OCCUPATIONAL PENSION SCHEMES: THE EUROPEAN PERSPECTIVE

The PRAG European Working Party focuses on developments within the European Union that could impact on pension provision in the United Kingdom.  

This update covers the current position on two key areas:

· The development of a common legal framework for occupational pension schemes within Europe, which is the subject of a new directive; and

· The harmonisation of the tax treatment of occupational pension schemes.

A COMMON LEGAL FRAMEWORK FOR OCCUPATIONAL PENSION SCHEMES?

EC Directive on the Activities and Supervision of Institutions for Occupational Retirement Provision

The aim of the directive is to establish a common legal framework for institutions for occupational retirement provision (pensions institutions) and thereby allow multi-nationals to operate pan-European pension schemes, and allow financial institutions to bid for pension fund business in other Member States.

The directive has to be implemented by Member States by 23 September 2005, and the UK Government is consulting the pensions industry on how to implement the directive.  
A summary of some of the key points contained in the directive is set out below.

Cross Border Management of Pensions Institutions

The directive will allow an undertaking in one Member State to sponsor a pensions institution in another Member State.  To this end a mutual recognition of supervisory systems in all Member States is proposed as well as a system of registration and information exchange, between the pensions institution, its home Member State and the host Member State.

In the event of cross border activity, the competent authority of the host Member State (i.e. where the scheme has members but is not based) may require that certain investment rules apply to the part of the assets of the institutions that corresponds to the activities carried out in the host Member State.  A Member State can apply these rules only where it applies the same (or stricter) rules to its own domestic funds.  For example, if a UK scheme wants to operate in France, the French Government can insist on French rules for French employees in the scheme.  

Potentially, multi-national companies will be able to benefit from economies of scale and improved investment performance by providing one pan-European pension scheme for all European employees.  However, the directive also requires that cross-border pension schemes be fully funded at all times.  There is little guidance in the directive as to how full-funding will be measured, but this is likely to be a significant obstacle to a defined benefit pan-European scheme.

Cross border schemes will also have to comply with the social and labour laws of the host Member State.

Prudential Rules to Protect Beneficiaries

In addition to the cross border management proposals, the directive also sets out a prudential framework for pensions institutions operating within the Union, whether they are managed on a cross border basis or not.  

The prudential framework sets out disclosure requirements, funding requirements and investment rules.

The disclosure requirements broadly require members to be properly informed of the terms of the scheme, its financial situation and their rights under it.  

The directive requires that all schemes should have a sufficient level of funding to cover their liabilities.  A Member State may allow a pensions institution, for a limited period of time, to have insufficient assets.  However, the institution will be required to adopt a concrete and realisable recovery plan.  Where the scheme itself guarantees a level of benefit or investment return, and not the sponsoring undertaking, they are required to have additional provision available.  The provisions on funding are probably drafted broadly enough not to interfere with the Government’s plans to replace the minimum funding requirement with a long term scheme-specific funding standard, although the drafting of the directive fits far better with the MFR than its potential replacement.

Pensions institutions will also be required to invest in accordance with the “Prudent Person” principle, and be subject to the following rules:

•
The assets of a pensions institution must be predominantly invested in regulated markets.  Investments in assets which are not admitted to trading on a regulated financial market must in any event be kept to prudent levels.

•
Investment in derivatives shall be possible insofar as they contribute to a reduction of investment risks or facilitate efficient portfolio management.  They must be valued on a prudent basis, and the institution shall avoid excessive risk exposure to a single counter party and to other derivative operations. 

•
The assets shall be properly diversified in such a way as to avoid excessive reliance on any particular asset, issuer or group of companies and accumulations of risk in the portfolio as a whole.

•
There are employer-related investment requirements that reflect the current UK position.

•
Member States may lay down more detailed rules, including quantitative rules, for institutions located in their territory, and as long as they do not prevent pensions institutions from:

· investing up to 70% of the assets covering the liabilities in equities and corporate bonds, 

· investing up to 30% of their assets in currencies other than the currency of their future pension liabilities, or

· investing in risk capital markets.

•
The pensions institution must not borrow or act as a guarantor on behalf of third parties, but Member States may authorise institutions to carry out some borrowing only for liquidity purposes and on a temporary basis.

TAX HARMONISATION OF OCCUPATIONAL PENSION SCHEMES?

Cross-border pension schemes covering a wide number of EU countries, and a Pan-European market in pension products, are unlikely to become a reality, despite the good intentions behind the directive, until Member States have co-ordinated their approach to the taxation of pension benefits and contributions, and stop penalising providers established in other member states.  The Commission is tackling this issue, and has been becoming increasingly aggressive in its attempts to ensure that Member States comply with the principles of the free movement of persons and services in respect of their taxation of pension benefits and contributions.

The Commission’s Communications

In April 2001, the Commission announced that it was seeking a co-ordinated approach to the taxation of occupational pensions rather than formal harmonisation.  It called upon Member States to eliminate unduly restrictive or discriminatory tax rules and set out a programme of coordination and mutual assistance to help reduce the disparity between the provisions of the different member states.  

In line with the April 2001 communication, in February this year the Commission formally requested that the Danish Government amend its legislation that requires that tax be paid on pension contributions paid to non-Danish funds, whilst tax is deductible on contributions to domestic funds.  Denmark clearly did not respond adequately in the Commission’s view, as in June it referred Denmark to the ECJ on this point.
The Commission has also sent official requests for information to the UK, Ireland, Belgium, Spain, France, Italy and Portugal regarding what appear to be similar discriminatory tax provisions.

The European Court of Justice’s Position

The European Court of Justice appears to be backing up the Commission’s stance.  It ruled in October 2002 in the Danner case that taxing contributions to a domestic pensions institution on a more favourable basis than contributions made to a pensions institution in another member state was contrary to EC law.  The case concerned whether the Finnish Government can, under EC law, refuse tax relief in respect of a citizen of dual Finnish and German nationality on contributions to a German based pension arrangement, when tax relief was allowed to Finnish based pension arrangements. 

In June 2003 the ECJ confirmed, and extended, this position in the Skandia case.  The ECJ found in this case that the Swedish Government’s refusal to grant tax relief on Skandia’s contributions to a supplementary pension scheme run by a non-Swedish insurance company was contrary to the principle of the freedom to provide services across the EC set out in Article 59 of the Treaty of Rome.  The contributions were paid by a Swedish employer for the benefit of a Swedish citizen, working in Sweden.  Skandia differs from Danner in that there was an occupational element to the pension arrangement and there was only a limited international element to the case: the employee concerned was a national of, and worked in, the same member state: only the pensions institution was located in another member state.
Potentially these cases offer individuals the opportunity to contribute to a pensions arrangement set up by a pensions provider located in whichever member state they feel offers the most attractive financial circumstances.  
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