A happy retirement?

Pension funds are in trouble, and Church pension funds are no exception.  The reasons may seem technical, changes in government regulations, increases in life expectancy and changes in assumptions when valuing schemes, but the effects are real and significant.  As a new Fund the Church of England Pension Fund has been particularly vulnerable.  An initial report from the Archbishops' Task Group looks at what has happened and issues that need to be considered.  There are no easy solutions but it is a problem that needs urgent action and is reflected in a developing situation. 

CLERGY PENSIONS  – THE CHALLENGE FACING THE CHURCH

Report of the Archbishops’ Task Group 

1 Documents discussing pensions and wider remuneration issues are rarely an easy read.  This one is no exception.  Nevertheless, the decisions that the Church of England now faces are not merely complex but of great importance, touching as they do on the way in which the Church supports its clergy (and indeed its lay staff) both during their active ministry and in retirement.

2 We have tried, therefore, in this short report to provide an accessible account of why we are where we are and what choices now have to be faced. 

The first signs of difficulty.

3 Turbulence and uncertainty in the world of pensions is not new.  Over the past fifteen years the Maxwell scandal, the mis-selling of private pensions, the Equitable Life saga, the big fall in the stock market after the boom years of the 1990’s and the growing pressures from rapidly increased longevity have given pensions issues an unusually prominent public profile. The abolition of Advanced Corporation Tax in 1997 (which amounted to a £5bn a year raid on pension schemes) has also added to the pressure on pension funding.

4 Within the Church of England, pension questions were to the fore through much of the 1990’s following the recognition that it was no longer sustainable simply to finance clergy pensions out of the general resources of the Church Commissioners.  As a result the new funded clergy pension scheme was introduced in January 1998.  While the benefits to clergy remained the same, the dioceses took over the responsibility for funding pension payments for all service earned from January 1998. 

5 All pension funds have to be professionally re-valued by actuaries every three years.  The valuations for December 2000 and 2003 showed that the cost of meeting the benefits had risen sharply and that additional contributions were needed from the dioceses.  Nevertheless, the actuaries offered some hope in 2004 that the triennial valuation due in December 2006 would be less problematic. It is now clear that it will be very difficult indeed.   

6 The first warning signs came last summer. The Church of England Pensions Board received advice from its actuaries that new scheme funding regulations and a code of practice being introduced under the Pensions Act 2004 would radically change the way in which pension funds had to calculate their  liabilities, returns from assets and future contributions.  The Church’s concerns about the possible impact of the new regulatory framework were formally registered both with Government and the Pensions Regulator.  Similar concerns were expressed, forcefully, across the pensions industry. 

7 It was only in the course of the autumn that the potential impact of the draft regulations and code of practice became apparent.  Discussions with the actuary in connection with a review of the church administrators’ pension scheme (which is open to staff working for the National Church Institutions) generated some extremely disturbing figures.  Then, in November, the Chief Executive of the Pensions Board received the actuary’s annual desktop update of the assets and liabilities of the clergy pension scheme set against the context of the assumptions made in determining the current funding rate.

8 This, for the first time, took account of the anticipated requirements of the new regulations and its associated code of practice (still in draft at that stage).  The actuary suggested that the contribution rate might need to rise from 33.8% to well over 50%.

The role of the Task Group

9 In the normal course of events, the results of the annual update would have been shared straightaway with the Deployment, Remuneration and Conditions of Service Subcommittee of the Archbishops’ Council (DRACSC) and with the dioceses.  It was clear, however, that the actuary’s report needed further testing and discussion before sharing with a wider audience.  Accordingly, the Archbishop of Canterbury, and subsequently the Archbishop of York, invited a small task group to produce an urgent assessment of the situation and its implications both for the future of clergy pension arrangements and for clergy remuneration more generally.

10 The group has consisted of Allan Bridgewater (Chair of the Pensions Board), Michael Chamberlain (Chair of the Archbishops’ Council Finance Committee) and Andreas Whittam Smith (First Estates Commissioner).  The group has been supported by the three Chief Executives (Andrew Brown, Shaun Farrell and William Fittall) plus Chris Smith (Chief of Staff at Lambeth) and Tony Williams (Pensions Board). 

11 It has not been for the Task Group to take any decisions nor even to make specific recommendations as to the decisions the wider Church should now take.  We have seen our task as being to engage robustly with the actuary, explore the ground with the Pensions Regulator and, in the light of that, to set out the facts as we find them.  In addition, we have identified some possible options, which we think are  worth pursuing.

12 Judgements about what the Church can afford, how pension costs might be reduced and what the future balance should be within clergy remuneration as between stipends, pensions and housing are for the Church as a whole, and ultimately the General Synod, to decide. It will now be for the Archbishops’ Council, DRACS, the Pensions Board, the Church Commissioners and others to consider how best to manage a consultation process which will enable the Church to take timely decisions. 

13 We would merely want to stress the following points:

· the  figures may change between now and spring 2007 when the results of the formal triennial valuation as at 31 December 2006 are known and decisions have to be taken on the contribution rate to be paid from 1 April 2008.  Nevertheless, we are satisfied, from discussions with the actuaries and the Pensions Regulator that the new regulatory framework (see below) will almost certainly produce a contribution rate, which is an order of magnitude greater than 33.8%.  So, the Church seems certain to be faced with an increase which  will raise serious questions about affordability;

· time is not on our side.  The trustees of the Pensions Board have a legal responsibility to safeguard the interests of members of the scheme.  Now that the impact of the new funding rules has become clearer, the Board will have no option but to satisfy itself that money going into the scheme is sufficient to meet future liabilities.  In deciding how many remuneration issues to put into the melting pot, the Church does, therefore, need to have an eye to the urgency of the situation.  There will need to be consultation, but now is not the moment for embarking on such a wide-ranging review of remuneration issues that decisions are likely to be a long way off;

· there can be no solution, which does not involve either substantially reducing the costs- and therefore the benefits- of the pension scheme or greatly increasing the expenditure- and therefore giving- of the Church, or indeed some combination of the two.  That means that very difficult options are going to have to be considered.  Managing the process in a way which allows for a calm and disciplined focus should be an important objective;

· the Church needs constantly to remind itself that the problems, which it is facing, are paralleled in all other defined benefit pensions schemes outside the public sector.  The new situation is not the result of anything the Church has done.  The new requirements apply to all such pension schemes, many of which are, as a result, closing or making significant changes.

Why such a large increase?

14 This is the question that everyone coming to this subject for the first time is bound to ask. How it is that new Government regulations and a code of practice from the Pensions regulator, designed to make pension funds more secure, could produce such vastly increased costs as to call the sustainability of the schemes themselves into question? 

15 The question is all the more sharp given that the Pensions Act 2004, the Pension Protection Levy and the relevant European Directive on occupational pension schemes were all designed to provide greater assurance for scheme members. They were a reaction to instances where pension schemes had been under-funded and firms had collapsed leaving scheme members without the pensions to which they thought they were entitled. 

16 The simple answer is that greater prudence and caution come at a cost. It is a matter of debate whether the Government and the Regulator have erred too much in that direction. What is undeniable is that the new rules leave all trustee bodies with no option but to proceed with great caution. 

17 Even those pension trustees, like the Church of England Pensions Board, who have consistently acted responsibly and with full regard to professional advice, are now going to be  more constrained in the decisions they take. The two specific constraints that account for the very large increase in contribution rates are as follows.

18 The first is a requirement on pension funds to take a more cautious view of likely investment returns and to adopt an investment strategy which attempts to lessen risk. Up to now it has been normal to build in an assumption that in the long run shares will produce returns that are significantly higher than bonds. Now trustees will not be able to count on that ‘premium’ to the same extent. In addition the regulatory emphasis on prudence has created an increased demand for bonds, which has increased the price of bonds and as a result significantly reduced their yields. Bond yields are a major determinant of the value of a scheme’s projected assets and liabilities,  and are predicted to remain at historically low levels . 

19 Changes in investment assumptions have a big impact on the projections of assets  available to meet pension liabilities given how long those liabilities can stretch into the future. For example, contributions made to a pensions fund for someone in their twenties can be meeting liabilities some seventy or even eighty years later if the scheme member or his or her surviving spouse is still alive. If more cautious assumptions have to be made about investment returns, higher contribution rates are unavoidable to fund a given level of pension benefits.

20 The second new constraint is in relation to the time available for making good  deficits in pension funds. Nearly all pension funds have been in deficit in recent years as a result of increased longevity and lower investment returns. The clergy scheme is no exception to this.

21 At the last valuation of the clergy scheme in 2003, there was a deficit of £91m. The trustees accepted a proposal that this should be funded by additional contributions over 15 years.  As a result, 4.5% of the present 33.8% contribution rate goes to pay off the past deficit accumulated since 1 January 1998 leaving 29.3% as paying for future service.  The Pensions Regulator has signalled that he will be looking to schemes to make good deficits as quickly as possible and will look particularly closely at any that are not proposing to do so within ten years. 

22 As a result, we are now faced with a double pressure. The more cautious view of investment returns (and any steps taken to lessen risk) will make the deficit at the next valuation larger than it would otherwise have been. And it will have to be paid off over a shorter period.

Meeting with the Pensions Regulator

23
Members of the Task Group met a delegation from the Pensions Regulator, including its Chairman & Chief Executive, on 24 January.  The meeting had a two-fold purpose.  Firstly to give us a further opportunity to express our concerns about the impact of the new regulations and secondly to explore what, if any, flexibility existed in their specific application to individual schemes.

24
The Regulator was at pains to point out that the new regulations were deliberately not prescriptive in the way they should be applied and that it was the responsibility of the trustees of every scheme to agree funding arrangements (in conjunction with the employers, taking their financial covenant into account) which were right in the light of their particular circumstances and reflected a true assessment of the cost of the pension promises given.  What the Pensions Act 2004 gives the Regulator is the right to intervene where he is not satisfied with the arrangements put in place.  A code of practice, which will provide further detail on how and in what circumstances these intervention rights will operate, has been out to consultation and the final version is likely to be published in April.

The Scale of the Challenge 

25 In the light of the meeting with the Regulator the Pension Board’s actuaries have now produced some further guidance.  A copy of their letter to the Board is attached at Annex 1. It is important to understand the nature of the guidance, which the actuaries have produced.  It does not, at this point, contain hard figures.  The normal triennial valuation will be conducted in the early part of 2007 with figures available in the spring.  Decisions will need to be taken by the summer of 2007 about the contribution rate to apply from 1 April 2008. The Pensions Board will also  consider whether, in the light of events, it can maintain the current contribution rate until then.

26 Between now and then a number of things are likely to happen to influence the final figures.  In particular, expectations about future bonds yields and the performance of equities may change and further clarity may emerge over the approach, which the Regulator intends to take towards pension schemes more generally . 

27 Nevertheless, it is highly unlikely that any of these changes will radically change the big picture.  What the actuaries’ latest guidance makes clear is that, if present pension arrangements are left as they are, the Pensions Board will be confronted with a triennial report in about 12 months time which will necessitate the largest increase in the contribution rate since the new funded scheme was introduced in 1998.
28 Even if the Pensions Board believed that it could justify keeping to a 15 year plan for clearing the deficit, and even if it felt able to continue to factor in some equity premium, the contribution rate would, on the basis of the actuary’s figures, probably rise from the present 33.8% (of which 4.5% is for the past service deficit) to 46% (of which 9% would be for the past service deficit).  If, after discussion with the Regulator, the Pensions Board concluded that it needed to eliminate the deficit in not more than 10 years and to take a very cautious view of future investment returns, the contribution rate might be 57% (of which 16% would be for clearing the past service deficit).  

29 We draw the following conclusions from this:

· even on the more optimistic assumptions the potential scale of the increase in costs is so large that it is not clear that it can simply be absorbed.  There needs therefore to be urgent discussion around the church both of how much more might be afforded by way of contributions and of what options there are for reducing the cost of the scheme if, as seems possible, the affordable level of contributions falls short of what is likely to be required;

· it would be unwise, at this stage, to plan on the basis that the outcome will be at the low end of the range.  The new regulations and code of practice are still in their early days.  The trustees of all pension funds are going to have to reach their own judgements in the light of both what the law says and of the developing views of the Regulator.  The trustees of the Church of England Pensions Board will (after discussion with the representatives of the responsible bodies) have to reach their own, independent judgements.  They cannot be mandated by anyone else to come to particular conclusions.  Their responsibility, within the law, is to ensure that the pension promises made to the clergy by the wider church have been properly costed and are being adequately funded on an ongoing basis.  For planning purposes, therefore, the church needs to take seriously the range of figures provided in the actuaries’ latest letter and in particular to think through what it would do if, as we hope will not be the case, the outcome were at the worst end of the range.  

Issues to be considered

30 We have not seen it as part of our task to anticipate judgements, which properly belong to the wider church.  We do not, therefore, make any recommendations as to where the solutions may lie.  Instead, we have attempted to identify what seemed to us to be the key questions, the answers to which will determine the solutions.

31 It seems to us that the questions are as follows:

1) Is the Church’s commitment to the clergy pension scheme in its present form such that it is willing and able to find the additional money to fund it, however high the contribution rate might have to be from April 2008 (or even earlier), or is there an overall cost beyond which it would not be practicable or desirable to go?

2) What changes in pension entitlement for the future service of existing members of the clergy should be contemplated if some cost reduction proves unavoidable?

3) Should the present clergy scheme be closed to new entrants and less expensive pension arrangements be introduced for them?

4) Should post retirement pension increases be linked in future to increases in prices rather than in stipends?  And should the guaranteed level of increase be RPI up to a maximum of 5%  or, as the law now permits, the RPI up to a maximum of 2.5%?

5) Without recreating unacceptable liabilities for the Church Commissioners, is there any way in which the assets of the Church Commissioners could help to ease the situation, particularly over the period in which past service deficit has to be cleared?

It may be helpful to offer some brief commentary on each of these questions.

Commitment and affordability

32 In many ways the first question is the heart of the matter and also potentially the most difficult to answer.  Questions of affordability turn on judgements about a number of issues including: the relative priority to be given to pensions within the total remuneration package for the clergy; the relative priority of expenditure on clergy remuneration as against other important items of church expenditure; the scope for increasing church income significantly, including through more, tax efficient giving; the ability to run deficits and draw on reserves in the short term in order to increase contribution rates in expectation of increased giving to follow.  These are judgements which will need to be reached in dioceses over the coming months and shared so that the church can come to a considered view.

Existing scheme member’s future service

33 The second question inevitably raises sensitive issues about honouring promises, which have already been made.  Some employers, faced with large pension deficits, have tried hard to shield their existing employees.  Many, however, have found it impossible to do so because the cost savings are too small and gradual if pension arrangements for existing members are left completely untouched.  Because of the relatively low turnover of clergy in the Church of England, changes that applied only to new members of the clergy would make very little impact on the contribution rate for many years to come.

34 In this context it is important to remember that, as a matter of law, pension changes cannot operate retrospectively without the consent of its members.  Thus, where changes are made in respect of future service, they leave untouched the entitlements earned up to that moment.  The increased cost of these means that any decisions taken now are not going to lead to any net reduction in the church’s expenditure on pensions for very many years to come.  The question is to what extent potential increases can be mitigated.

35 The possibility of changing future service benefits for existing clergy has already been accepted by the Synod, in November 2002, in the context of discussion of stipend aspiration three.  One proposal considered then was that future pension accrual would be based on the payment of full pension after 40 rather than 37 years.  Other possible ways of reducing the pension costs of future service would include modifying some of the benefits under the scheme (for example reducing the lump sum earned by future service) or increasing the pension age beyond 65 (existing members of the scheme would still be able to retire at 65 with an unabated pension in respect of the service up to the day of the change but with some abatement in respect of service thereafter).

New entrants to the scheme

36 In relation to question three, over 70% of final salary or other defined benefit schemes are now closed to new entrants.  Most employers who do not have access to taxpayers’ funds have concluded that they can no longer afford to carry the cost risk intrinsic to traditional defined benefit schemes, whereby they guarantee particular levels of benefit.  

37 Like private sector employers, the church has no access to taxpayers’ funds to meet its pension commitments (there is a separate question about contracting out of the second state pension which will need to be considered ). Moreover, unlike the private sector the church does not have the potential to fund additional pension costs by  increasing its profits and diverting more of these to pension contributions.  All that said, previous consultation exercises have consistently shown that reliable and adequate pension arrangements matter a lot to the morale and security of our clergy. At retirement they face the loss of their tied housing and the prospect of managing their own affairs on what, even with a full pension, is not a large income.  

38 In looking at options for new members of the clergy it will, therefore, be important to avoid confusing two distinct, though related questions.  One is whether new clergy should continue to be eligible to join the present scheme (as possibly modified in relation to future service). The other is whether there should continue to be the security of some defined benefit element in any new, less costly scheme introduced for new clergy.

Post-retirement annual increases

39 Question four touches on another possible change, which was mooted in 2002, albeit then only in relation to future service once aspiration three started to be implemented.  The clergy scheme is very unusual among occupational schemes in linking post retirement pension increases to the annual pay rise within the organisation (i.e. to stipends) rather than to price increases. Breaking the stipend link for post retirement increases is one area where quite significant cost savings could be made quickly if the change applied to all future pension increases.  Indeed, this would not only ease some of the pressure on the contribution rate but would reduce the future costs to the Church Commissioners of the liability they have for funding all pensions earned up to 31 December 1997 thereby releasing more money for non-pensions support.  

40 The extent of the saving would depend precisely how the change was made.  As a matter of law, pension schemes have to provide post retirement increases to match limited price indexation (LPI).  Up to now that has meant an increase in line with the retail price index, subject to a maximum of 5%.  From April pension schemes are entitled to reduce the maximum level from 5% to 2.5% in respect of service after the date of change.  If, therefore, the church were minded to move away from the stipends link it would need to decide whether to set the maximum guarantee at 2.5% or 5% and, in any event, to determine whether it wished, in addition to aspire to match RPI, on a discretionary basis, even when it exceeded the guaranteed level.  

The Church Commissioners’ assets

41 In identifying the fifth and final question we have been particularly conscious of the risk of creating misunderstandings or false hopes.  It is very important that no one falls into the trap of thinking that there is a possible Church Commissioner solution which will absolve the wider church from facing up to some very hard decisions.  Despite the Commissioners’ excellent investment performance over the past decade, the judgement reached in the 1990’s about the unsustainability of  the Commissioners previous, open ended pension commitment, was clearly right. 

42 Moreover, in order to meet their commitments for pensions earned up to December 1997 the Commissioners have to spend capital as well as revenue.  The current expectation is that by the time the Commissioners pension liabilities have been paid out in around 60 years’ time their present asset base will have been reduced by some 40%.  That will be a permanent reduction in the resources available to the wider church.

43 Nevertheless, the scale of the challenge now facing the church means that the question inevitably arises whether there is some way in which the size and resilience of the Commissioners’ total assets could, at a price, be brought into the equation. There may be particular options here in relation to the funded scheme’s past service deficit, which by definition is time limited (the extent of the time limit itself being an important part of the equation). More work is needed to explore whether there might be creative ways in which the Commissioners could help the Pension Board trustees to satisfy themselves that they could properly set a lower contribution rate than would be the case if the Commissioners’ assets were not part of the picture.

44 Until the Board of Governors of the Church Commissioners have had an opportunity to consider our assessment and the results of further work it would be premature to say more.  What is clear, however, is that the range of possible solutions to the overall problem will turn quite significantly on whether the wider church would want the Church Commissioners to help in some way and whether the Board of Governors of the Church Commissioners feel it would be right to do so.  Depending on the nature of any help, it is quite likely that any help from the Church Commissioners would require legislative change, and therefore approval both by the General Synod and Parliament.

Conclusion 

45 In addition to the letter from the actuaries we have attached to this assessment a note summarising some of the key figures in relation to the funded clergy pension scheme.  It also illustrates the possible future impact on costs from possible changes to the pension scheme, though these figures should be seen only as illustrative at this stage.

46 We were asked by the Archbishops to produce this assessment and we recommend that it now be shared with the wider church, so that consideration of the way forward can begin.  The Pensions Board will be considering the actuaries’ letter on 28 February and, subject to the outcome of that discussion, we would recommend that this assessment be published on 1 March so that the Archbishops’ Council on 7 March and DRASCS on 8 March can consider the way forward, including the handling of the special meeting of the Inter-Diocesan Finance Forum called for 27 March.

47 Our expectation, though this is for others to decide, would be that in the light of these initial discussions, and of the meeting of the Board of Governors of the Church Commissioners on 6 April, a consultation document might be issued to dioceses some time after Easter with an invitation to submit considered views within 6 months.  The General Synod itself is likely itself to need to receive a report on options in February 2007 with a view to final decisions not later than the July 2007 Synod.

Archbishops' Task Group

20 February 2006 

