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EU PENSION FUNDS DIRECTIVE: THE UK’S APPROACH TO IMPLEMENTATION

Paper presented to a meeting of the Association of Dutch Pension Lawyers
on Tuesday, 15th March, 2005 in Amsterdam

by Philip Bennett, Partner - Slaughter and May

A.
INTRODUCTION

1.
This is a large topic and so I have limited this paper:

1.1
to an overview of the steps taken by the United Kingdom in implementing the Pension Funds Directive
, and

1.2
some particular issues which may be of wider interest.

2.
The topics referred to in 1.2 above are:

· some issues in relation to technical provisions/funding (Articles 15 and 16 of the Pension Funds Directive),

· investment restrictions (Article 18 of the Pension Funds Directive), and 

· issues in relation to cross-border activities (Article 20 of the Pension Funds Directive).

B.
OVERVIEW OF THE STEPS TAKEN BY THE UNITED KINGDOM TO IMPLEMENT THE PENSION FUNDS DIRECTIVE
1.
The Pensions Fund Directive was adopted on 3rd June, 2003 and published in the Official Journal on 23rd September, 2003.

2.
Member States must implement the Pension Funds Directive into law in their respective Member States by 23rd September, 2005.  

3.
But there is an option to defer implementation of Article 17 which applies to “regulatory own funds” until 23rd September, 2010.

4.
There is also an option to defer, also until 23rd September, 2010, the restriction on employer related investments contained in Article 18(1)(f) of the Pension Funds Directive.

5.
The UK Government issued a consultation paper in October, 2003.

6.
It published a further paper, the UK Government’s response to consultation, in June, 2004.

7.
The primary legislation implementing the Pension Funds Directive into UK law is contained within parts of the Pensions Act 2004 which was approved by Parliament on 18th November, 2004. 

8.
However, nearly all of the detail relating to the implementation of the Pension Funds Directive is to be set out in regulations which are not yet available.  

9.
So far as timing is concerned, the UK Government has indicated that it intends to take advantage of the options to defer implementation in respect of regulatory own funds and employer related investments, see 3 and 4 above, until 23rd September, 2010.

10.
UK private sector funded tax approved occupational pension schemes which are set up under trust will qualify as Institutions for Occupational Retirement Provision (which I will refer to in the rest of this paper as “IORPs”).

11.
The Pension Funds Directive does not apply to companies which use book reserve schemes with a view to paying out retirement benefits to their employees.  In the UK context such arrangements would typically be referred to as an “UURBS”
 or a “AURBS”
.

12.
The UK Government does not consider personal pension schemes, including group personal pension schemes and stakeholder pension schemes, to be “occupational” pension schemes because they exist independently of any agreement or contract with the employers of the employers in question
.

13.
The UK Government has also stated that it does not intend to exercise the option to extend the Pension Funds Directive to the “pension business”
 of insurance companies.

14.
The Pension Funds Directive allows Member States to choose to exclude from the Directive an IORP with less than 100 members
 except in relation to the freedoms on provision of custody services and the investment management services to IORPs
 with less than 100 members
.


15.
Furthermore, Member States may choose not to apply Articles 9 to 17 to IORPs where retirement provision is made under statute, pursuant to legislation, and is guaranteed by public authority
.  But cross-border activity under Article 20 is only allowed if all other provisions of the Directive apply.

16.
The UK Government has indicated that it is still considering the most appropriate way in which to take advantage of the exemption for schemes with fewer than 100 members in Article 5.  It has indicated that a blanket exemption from all the relevant provisions of all “small” schemes will not be applied
.

17.
As far as statutory schemes are concerned, the UK Government stated that it intends to use the exemptions available to maintain the existing regulatory framework for such schemes
.

18.
There are two particular types of IORP in the UK which will potentially find themselves regulated for the first time (unless they have fewer than 100 members) as a result of the Pension Funds Directive.

19.
The first such scheme is a scheme often called a “Section 615
 Scheme”. (A Section 615 scheme is a scheme established in the UK for those working outside the UK and with no UK resident members).  Such a scheme is currently largely unregulated by existing UK pensions legislation.  

20.
The second such scheme is a Funded Unapproved Retirement Benefits Scheme (or a “FURBS”) which, because it has no particular tax privileges, is largely outside the current UK regulatory regime for occupational pension schemes.  However, such schemes tend to have fewer than 100 members and so this exemption in Article 5 may be of help.

C.
SOME ISSUES IN RELATION TO TECHNICAL PROVISIONS/FUNDING 
(ARTICLES 15 AND 16)

1.
Articles 15 and 16 of the Pension Funds Directive make provision for the calculation of “technical provisions” and the funding of technical provisions for IORPs which operate occupational pension schemes.

2.
Different countries within the EU have followed different approaches to the funding of pension liabilities in an IORP.  

3.
Some countries have required IORPs be funded on a basis equivalent to that required for insurance companies which provide insurance contracts covering pension liabilities.

4.
Others, such as the UK, have adopted a much less prescriptive approach.  

5.
At the current time, it is quite probable that nearly all UK defined benefit occupational pension schemes would be in very substantial deficit if their funding had to be calculated on the same basis as that which insurance companies are required to use when covering the same type of liability.  

6.
The Pensions Act 2004, in implementing Articles 15 and 16, makes provision for defined benefit occupational pension schemes to have a statutory funding objective whereby the scheme must have sufficient and appropriate assets to cover its technical provision
.

7.
However, for this purpose Section 222 of the Pensions Act 2004 provides that:

“(a)
the assets to be taken into account and their value shall be determined, calculated and verified in a prescribed manner
, and

(b)
the liabilities to be taken into account shall be determined in a prescribed manner and the scheme’s technical provision shall be calculated in accordance with any prescribed methods and assumptions
”


8.
So an important issue for UK occupational pension schemes is what requirements will be laid down in Regulations by the UK Government to comply with Articles 15 and 16 of the Pension Funds Directive.  

9.
Some commentators have expressed concern that the effect of Articles 15 and 16 is to require UK occupational pension schemes to be funded on the same basis as insurance companies covering similar liabilities.

10.
Article 16(1) requires:

“every institution to have at all times sufficient and appropriate assets to cover the technical provisions in respect of the total range of pension schemes operated”
(emphasis added)

11.
Article 15(2) requires that:

“institutions operating occupational pension schemes, where they provide cover against biometric risks and/or guarantee either an investment performance or a given level of benefits, establish sufficient technical provisions in respect of the total range of the schemes.”

(emphasis added)

Note: this covers defined benefit schemes.

12.
Articles 15(4) requires that:

“the calculation of the technical provisions shall be executed … according to the following principles:

(a)
the minimum amount of the technical provisions shall be calculated by a sufficiently prudent actuarial valuation, taking account of all the commitments for benefits and for contributions in accordance with the pension arrangements of the institution.  It must be sufficient both for pensions and benefits already in payment to beneficiaries to continue to be paid, and to reflect the commitments which arise out of members’ accrued pension rights.  The economic and actuarial assumptions chosen for the valuation of liabilities shall also be chosen prudently taking account, if applicable, of an appropriate margin for adverse deviation”. 

(emphasis added)

13.
Article 15(4)(b) goes on to require that:

“the maximum rates of interest used shall be chosen prudently and determined in accordance with any relevant rules for the home Member State.  These prudent rates of interest shall be determined by taking into account:

-
the yield on the corresponding assets held by the institution and the future investment returns and/or 

-
the market yield of high-quality or government bonds”.

(emphasis added)


14.
It has, to date, been common for actuaries valuing the liabilities of a UK occupational pension scheme to take account of the future expected return on the scheme’s investments in determining the discount rate used to calculate the present capital value of the obligations of the scheme to pay pensions to members in the future.

15.
The higher the expected future investment return, the higher the discount rate used.

16.
The higher the discount rate used, the smaller the present capital value of liabilities of the scheme and so the smaller the “technical provision” required.

17.
In the UK Government’s Response to Consultation
 the UK Government commented as follows:

“the Government takes the view that Article 16(1) does not prevent a scheme choosing to calculate its technical provisions as a proportion of a conservative measure, such as the cost of securing all accrued benefits immediately by means of annuity purchase (“full solvency”), provided that the calculation still meets the requirements of Article 15(4).  If the amount of the assets of the scheme is at least equal to the amount of the technical provisions so calculated, no recovery plan will be required
”.

(emphasis added)

18.
The UK Government goes on to state that:

“5.22
The Government’s intention is to require schemes to value their liabilities on a full solvency basis – that is, the cost of discharging all their accrued liabilities by the purchase of insurance company annuities.  Schemes will then be required to calculate the amount of technical provisions required to meet those liabilities – this will take account of the fact of the scheme is not actually winding up and having to meet all those liabilities at that point.  

(emphasis added)

5.23
In order to comply with the Directive, trustees will be required to choose the method for calculating their scheme’s technical provisions from those set out in subordinate legislation.  Essentially, the methods will fall into two categories – an ongoing basis or a discontinuance basis.

5.24
Legislation will also set out the principles that must be followed when the technical provisions are calculated.  These principles are those required by the Directive.  

5.25
The trustees must decide the appropriate prescribed method for calculating the scheme’s technical provisions and the assumptions to be used.  Before doing so they must:

· take advice from the scheme actuary;

· satisfy themselves that the assumptions comply with the prescribed principle; and

· have regard to the code of practice issued by the Regulator.”

19.
Current expectations are that there will be quite wide differences in the approach which trustees of different UK IORPs adopt.

20.
In this context it is worth remembering that Article 15(6) states that:

“with a view to further harmonisation of the rules regarding the calculation of technical provisions which may be justified – in particular the interest rates and other assumptions influencing the level of technical provision – the Commission shall, every two years or at the request of a Member State, issue a report on a situation concerning the development in cross-border activity.

The Commission shall propose any necessary measures to prevent possible distortions caused by different levels of interest rates and to protect the interest of beneficiaries and members of any scheme.”

Comment: it will be interesting to see the extent to which different levels of interest rates for calculating the present capital value of pension liabilities will vary between those IORPs with pension schemes in the Euro zone and those with pension schemes which are not in the Euro zone (given the different interest rate setting mechanisms in the different countries).

21.
The last point to note on technical provisions is that:

“in the event of cross-border activity as referred to in Article 20, the technical provisions shall at all times be fully funded in respect of the total range of pension schemes operated.  If these conditions are not met, the competent authorities of the home Member State shall intervene in accordance with Article 14.  To comply with this requirement the home Member State may require ring-fencing of the assets and liabilities.
”

(emphasis added)

Comment: from a UK perspective, it is likely that the requirement to be fully funded under Article 16(3) will, in current economic conditions, mean that there will be no cross-border activities by UK IORPs which provide a defined benefit occupational pension scheme.

D.
INVESTMENT RESTRICTIONS (ARTICLE 18)

1.
All private sector tax approved funded UK occupational pension schemes are, for tax reasons, set up under “irrevocable trust”
. 

2.
Because such a UK scheme is set up under trust, this imposes UK trust law requirements on the trustees of the scheme which include:

· a requirement that, when investing the assets of the trust, the trustees must invest using the standard of care of a “prudent person”. 

Comment: this requirement is that the trustee in exercising his powers of investment must:

“take such care as an ordinary prudent man would take if he were minded to make an investment for the benefit of other people for whom he felt morally bound to provide”
 
· a requirement that the trustees must, when exercising their powers, act in the best interests of the beneficiaries of the trust.  

3.
The opening words of Article 18 of the Pension Funds Directive look very familiar to an English lawyer:

“Member States shall require institutions located in their territories to invest in accordance with the ‘prudent person’ rule and in particular in accordance with the following rules:

(a)
the assets shall be invested in the best interests of the members and beneficiaries.  In the case of a potential conflict of interest, the institution, or the entity which manages its portfolio, shall ensure that the investment is made in the sole interest of members and beneficiaries”.


4.
However, there are other provisions of Article 18(1) which are more difficult.  Consider Article 18(1)(b):

“the assets shall be invested in such a manner as to ensure the security, quality, liquidity and profitability of the portfolio as a whole.”

Comment 1: does this mean that trustees must guarantee that the investments will, as whole, be profitable?  In the period from 2000 to 2003 a number of UK pensions schemes saw the value of their investments drop by nearly 50% reflecting the drop in the equity markets.  Would they have been able to comply with this requirement in Article 18?

Comment 2: the alternative analysis is to take a view that this is not a guarantee but simply a target to aim for and so is no more than one aspect of the “prudent person” rule.  

5.
But what about Article 18(1)(c):

“the assets shall be predominantly invested on regulated markets.  Investment in assets which are not admitted to trading on a regulated financial market must in any event be kept to prudent levels”.

6.
The term “regulated markets” is not defined in the Pension Funds Directive.

7.
In its Opinion on the Proposed Directive dated 28th March, 2001
, the Economic and Social Committee commented that “the general rule is that member states may not require institutions for retirement provision to invest in particular categories of asset.  In principle complete investment freedom is allowed”.  This is acknowledged to be subject to certain exceptions, but the requirement that assets should be predominantly invested on regulated markets is not referred to amongst the exceptions.

8.
The Common Position paper dated 5th November, 2002
 comments on the provision and states that it “specifies that investments should be mainly on regulated markets”.

Comment:  It looks as if “predominantly” means at a level of at least 70% plus, perhaps higher.

9.
The term “regulated market” is not defined in the Directive.  However, the same term is used in the Life Assurance Directive (2002/83/EC), where it is defined at Article 1(m).  

10.1
In brief, this incorporates the definition in Article 1(13) of the Investment Services Directive (93/22/EEC) which defines a regulated market as meaning:


“a market for transferable securities, units in collective investment undertakings, money market instruments, financial futures contracts, forward interest rate agreements, interest rate, currency and equity swaps and options to acquire any of the preceding”.  

10.2
In addition, the market in question must satisfy certain other criteria.  

11.
If this definition were to apply by analogy to the Pension Funds Directive, unit linked life policies and bulk annuity contracts would not be assets “invested on regulated markets”.  In the UK these policies and contracts are not securities, are not units and have limited transferability and are not listed or quoted on any market.

Comment 1: UK schemes that are 100% invested in unit-linked life policies and other pooled investment vehicles which are not listed on a stock exchange or other regulated market will have to change their investments.  However, a Commission representative is reported as saying
 that, in the circumstances, Member States may be able to adopt a “look through” approach (i.e. to look through the pooled vehicle to the underlying assets). 

Comment 2:  Take the case of a mature pension fund which has entered into a bulk annuity purchase contract with an insurance company to match its pensioner liabilities and its deferred pensioner liabilities.  Its main or predominant investment is the bulk annuity purchase contract.  So, for such a pension scheme it would appear to need to take steps to disinvest itself of that bulk annuity purchase contract in order to comply with the Directive.

Comment 3:  There are a number of UK pension schemes where very large parts of the assets are invested in a single unit linked life policy issued by an insurance company where the value of the policy units is linked to the return on a particular internal fund of the life company which aims to track a particular market index (eg the FTSE All-share Index).  This particular investment product is often used because it is the most cost effective way of investing so as to track the index in question.

12.
The UK Government in its Response to Consultation paper (June, 2004) states as follows at paragraph 6.15:

“The Government would like to confirm that we do not intend to prevent schemes from securing their pension liabilities through the purchase of long term insurance contracts, such as unit-linked life policies.  More generally, we believe that indirect investment of our collective investment vehicles where underlying assets are traded in the regulated markets should be treated as being equivalent to direct investment on regulated markets.”

13.
We will, therefore, need to wait and see how Article 18 of the Directive is implemented in the UK as, yet again, the detail is to be set out in Regulations made under the Pensions Act 2004.

E.
CROSS-BORDER ACTIVITIES

1.
Introduction

1.1
Article 20(2) of the Pension Funds Directive states that:

“An institution
 wishing to accept sponsorship from a sponsoring undertaking located within the territory of another Member State shall be subject to a prior authorisation by the competent authorities of its home Member State
, as referred to in Article 9(5).  It shall notify its intention to accept sponsorship from a sponsoring undertaking locating within the territory of another Member State to the competent authorities of the home Member State where it is authorised.”

(emphasis added)
1.2
“Sponsoring undertaking” is defined in Article 6(c) as:

“any undertaking or other body, regardless of whether it includes or consists of one or more legal or natural persons, which acts as an employer or in a self-employed capacity or any combination thereof and which pays contributions into an institution for occupational retirement provision.”

(emphasis added)

1.3
There are 3 particular points to note on this definition:

1.3.1
it appears that there is no need for the “undertaking” to be a legal person - see the words “whether it includes or consists of one or more legal or natural persons”.

Comment:  in other words, a company which has a branch in:

(i)
the United Kingdom, and

(ii)
the Netherlands, but

(iii)
is incorporated in Luxembourg

could comprise at least 2 “sponsoring undertakings” one of which is located in the Netherlands and the other which is located in the United Kingdom.

1.3.2
the words “acts as an employer” are different from the words “is the employer”.

Comment 1:  the employer of an employee will, in normal usage, be one or more legal or natural persons.

Comment 2:  so the words “acts as an employer” make sense in the context of the “sponsoring undertaking” being, for example, a branch (i.e. not a legal person) of a company as distinct from the company itself.

Comment 3:  under English law a “branch” has no separate legal personality from the company of which it is the branch.

1.3.3
to be a “sponsoring undertaking” it is also necessary for the undertaking to “pay contributions into an institution for occupational retirement provision”.

Comment:  in other words, if the undertaking does not pay contributions into an institution for occupational retirement provision, then it cannot be a “sponsoring undertaking” in relation to that institution for occupational retirement provision.

2.
Current position in the UK

2.1
The UK operates a relatively relaxed regulatory regime in relation to non-UK pension schemes or non-UK IORPs providing benefits for non-UK employees who are seconded to work in the branch of the non-UK company which sponsors the non-UK IORPs.

2.2
It is also quite common for UK employees to be seconded to work outside of the UK for 3 or 5 years (or longer), but with the intention that the employee will ultimately return to the UK to resume a UK based position or to retire in the UK.

2.3
From a UK tax and regulatory perspective, the employees referred to in 2.2 above can, subject to satisfying some relatively light conditions, remain in the UK pension scheme or UK IORP during this period of overseas employment.

2.4
So, the starting presumption, from the UK perspective, is that the Pension Funds Directive should not create an additional layer of bureaucracy that has to be complied with in relation to employees moving into or out of the United Kingdom as regards the pension benefits of those employees and the pension schemes of which they may be members.

Comment: This would be contrary to the objective of removing barriers to an internal market.

3.
Initial problem with implementing the cross-border provisions of the Pension Funds Directive into UK legislation

3.1
The initial drafting of the provisions of the UK Pensions Act 2004 used the term “employer” rather than the term “undertaking”.

3.2
This gave rise to a number of difficulties.  For example, as originally drafted, the London branch of a French bank would have been prevented from sponsoring a UK pension scheme or UK IORP in respect of employees of the French bank working in the UK branch without going through the cross-border prior authorisation from the UK “competent authorities” (and associated steps) required under Article 20 of the Pension Funds Directive.

3.3
The UK Government, having had this point drawn to their attention, amended the draft legislation and so the definition of “employer” for these cross-border provisions in the Pensions Act 2004 is to be specified in Regulations (which are still to be produced)
.

4.
Case Study 1:  The UK branch of a Dutch company provides pensions for employees of the UK branch in a UK IORP.  Is there any cross-border activity under Article 20?

4.1
The Dutch company will have agreed to make payments to the trustees of the UK IORP (or UK pension scheme) in respect of the cost of providing the pension benefits for the employees of the UK branch of that Dutch company.

4.2
If the “sponsoring undertaking” is the Dutch company, as distinct from the UK branch, then, for the purposes of Article 20(2), there will be cross-border activity and it will be necessary for the UK IORP to obtain prior authorisation before it can accept contributions from the Dutch company.

4.3
On the other hand, if the “sponsoring undertaking” is the UK branch, then there is no need to go through any prior authorisation procedure as there will be no cross-border activity under Article 20.

4.4
In my view, the correct conclusion is that there is no cross-border activity for the purposes of Article 20(2).  This conclusion depends heavily on the need for the “sponsoring undertaking” to be the UK branch.

4.5
However, the definition of “sponsoring undertaking” would appear to cover this case exactly.

4.6
It should also be noted that Recital (36) of the Pension Funds Directive is in the following terms:

“Without prejudice to national social and labour legislation on the organisation of pension systems, including compulsory membership and the outcomes of collective bargaining agreements, institutions should have the possibility of providing their services in other Member States.  They should be allowed to accept sponsorship from undertakings located in other Member States and to operate pension schemes with members in more than one Member State.  This would potentially lead to significant economies of scale for these institutions, improve the competitiveness of the Community industry and facilitate labour mobility.  This requires mutual recognition of prudential standards.  Proper enforcement of these prudential standards should be supervised by the competent authorities of the home Member State, unless specified otherwise.”

(emphasis added)

Comment:  in this particular case, the UK IORP is providing services to the UK branch of the Dutch company in respect of employees of the UK branch.

4.7
Furthermore, it may be noted that Recital (37) of the Pension Funds Directive provides as follows:

“The exercise of the right of an institution in one Member State to manage an occupational pension scheme contracted in another Member State should fully respect the provisions of the social and labour law in force in the host Member State
 insofar as it is relevant to occupational pensions, for example the definition and payment of retirement benefits and the conditions of transferability of pension rights.”

(emphasis added)

4.8
Again, as can be seen from Recital (37) on the facts of this particular case, the social and labour laws of the Netherlands are not relevant to provision of pension benefits contracted in the UK by a UK IORP for employees working in the UK for the UK branch of the Dutch company.

5.
Case Study 2:  An employee of the Dutch company is a member of a Dutch IORP and is transferred to work in the UK branch of the Dutch company but remains in the Dutch IORP.  Is there any cross-border activity?

5.1
In this case, the Dutch company pays contributions to the Dutch IORP in respect of the employee of the Dutch company who has transferred from the Netherlands to work in the UK branch of the Dutch company to allow that employee to continue to be provided with pension benefits in the Dutch IORP.

5.2
For the purpose of Article 20(2), can it now be said that the Dutch IORP is offering “services” to the UK branch and the UK branch is acting as the employer of the employee in question?

5.3
Let us also suppose that the Dutch company, although paying from a Dutch bank account, the contributions in Euros to the Dutch IORP makes a cross-charge to the UK branch (at least for tax calculation purposes) in respect of the total employment costs of the Dutch employee (including the cost of providing pension benefits in the Dutch IORP for that Dutch employee while that Dutch employee is working in the UK branch).

5.4
It can, of course, be argued that the UK branch is not the “sponsoring undertaking” in respect of the employee and so there is no cross-border activity.  

5.5
While that produces what I consider to be the sensible result, you can see that there is quite a fine distinction being drawn here between the facts of this case study and the case study in 4. above.

5.6
It is possible to bolster this argument by noting that there was no positive offering of services by the Dutch IORP to the UK branch.  Rather the employee was transferred from the Netherlands, while a member of the Dutch IORP, to work in the UK branch and so, having regard to Recital 36 of the Pension Funds Directive, there was no active promotion by the Dutch IORP of its services to the UK branch.  

5.7
It is also possible to look at the Mobile Workers Directive
 and also to Article 49 of the Treaty of Amsterdam
 both of which could be used to support the conclusion that there was no cross-border activity in this case.

5.8
These possible arguments are considered further in Section 6 and 7 below.

6.
The Mobile Workers Directive

6.1
The purpose of this Directive was to protect the rights of members of supplementary pension schemes who move from one member state to another member state, thereby contributing to the removal of obstacles to the free movement of employed and self-employed persons within the European Union
.

6.2
The protection is intended to cover pension rights under both voluntary and compulsory supplementary pension schemes (with the exception, broadly speaking, of social security schemes).

6.3
It should be noted that the definition of “supplementary pension schemes”
 covers both funded and unfunded pension schemes.  It is, therefore, wider than the definition of an IORP or of a pension scheme provided by an IORP for the purposes of the Pension Funds Directive.

6.4
Article 6 of the Mobile Workers Directive is as follows:

“1
Member States shall adopt such measures as are necessary to enable contributions to continue to be made to a supplementary pension scheme established in a Member State by or on behalf of a posted worker who is a member of such a scheme during the period of his or her posting in another Member State.

2
Where, pursuant to paragraph 1, contributions continue to be made to a supplementary pension scheme in one Member State, the posted worker and, where applicable, his employer shall be exempted from any obligation to make contributions to a supplementary pension scheme in another Member State.”

(emphasis added)

6.5
If you now look back at the facts of Case Study 2, you might, on reading the provisions of Article 6 of the Posted Workers Directive conclude that there was an inconsistency between Article 6 of the Posted Workers Directive and Article 20 of the Pension Funds Directive.

6.6
In other words, the Dutch IORP would, if Article 20(2) applied in Case Study 2, have to go through a prior authorisation procedure in the Netherlands before it could continue to accept contributions from the Dutch employee while working in the United Kingdom or from the Dutch company if the “sponsoring undertaking” was the UK branch.

6.7
However, the term “posted worker” is defined in the Mobile Workers Directive as ““posted worker” means a person who is posted to work in another Member State and who under the terms of Title II of Regulation (EEC) No 1408/71 continues to be subject to the legislation of the Member State of origin, and “posting” shall be construed accordingly.”

6.8
If you then go and look at Title II of Regulation (EEC) No 1408/71 you find that a “posted worker” is quite narrowly defined and so, in the context of Case Study 2, the employee could only be transferred from the Netherlands to the UK for 12 months before being transferred back to have the possibility of being a “posted worker”.

6.9
It is, perhaps, worth noting that no reference is made to the Mobile Workers Directive in the Recitals of the Pension Funds Directive.

7.
Treaty of Amsterdam, Articles 39 to 55:  free movement of persons, services and capital

7.1
Article 12 of the Treaty of Amsterdam
 states:

“Within the scope of application of this Treaty, and without prejudice to any special provisions contained therein, any discrimination on grounds of nationality shall be prohibited.

The Council, acting in accordance with the procedure referred to in Article 251, may adopt rules designed to prohibit such discrimination.”

7.2
Article 49 of the Treaty of Amsterdam provides that:

“Within the framework of the provisions set out below, restrictions on freedom to provide services within the Community shall be prohibited in respect of nationals of Member States who are established in a State of the Community other than that of the person for whom the services are intended. ....”

7.3
The Danner case
 and the Ramstedt case
 both conclude that discrimination on grounds of taxation imposed by the legislation of a Member State which imposes barriers in respect of cross-border pension provision should be struck down as being contrary to Article 49.

7.4
It is worth noting that the Court has in both cases declined to apply either Article 12 or the provisions of the Treaty dealing with free movement of persons and capital in reaching its conclusion.

Note:  when reading the Danner case it is worth remembering that Article 59 of the Treaty referred to in that case is Article 59 of the Treaty of Rome which is now Article 49 of the Treaty of Amsterdam.

7.5
If, in the context of Case Study 2, the conclusion reached is that Article 20 of the Pension Funds Directive would require the Dutch IORP to require prior authorisation before it could allow the Dutch employee transferred to work in the UK branch of the Dutch company to continue to accrue pension benefits in the Dutch IORP, this raises the question whether the Directive should be annulled in whole or in part to prevent this out-turn.  

7.6
For further analysis of the circumstances in which a Directive may be annulled see Federal Republic of Germany v European Parliament and Council of the European Union
 (which is sometimes referred to as the Tobacco Advertising Case) and also the Advocate General’s opinion, in that case, delivered on 15th June, 2000 which analyses the principles that apply in determining whether a Directive should or should not be annulled, in whole or in part.  

7.7
An alternative approach would be to argue that, where there are 2 possible interpretations of the definition of “sponsoring undertaking”, the preferred interpretation is the one that does not give rise to grounds for the annulment, in whole or in part, of the Directive.

7.8
So, it can be argued, on this basis and by way of further support, that the correct conclusion in relation to Case Study 2 is to treat the “sponsoring undertaking” as being the Dutch company and not the UK branch of the Dutch company as the “sponsoring undertaking” (in which case there would be no cross-border activity).

8.
Case Study 3:  The Dutch company makes available membership of the Dutch IORP to all employees of the UK branch of the Dutch company including those who were recruited in the UK and have always worked in the UK.  Is there any cross-border activity?

8.1
In this case study it should be noted that the contributions to the Dutch IORP are paid by the Dutch company from a bank account in the Netherlands, but that the Dutch company cross-charges the contributions to the Dutch IORP to the UK branch, at least for taxation purposes.

8.2
In this situation, the correct answer, based on Article 20 alone, would appear to be that there is cross-border provision for the purposes of Article 20(2) of the Pension Funds Directive.

8.3
The Mobile Workers Directive is not in point because, for the purposes of this case study, the employees who have always worked in the UK would be classified as “sedentary” workers.

8.4
It would, of course, still be possible to marshall the arguments referred to in Section 7 above.  However, this may be too radical a step.  So, for present purposes, the argument would be that:

· “sponsoring undertaking” was the UK branch, and 

· the fact that the Dutch company paid the contributions was merely a procedural device which should be looked through since, in economic terms, the contributions to the Dutch IORP are a cost of the UK branch.

8.5
However, as can be seen, there is a fine line of analysis between Case Study 2 and Case Study 3.
9.
Case Study 4:  The Dutch company makes available membership of the Dutch IORP to employees of a UK subsidiary company of the Dutch company.  Is there any cross-border activity?

9.1
In this case study the contributions to the Dutch IORP are paid by the Dutch company out of a Dutch bank account, but the Dutch company then makes a charge to the UK subsidiary company equal to the contributions paid to the Dutch IORP by the Dutch company together with a 5% service charge.

9.2
The arguments and analysis are similar to those set out in relation to Case Study 3.

9.3
The distinguishing feature is that the UK subsidiary company is clearly a different legal entity from the Dutch company.

9.4
In order for the UK subsidiary to be treated as a “sponsoring undertaking” it is necessary to look at the substance of the transaction and assert that payments are being made to the Dutch IORP by the UK subsidiary (not by the Dutch company) which then means that the Dutch IORP is being sponsored by the UK subsidiary and the UK subsidiary is a “sponsoring undertaking” in relation to the Dutch IORP and there is cross-border activity for the purposes of Article 20(2).

9.5
The contrary argument, leaving aside the more radical analysis referred to in Section 7 above, is that there is no cross-border activity because there is no payment by the UK subsidiary to the Dutch IORP.

10.
Case Study 5:  The Dutch company makes available membership of the Dutch IORP to employees of a UK subsidiary company of the Dutch company, but the UK subsidiary company pays contributions directly to the Dutch IORP.  Is there any cross-border activity?

On the facts of this case study, there is clearly cross-border activity because the UK subsidiary falls within the definition of “sponsoring undertaking” for the purposes of Article 20(2) and the position is clear cut.

F.
CONCLUSIONS


1.
There are a number of unresolved points in relation to the implementation of the Pension Funds Directive in the UK.  

2.
There are potential problem areas in the implementation of Articles 15 and 16 and their impact on employers with defined benefit pension schemes in the UK.

3.
It is to be hoped that the investment restrictions in Article 18 will be interpreted on the basis that it would be possible to look through unit-linked life policies into the underlying investments made by the insurance company writing the unit-linked life policy and that the same approach will be taken in relation to investments made through collective investment schemes.  

4.
There are issues in relation to cross-border activity where, if interpreted restrictively, the effect of the Directive could be to hinder rather than to help the development of the internal market.  

5.
It is unlikely that a UK IORP which provides defined benefit pension schemes will engage in cross-border activity because of the requirement in Article 16(3) that the technical provisions of that UK IORP will be fully funded at all times.

6.
From the UK perspective, the Pension Funds Directive, except in relation to Article 19 (custody and investment management freedom), is unlikely to reduce barriers for existing defined benefit UK IORPs to an internal market and may increase them.
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