.

2.13
The FRS17 target also needs some reconsideration in so far as valuation of “liabilities” relating to future salary increases are different in nature than liabilities already in existence.  It is at best questionable whether there is a legitimate public interest in imposing any incremental funding requirement in respect of the former category.  In any event even valuing such liabilities on a discount rate based on bonds seems excessively prudent.

2.14
The FRS17 discount rate based on AA corporate rating credit risk is not logically defensible.  We would argue for a broader spread of reference assets whilst acknowledging that the true measure of return on benchmark risk free assets is that on gilts and not a particular category of bonds of a particular risk categorisation?

2.15
We do not consider it desirable to target deferred annuity buy-out rates when it is known that the capacity of the market to provide quotations in respect of these is restricted in practice.  Run-off is the more appropriate target for medium and large sized schemes.  Indeed we consider that a benchmark of run-off based on prudent assumptions balanced by recognition of expected return on a diversified investment portfolio represents a better conceptual framework for the Regulator to apply. 

Our preferred funding reference level

2.16
The funding regime would do better by recognising the obligation for prudent assumptions about longevity but balance this through some latitude in funding discount rate that will also help to avoid pro-cyclical distortion of asset allocation decisions.  Some element of diversification of asset holdings beyond fixed interest is likely to be justifiable on prudential considerations alone.  To the extent that a typical investment portfolio of a responsible scheme could be expected to include a greater proportion of equities (or other higher return assets) than for this baseline prudent portfolio, we would consider some reduction in the benchmark to be appropriate, say to 90 per cent for a typical less mature scheme rising to 100% for a scheme only with pensioner-members.

2.17
A benchmark specified on this basis would make it less necessary to have recourse to lengthy deficit correction periods to iron out volatility in investment performance.

The scope of regulatory intervention

2.18
We are concerned that the trigger relating to underfunding is being set on a basis that is more onerous than it need be and which will catch too many schemes, including a large proportion of very small ones.  It will also be misaligned as regards the actual portfolios of pension schemes and will magnify the apparent risks that the Regulator will feel compelled to address in circumstances of investment market volatility.  This will not enable the Regulator to be practicable, preventative or proportionate.

2.19
It is also desirable to adopt a framework that is consistent with promotion of responsible scheme governance.  It is desirable neither that trustees fall back from carrying out their role properly for fear of losing their jobs and agree to weak funding nor that more robust trustees push for unreasonably high funding standards arguing that the Regulator expects this, resulting in excessive prudence.  There is a need for realistic benchmarks that support responsible trustees.

2.20
Where companies are soundly capitalised the risks relating to members relating to underfunding are very materially reduced and we would question the need of the Regulator to require that trustees should aim for any shortfall to be eliminated as quickly as the employer can reasonably afford.  This expectation goes beyond the intention of Parliament in the Pensions Act and Regulations.  The intention was that trustees should consider the whole picture before setting the funding standard and recovery period whereas this unreasonably focuses on how much the employer can reasonably afford.

Concerns of investors and the markets

2.21
Investors are concerned that apparent variations in the size of pension deficits of listed companies may use out-of-date actuarial information, in particular relating to mortality.  This makes inter-company comparison difficult but is also a matter of concern in respect of market confidence generally.  Standard assumptions on an up to date basis should be used unless there is justification to the contrary.  In particular justification is required where alternative assumptions are used which reduce the valuation of prospective liabilities.  In respect of quoted companies, investors should also be entitled to transparency of assumptions.  To the extent that the Regulator makes use of accounting measures of scheme deficits in its decision-making this is an issue of real importance.

2.22
Investors in quoted companies are particularly concerned also with transparency as regards the Regulator’s approach in the matter of additional funding obligations in circumstances where a significant corporate transaction as regards disposal of part of the company’s business and/ or return of capital to shareholders while retaining pension obligations. Indeed, in view of the significant impact the Regulator’s decision may have on the markets it is important to confidence generally that the approach be transparent, consistent and therefore predictable.

2.23
However, we should emphasise our concern that applying such additional requirements may impose impediments which we do not consider justified.  It is not in the interest of UK economic prosperity and penalises shareholders including pension funds.  Where schemes are materially under-funded it is proper to impose restrictions but there is a danger of over-cautious regulatory decisions requiring an injection of funds into the pension scheme or earmarking of contingent assets that go further than maintaining a fair balance between the company and employees.

Specific responses to consultation questions
Q1
Do you agree that the key risks caused by scheme funding are that:

· schemes could close with insufficient funds to meet their liabilities; 

· the resulting claims on the PPF would be a potential burden to all schemes and sponsoring employers 

· trustees may set technical provisions too low or recovery plans too long to adequately mitigate risks;

· the regulator may be drawn into actions as the arbiter of scheme funding for many schemes, causing the regulator to take a much larger role with significantly higher associated costs;

and that

· these are the risks which the regulator should seek to address?

Specifically, it is schemes winding up with insufficient funds to meet their liabilities that is the risk.

The existence of the PPF does not of itself increase the risks associated with scheme funding.  PPF is ostensibly a form of risk sharing; and risk shared is risk reduced so the existence of the PPF is not something which justifies stronger funding obligations than would otherwise be appropriate. However, the moral hazard implications contribute to the case for reinforcing regulatory expectations.

Q2
Do you agree that the following principles are those on which the Pensions Regulator should base its approach to scheme funding?

· protecting members;

· scheme specific;

· risk-based;

· proportionate;

· preventative;

· practicable;

· referee not player.

If you believe there are other principles we should follow please make suggestions.

There should be a principle of consistency.  There is a limit to the applicability of the “scheme-specific” principle as far as the approach of the Regulator is concerned.  The scheme-specific principle should be balanced by an obligation to treat schemes in a similar position in a similar fashion.

We suggest that there should also be principles of cost-effectiveness, of transparency and predictability.

Q3
Do you agree that building a filter using distinct triggers for funding targets and recovery plans is the best way for the regulator to identify funding risks?

Yes, though level of under-funding is the key concern and this should be the primary trigger.

Q4
Have we set the technical provisions triggers appropriately?  If not, please provide suggestions.

Targeting a scheme’s PPF liabilities is inappropriate in principle as it does not cover all benefits which are being funded.  100% of full buy-out is not an appropriate target as it is inconsistent with the likely funding strategy of responsible trustees.  The level of FRS17 liabilities may provide the basis of a less unrealistic trigger though in principle it is not the right target and in practice for many companies and trustees it will be inappropriate.  There are cogent arguments for assuming an appropriate but still prudent diversified portfolio of assets which would include some equity investment.  The use of an AA corporate bond based discount rate is difficult to justify.

A target based on run-off and assuming a diversified but prudent portfolio of assets, which would include a limited measure of equity investment, would be better.  There is also a case for adopting 90% of this target benchmark for formulating an appropriate trigger.  This would reflect the real position that pension benefits are not guaranteed, while still giving a relatively high level of security. It will also be consistent with the position of the Pension Protection Fund in as much as it will also be seeking to discharge liabilities at the 90% level as they fall due.

An alternative conceptual approach, if it were desired to express the target as 100%, would be to use level pensions with uplifts notionally funded through actual investment returns which would be expected to be higher than the returns on the notional prudent portfolio.

Q5
Have we set the recovery plan triggers appropriately?  If not, please provide suggestions.

The financial position of the sponsoring employer is relevant.  However, if the company’s position is poor the increased contributions may be unaffordable.  If it is strong the security of scheme members is already commensurately higher and the need for regulatory intervention is much less clear.  The consultation document rightly recognises that  “A viable employer will usually be the best way of providing members’ benefits”.  This suggests there may be limits to the impact that the employer’s financial position should have on the funding level that the Regulator should expect and that a consistent approach to funding should be the primary consideration.

Q6
Do you consider that employers should be able to use contingent assets to lengthen recovery periods?  Which contingent assets should the regulator take into account in deciding how it deals with a scheme and how should it do this?

Where contingent assets are of a long-term nature it might be better conceptually to consider contingent assets as contributing to the size of the fund and thereby reducing the deficit to below the trigger level rather than as facilitating longer recovery periods.

Q7
Do you agree that the impact of the regulator’s proposals is likely to balance its duty of protecting members and the PPF with a need to take a proportionate approach for employers?

Broadly yes, though this doesn’t preclude the possibility that there is a better approach consistent with maintaining this balance.

Q8
Do you agree that we have proposed reasonable factors to consider how to intervene?  If not, please suggest alternatives.

This is a lengthy list of factors and there is a danger of complexity and reduced cost-effectiveness.

Q9
Do you have any comments on how we propose to regulate when there is a failure to agree, failure to obtain funding documents, contribution failure or modification of future accrual?

The Regulator should not need to intervene if the scheme is funded to 90% of run off.  In such circumstances the trustees should be able to elect to close the scheme to further accruals and the scheme be left to run off.  Where funding is below 90% the Regulator should require the shortfall to be made good over a reasonable period of time.

Q10
Do you have any substantive (as opposed to drafting) comments on the regulator’s proposed statement?

Winding up is not a desirable outcome as this is unlikely to be of any benefit to sponsor and scheme members considered together.

Q11
Do you agree to the funding trigger we propose for schemes reviewing subject to the MFR?

On balance, yes.  The filter proposed is likely to catch a relatively high proportion of schemes.  However, it would be sensible to advise trustees that are weakly funded that they should be considering how to get funding improved.  Nevertheless, even schemes at higher levels of funding than the proposed trigger may still need to take action.

Q12
Do you have any other comments on the Regulator’s proposals contained in this consultation document?

It is desirable that pension schemes should be able to invest in risk capital.  Solutions to pension funding which involve the gearing up of corporate balance sheets will be ineffective at the macroeconomic level in shuffling off equity risk.  The benefits of switching at scheme level from equities to bonds for reasons of tax efficiency are not benefits in terms of the public interest.

Concluding comments

We are pleased that the paper exhibits a desire by the Regulator to strike a reasonable balance between the interests of sponsoring companies and safeguarding the interests of scheme members.   However, from this starting point improvements are attainable that would lead to a better outcome for all interested parties.  We would be happy to discuss these matters further and hope that our response will assist the Pensions Regulator in formulating an appropriate regime that will achieve this.
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