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AgeWage response to the DWP call for evidence on options for DB schemes.pdf

	1. AgeWage response to  the DWP call for
evidence on options for DB schemes
In this response, we give four recommendations to Government as to how they can
improve the pension prospects for those in corporate defined benefit schemes.
Too late to call for evidence -the evidence is with
you!
In its call for evidence on options for DB schemes, the Government finds some
evidence that UK corporate DB schemes are underinvested in productive assets
compared to international comparators. It asks for confirmation or contradiction.
I’m not pleased to kick off my response by berating Government, but they have
better data on this matter than anyone else. What they mean by "productive assets"
is by now fairly clear, they are assets that move the UK economy forward by
enabling British companies to become more productive. They might take the form of
a bridge that allows goods to be transported quicker and with less damage to the
environment or they might be capital to allow a fintech to build the technology that
allows Mrs Miggins to set up new cakeshops, it's for the Government to determine
the definition and it's up to pension schemes to decide whether to invest using the
Government goalposts as a target.
What's annoying about the question is that despite cries to the contrary, trustees
have been doing what they are told on the disposition of scheme assets for 20 years
and that has resulted in schemes now being invested in LDI (supercharged gilts) and
low-cost trackers which have invested primarily in listed securities weighted in line
with world stock markets. Not only has this starved private companies of productive
capital, it has meant that companies which would have listed in the UK, now list
abroad.
This is (at least to Government) the unexpected consequence of the Pension
Regulator's demand that schemes de-risk by closing to future accrual, seeking buy
out and eliminating dependency on a sponsoring employer. Keeping schemes out of
the PPF has been the main aim and it has worked. The PPF is short of business and
long on funds, bloated by levies paid to it to ensure it itself does not become a
burden on the state.
The Government has asked for prudence and it has got it in bucket-fulls. But rather
than accept what it knows full well, it asks the pensions industry for evidence, as if it
had any choice in the matter. The Government has got us into this mess and now it
is trying to encourage us out. For most schemes this is too late, they are gliding into
the lock, there is no room to reverse.
There is a second question in this call for evidence
 


	2. The DWP asks
"what  changes might incentivise more trustees and sponsors of DB schemes to
consider investing in productive assets while maintaining appropriate security of the
benefits promised and meeting their other duties?"
To which the obvious answer is to encourage such behaviour through legislation.
Right now, most schemes are sitting waiting to go into the lock or waiting for the lock
gates to close. They have no reason to purchase productive assets and every
reason to invest in liquid assets that can be sold or passed on to insurance
companies who will put employers out of their misery, by buying out the scheme's
assets and liabilities, allowing the trustees to retire.
Unless the insurers themselves are incentivised to invest in productive assets
(something that looks highly unlikely even its Solvency rules are changed) then there
are three obvious alternatives that the Government could encourage
Schemes could resist buy-out and persist in their original plan to pay pensions to the
last man standing.
This option, known as roll-on allows trustees to evert to funding on an ongoing basis
with a higher allocation to less liquid, UK focussed growth assets. But it carries
residual risk that sponsors would once again be called upon to fund deficit
contributions and show the scheme deficit on its balance sheet. Trustees will also be
mindful that reliance on the sponsor risks putting the sponsor's business at risk
meaning the scheme might fall into the PPF.
LCP have suggested that trustees might pay a super-levy to the PPF to ensure that
in the case that the sponsor fails, the members do not get a haircut, that's a good
solution for trustees, but not for sponsors (or the people who work for them). This
blog has called for the Pensions Regulator to scrap parts of its DB funding code to
encourage schemes to "roll on" rather than prepare for their imminent demise.
Consolidate
It would seem from a recent flash survey by Aon that there is a degree of support for
the approval of "superfunds", which to continue the nautical analogy - would take on
the cargo of the occupational scheme and manage the journey as was the intention
of the original trust (to the payment of the last pension).
This allows pension assets to stay invested as pensions (rather than insurance) and
that gives fertile ground for productive assets to take root.
However, it falls short of the standards of member protection that TPR consider
ideal. "Ideal is risk free" is still the motto. Until recently holding gilts was considered
"risk free" but the LDI crisis has shaken that notion. Insurance companies are still
considered "risk free", but investing with insurers carries the risk that the 2 trillion-
pound golden goose, that is DB pensions, could stop laying golden eggs
Consolidation into pension superfunds is not riskier, it creates shared risks rather
than transferred risks. The transfer of risks so obviates the possibility of upside, that
were it to take over most of the assets, the Government would not just lose the
opportunity of investment into productive assets, but a maintenance of the gilt
investment that underpins its financing. As insurers don't invest in gilts, the
 


	3. maintenance of pension  funds investing in gilts and productive assets is attractive to
Government too.
The argument for consolidation turns on the interpretation of "appropriate" in relation
to member benefits. If the only appropriate security is insurance, as the Association
of British Insurers would argue) then there is no place for consolidation.
The less defined benefit
As a coda to this response to Government, we should remind ourselves that most
people are accruing a benefit that is defined only by the contributions made by them,
their employers and the taxman. There is no definition of the benefit in terms of
outcome - only speculation.
Between DB and DC lies a range of risk sharing options that have yet to be
implemented. We all know that Royal Mail is on its way, though it has yet to kick off
its CDC scheme. We know that one master trust - the Pensions Trust is discussing
converting to a CDC scheme, at least for some clients (it seems the social housing
sector are keen to move to CDC).
The risk sharing within CDC is of a scale more dramatic than the marginal questions
on security between superfunds and insurance. CDC asks DB members to give up
guarantees for future accrual and DC members to swap the prospect of a capital
reservoir and freedom to spend, for a stream of un-guaranteed pension payments.
CDC is neither a variant of DC or DB, it is a different concept, which requires a new
mindset from sponsors, trustees , Government and members.
But if the duties of trustees are to pay a pension (rather than a pot) and to invest
productively (rather than for the short term) then CDC may be considered
"appropriate security".
A new mindset
There can be no change without a new mindset from everyone, and that includes
Government. It would seem that with the arrival of a new team at the DWP and
Treasury, we have that new mindset, it is articulated in the Mansion House reforms.
But while Governments come and go, trustees tend to stick around, as do pension
scheme liabilities.
Whether this new mindset from Government lasts long enough to make a difference,
depends partly on the response to these consultations. My response to the first two
questions posed by Government is that we need to
1. Change the mindset that led to the LDI fiasco, the DB funding code and
the misappropriation of the term "de-risking"
2. Encourage schemes where employers are prepared to sponsor by
allowing a PPF upgrade in exchange for a super-levy
3. Promote superfunds as an alternative to buy-out and roll-on
4. Promote CDC as a means of providing future pensions for DC members
and for DB scheme members prepared to swap guaranteed for non -
guaranteed pensions.
 


	4. It should be  noted that will all these four options, there are opportunities to deliver
better pensions than through buy-out, where there is zero upside beyond what is
initially promised.
All four require an element of risk-sharing (rather than risk transfer).
All four require a change of mindset to accept that a risk shared, while still a risk, has
an opportunity attached to it. If the Government believes its own projections, that
opportunity is worth the taking.
Surplus in funding
This is how the DWP introduces the question of surplus funding in its consultation
on options for defined benefit schemes.
Incentives for employers to invest for surplus are currently quite weak. Employers
have little to gain from any surplus, their access to which is strictly limited, and they
are entirely responsible for any deficit that might emerge if investment does not
perform well. Any deficit would have to be filled by additional employer contributions
and would have to be reported on the company Balance Sheet. This could affect the
company’s market capitalisation, and the company’s ability to borrow and attract the
investment needed to grow.
Surpluses give trustees problems too!
There are similar issues with incentives for trustees. There are many varied drivers
that lead trustees to decide how much risk to take with pension scheme investments.
Scheme trustees are concerned with ensuring members get the benefits they have
been promised and will want to limit risk that could threaten members’ interests; they
may therefore prefer contributions from the employer to relying on uncertain
investment returns. There is little incentive to invest to drive funding to a higher level
than is needed to meet the pension promises.
For businesses which are running both a DB and defined contribution (DC) fund,
there is currently limited ability to transfer surpluses to help bolster DC funds whilst
protecting the member benefits for the DB funds.
The Government is calling for the views of the private sector on how surpluses
should be dealt with, starting their questions by asking " How many DB schemes’
rules permit a return of surplus other than at wind up?"
My answers are in bold.
The Pensions Regulator and Pension Protection Fund have detailed analysis.
They will have better intelligence on this than the private sector as they
aggregate data from all schemes
According to an analysis of FTSE 350 companies by Barnett
Waddingham, the actuarial consultancy, their schemes have £50
billion of assets in excess of 105 per cent of the funding levels
regarded by The Pension Regulator as enough to leave a scheme self-
sustaining if the sponsor were to fail
 


	5. What should be  the conditions, including level of surplus that a scheme should have,
be before extended criteria for extracting surplus might apply?
At present, the rules allow it only after a scheme is in wind-up after
securing all promised benefits, for example by handing all liabilities to
an insurance company through a so-called buyout. There is also a
penal rate of tax at 35 per cent on any money paid out.
So Trustees are not incentivized to run-on a pension. Once a scheme is ready
to buy-out , it is logical for the trustees and employers to wind up the pension
scheme after outsourcing the payment of the promised pensions to a third
party
This is driving sponsoring employers and Trustees to seek buy-out as a quick
and easy way out of a no-win situation.
Would enabling trustees and employers to extract surplus at a point before wind-up
encourage more risk to be taken in DB investment strategies and enable greater
investment in UK assets, including productive finance assets? What would the risks
be?
Where a scheme has announced it will not continue to accrue future
pensions, the liabilities of the scheme are finite and the
trustees primary purpose is to meet the pensions promised in full. It
is not to speculate with the fund behind these promises to deliver
employers a surplus.
There are situations where a scheme may be used to increase
contributions to related schemes (for instance a DC plan insider the
same trust as the DB plan) but this is uncommon.
It's legitimate for trustees to look to improve DC benefits from DB
assets but this can only happen where there is clear daylight in
funding and then only with the regulator's permission.
Similarly the restoration of contentious benefits lost (such as on
some pre-97 accrual) can only occur where doing so will not put at
risk the core benefits not under contention.
Finally, where scheme allows discretionary increases to be made,
these can only be made where doing so could not put reasonably in
doubt , the payment of the core benefits promised in scheme rules.
Gaming a pension fund so heads the employer gets a surplus and tails the
PPF gets the deficit is speculation and should play no part in DB funding.
Would having greater PPF guarantees of benefits result in greater investment in
productive finance? What would the risks be?
Improving the guaranteed benefits of the PPF to mirror the benefits of the
"scheme rules" of the DB scheme falling into it, would require an extra
obligation on the PPF that would need funding. A proposal from LCP is that
schemes looking to stay open or improve existing member benefits (including
 


	6. DC) could do  so without "gaming" by paying a super-levy. This is a good idea,
providing the trustees paying the levy consider their scheme well run.
This would allow such trustees to invest for growth and move some of the
fund into productive assets. Here the risk to members would be minimal
(amounting to the opportunity cost of the super-levy not being invested).
As with any investment for growth, there is a risk that such an investment
might fail, but a good scheme would seek to mitigate such risk through the
choice of asset/fund managers
What tax changes might be needed to make paying a surplus to the sponsoring
employer attractive to employers and scheme trustees, whilst ensuring returned
surpluses are taxed appropriately?
We don't see any reason for changing the tax position on pension scheme
surpluses. The tax-system should not incentivise employers taking surpluses.
In cases where an employer sponsors a DB scheme and contributes to
a DC pensions scheme, would it be appropriate for additional surplus generated by
the DB scheme to be used to provide additional contributions over and above
statutory minimum contributions for auto enrolment for DC members?
Yes (see above), though we understand that this can only be done if the DC
members are in the same (hybrid) trust as the DB members. We shouldn't
allow money to be extracted by the employer for onward payment into another
workplace scheme. There is considerable risk that the money would not get
paid across or paid across at a much diminished rate (relative to the surplus).
Could options to allow easier access to scheme surpluses lead to misuse of scheme
funds?
They could. Pension liberation schemes , from Maxwell to ARC have sort to
release money due to pensions by foul means
I have twice blogged on the DWP consultation on DB consolidation and will continue
to do so, mainly because this is a matter of importance but mainly because I suspect
I will approach this rather differently from those directly involved in buy-out ,
consolidation or advice to DB trustees and/or their sponsors.
The Tony Blair Institute has suggested that the PPF can become a consolidator
competing with superfunds and insurance companies, for the offloading of private
sector DB pension liabilities. The FT has reported
The TBI’s proposals would see the Pension Protection Fund, the UK’s £39bn lifeboat
scheme for corporate pension plans, take a much expanded role as a fund
consolidator, a move that would require a change in legislation.
This blog deals with the section of the consultation (Q17-20) that questions whether
the PPF should become a consolidator. The PPF does of course consolidates, there
are many schemes in the lifeboat, but the DWP are suggesting that the lifeboat might
be re-purposed as a cruise liner - at least for schemes who want an alternative to
commercial consolidators and insurance buy-out.
My thoughts are that the PPF can offer consolidation of benefits offered by
occupational schemes as an insurance against failure of a scheme in run off. In
return for a super-levy, the PPF could - in a reinvented form - become a consolidator
of last resort.
 


	7. The DWP consultation  questions are in bold
What are the potential risks and benefits of the PPF acting as a consolidator
for some schemes?
The PPF is in sufficiently rude health to take on considerably more
risk than it currently carries. The risk of the PPF competing with
superfunds and insurers is that it introduces unfair competition into
the market, as was recognised with Nest when it entered the
workplace pension market. While Nest had the competitive advantage
of a DWP loan, the PPF has the advantage of ongoing cashflows from
the levies that it has and will collect that make it super-solvent and
therefore able to compete at a competitive advantage.
This is not a reason for it not to compete for business, but whereas Nest has a public
service obligation to take on business unacceptable to private providers, there is no
such obligation for DB schemes to consolidate. So the PPF needs to demonstrate
that it would be in the public interest for it to compete and the CMA will need to be
convinced that it is competing on a level playing field, if the Government is not to be
accused of fielding a ringer.
Would the Board of the PPF be an appropriate choice to operate a public
consolidator?
I'm owning up to knowing a few of the execs and non-execs and I happen to think
them very good appointments. That's of course no reason to call the board an
appropriate choice but it does seem that the PPF has the capacity to attract good
quality people.
More generally, the PPF board is having an easy time of it right now and could be
stretched to provide more , for the talents it has. Both the PPF and its board are
under-employed.
How could a PPF consolidator be designed so as to complement and not
compete with other consolidation models, including the existing bulk
purchase annuity market?
What is wrong with competition? If the PPF were enabled to set up as
a consolidator, it should be allowed to compete, as Nest competes,
against commercial rivals.
However, the competition process is different for DB consolidators. The PPF would
compete in the market as asked , not automatically. Necessarily, it would compete in
a different style and with a different brand from its competition. Such competition
should be welcomed , provided the PPF were not advantaged with public subsidy. I
do not propose any further "gateways", indeed I'd like to see an end to gateways
which are protectionist and anti-competitive.
What options might be considered for the structure and entry requirements of
a PPF-run public consolidator, for example:
• are there options that could allow schemes in deficit to join the
consolidator?
 


	8. Schemes in deficit  can join the PPF if the sponsor can no longer support their
obligation to make good the deficit. The PPF is a consolidator in its current
incarnation. But there is a simpler way for the PPF to be a consolidator. LCP's
proposal is that sponsors can pay a super-levy to the PPF to allow the PPF to take
on the scheme's liabilities and assets in deficit and make that deficit good. This
seems the optimum role for the PPF as a consolidator as it gives it a unique status.
allowing schemes that wish to "run on" to do so with confidence, operating a growth
strategy on its assets.
• what principles should there be to govern the relationship between the
consolidator and the Pension Protection Fund?
There is no reason why the PPF should manage is current Fund and the Fund
segregated to pay pension benefits in full any differently.
• should entry be limited to schemes of particular size and / or should the
overall size of the consolidator be capped?
The PPF should be allowed to compete as the long stop for open schemes without
any cap on its size.
• how could the fund be structured and run to ensure wider investment in
UK productive finance?
I cannot comment on the legislative changes that would need to be made to PPF's
constitution but I understand that these would probably require primary legislation.
As regards the management of the fund, then I would hope its current management
team could adopt the changed mindset promised at the Pensions Regulator.
• how to support continued effective functioning of the gilt market?
I can understand nervousness that a shift from a liability driven approach to
investment to an approach that focusses on maximising the productivity of pensions
money. However, any movement , resulting from open schemes and closed
schemes looking to run off with the backstop of the PPF as a consolidator will not
move the dial on the great stock of gilts retained in occupational schemes. The threat
is not from consolidators which invest more productively, but from insurers who
typically swap gilts for other sources of reliable income when buying out occupational
pension liabilities
← Master trusts get a gentle kick up the bum!
Ben Farmer of Hymans joins us for coffee on 25th July →
Superfunds need the power of the Chancellor’s conviction
There are areas of pensions where laypeople fear to tread. Typically they are areas
where there are guarantees secured by capital or debt.
LDI was such an area. Another area where consumer orientated commentators are
unwelcome, is in discussions over the quality of covenant offered to members of DB
occupational schemes relative to an annuity or membership of a DB consolidator
(aka a superfund). This is “professionals only!”
 


	9. Recently , I  argued that the Government cannot promote superfunds as having
“potential to introduce significant pools of capital into the UK economy” while
relegating them to”poor man’s buy-out“.
Well funded pensions can get better funded with a pension super fund – better
funding should be good news for all.
I have been told that taking this line risks inciting the ABI to rise up in arms and to
put the Pensions Regulator into a tailspin of fear for members and the PPF. In short
– I’m getting clear signals to butt-out of an area which is best left to bankers, insurers
and regulators.
Which of course a clear sign that I need to press on.
The door for superfunds is ajar, but should be open
The DWP’s paper on DB consolidation is hugely encouraging to Superfunds.
I understand the TPR are going through their internal governance processes to sign
off their own review of the 2020 Guidance with a view to publication in the next two
to three weeks. I’m meeting with TPR’s CEO next week, she’s asking for a new
mindset, so am I!
The DWP’s consultation response includes this audacious statement;
The buyout market is .. not fundamentally interested in schemes that cannot afford
their products and also has a natural ceiling to the value of schemes that can effect
buy out in any calendar year.
Ouch! I suspect the ABI didn’t sign that comment off. A gateway test that excluded
pension superfunds from competing for business that might be ready to buy-out
suggests that schemes unwilling to pay the price of buy-out or stuck in the buy-out
queue, would be denied access to a pension superfund by dint of being too well
funded.
Barnett Waddingham estimated that approximately one-third of FTSE 350 DB
schemes were now fully funded on a buyout basis – a substantial increase compared
to the 11% recorded in May 2022.
 


	10. Putting such a  large part of the market out of scope of superfunds looks competitive
to me. If their is to be a new mindset , then it should include fresh thinking on the
options available to solvent DB pensions. They deserve the right to choose denied
them by the gateway.
And it’s not just those who have funding to or beyond buy-out level, the DWP paper
suggests that the gate would probably be shut on schemes close to a buyout level of
funding and possibly the orange box too.
 


	11. While the DWP  still stands by its gateway, the DWP consultation paper does suggest
substantially lower minimum capital requirements that would make it commercially
possible for superfunds to compete effectively against insurers, were they allowed to.
This is like dangling a carrot in front of a horse, never to let it eat it
People in the know tell me that superfunds will be able to price 10% lower than
insurance (although it’s not obvious whether they are second guessing future insurer
pricing once the UK replacement for Solvency II is enacted).
The justification for this prediction is based on an analysis of the DWP’s proposals
(read on). So why, when superfunds offer the capital that is needed to meet the
Government’s productive finance targets, are they denied a crack at the good stuff?!
 


	12. Superfunds protecting the  PPF?
The DWP’s analysis is right in saying that Superfunds can’t help very poorly funded
schemes, especially where they have a weak covenant. Well not for while anyway
But in that meanwhile, those who have adopted a new mindset tell me that there are
many schemes with weak employer covenants that can benefit from innovative
approaches to funding such as Capital Backed Journey Plans with capital made
available from the same sources as back pension superfunds.
The lower tier might not work for superfunds, but would work with CBJP’s targeting a
superfund exit in due course Indeed, the DWP response looks to widen the
superfund/alternative covenant scheme definition to include materially altered, but
not completely divorced sponsor covenant transactions. Goodbye regulatory
apportionment agreements
The concept of CBJPs as feeders for superfunds, supports TPR’s aim of protecting
the PPF while offering members an alternative to the PPF haircut. If only such
solutions had been around in 2017 to support BSPS.
Superfunds can nurture PPF bound schemes and want to.
 


	13. Creating a workable  financial model for superfunds (the
new capital requirements)
There are numerous tweaks put forward by the DWP in its consultation response
that suggest that Superfunds aren’t just backed, but this time they are back with a
bang. Let’s start with three easements on capital employed to secure benefits.
The DWP is proposing a 1-year (currently 5 year) VaR test – the report seems to
be suggesting this to be at the 99% level (compared with the insurers’ 99.5%) with
intervention (and new business recapitalisation and profit extraction) triggers linked
to this. They actually note that TPR’s five-year 99% test was arguably more onerous
that insurers one year 99.5%, which it was. It looks like someone has got the maths.
What’s more, the DWP is proposing to move to 98% rather than 99% chance of
failure when setting capital, all else being equal , this leads to smaller buffer funds
needed for backing given liabilities and makes for a bigger gap between superfund
and insurance pricing.
Finally… by allowing capital release/ profit extraction if funding is sufficient (rather
than just on buyout) then given the point above the bar for sufficient is going to be
lower. Together with the point above, this makes superfunds such as PSF a much
more investable proposition.
Further relaxations through TPR guidance
 


	14. Allowing PPF+ superfund  transfers to happen at less than 100% of full benefits puts
them on a level playing field with insurance. This would definitely require legislative
change to overturn Halcrow/s.67 but that is indeed a potential game changer.
Interestingly though it will open up an argument for schemes/sponsors to be able to
right size their liabilities to available assets as an alternative to an RAA. I suspect
these issues will be addressed in the forthcoming TPR review of its 2020 guidance
there look to be further relaxations over discount rates which look likely to settle at
Gilts + 0.5% (as now) but plus up to a further 0.5% on a dynamic basis (i.e. could be
the full 1% now given current market conditions for yields and available expected
returns).
This has the effect of putting less in the scheme (perhaps 3-4%). Previously more
capital would have been needed in the buffer to maintain the overall probability of
members receiving full benefits (albeit as that probability is reduced the overall total
capital may be lower now, leading to a smaller buffer pro-rata).
It will be interesting to see whether there is any movement in Guidance on longevity
growth reserves as even ignoring the Covid years, the proposed improvement rate
was not justified by the last decade or so’s experience leading to overly prudent
reserving at outset.
Superfunds need the power of the Chancellor’s
conviction
Right now, superfunds have got the door ajar and are back in play. They need help
from TPR. With a new mindset apparently in place, I’m counting on that.
The DWP no longer seems afraid of the big bad wolf in the Treasury/BOE/PRA (fed
by the ABI).
However, it is keeping the door to superfunds half closed.
The DWP should be braver and adopt the power of the Chancellor’s conviction. Let’s
knock the gateway test off its hinges. It should have no part of the Pension
Superfund Framework
Henry Tapper
AgeWage Chair
Aug29th w023
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