
Pension benefits wear thin
Ashok Gupta, who heads a pensions taskforce, discusses defined benefit pension  
funds and the problems caused by their growing deficits. 

Providing a defined benefit (DB) pension has 
become increasingly expensive for employers. 
Over the past 10 years, UK employers have paid 
approximately £367bn into pension schemes, 
around £120bn of which has been in special 
contributions (for the most part deficit recovery 
contributions or DRCs). In 2015, UK employers, both 
private and public sector, paid approximately £31bn 
into their DB schemes, of which just over a third 
(£11bn) was in DRCs.

Yet, despite these efforts, and having consumed huge 
amounts of capital, many schemes remain in deficit. During 
the past 10 years, deficits have grown from £22.5bn in 2006 
to more than £400bn at the end of September 2016 for the 
near 6,000 schemes in the Pension Protection Fund (PPF) 
7800 Index. (The index calculates a scheme’s liabilities with 
reference to what an insurance company would have to be 
paid to take on PPF levels of pension payment, which “may 
be lower than full scheme benefits”.) On a full buy-out basis, 
deficits have grown from £504bn to £800bn. Contributions, 
and in particular DRCs, have risen dramatically and, since the 
turn of the century, deficit payments have grown at a much 

faster rate than ordinary contributions. In 1992, DRCs made 
up 21 per cent of all contributions, by 2015, they constituted 
34 per cent.

The consequence of this is that many schemes are unlikely 
to be able to pay their benefits in full and, moreover, some 
employers may even default because they cannot afford 
to repair scheme deficits and the scheme is consequently 
wound up. Unpicking the events that cause sponsor default, 
and the extent to which this default is caused, or contributed 
to, by the size of its pension scheme liabilities, is not an easy 
exercise. As the size and persistence of deficits has become, 
in many cases, intractable, the survival of scheme and 
sponsor have become increasingly intertwined.

The Pensions and Lifetime Savings Association’s (PLSA) DB 
Taskforce found that increasing pressures on schemes and 
their sponsors mean that the numbers of people at risk 
of not receiving all their benefits when due are rising. The 
Gazelle Group’s study, Estimation of the Longer-Term Loss 
of Benefits for UK Defined Benefit Scheme Members, which 
was  undertaken for the PLSA, says that the likelihood of 
defined benefits  members receiving their benefits in full is 
largely driven by the strength of the scheme’s sponsor. 
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DB schemes supported by sponsors in the strong covenant 
group (CG1 as defined by The Pensions Regulator) are 
almost three times more likely to achieve a level of funding 
that can deliver promised benefits than those supported 
by weak sponsors (CG4). Schemes with weaker covenants, 
which account for almost half of all future pension benefits, 
have roughly a 50:50 chance of making it to solvency before 
their employer fails.

Obligations to fund the scheme are clear in employers’ 
statutory duties, but recent high profile cases have illustrated 
that these duties are not always followed through. Of greater 
relevance for most schemes is that the degree of funding 
provided is not always sufficient to solve the funding issues 
the schemes face. If an insolvency occurs before this gap has 
been fully closed, the deficit of the scheme crystalises.

Savvy employers will engage with their schemes’ triennial 
valuation in a thorough way – they will talk to trustees about 
the response of their covenant to different stresses, and their 
appetite for risk and funding duration. It is in the trustees’ 
interest to be supported by a strong sponsoring employer, 
and so both parties should work together to understand 
how capital spent on the sustainable growth of the business 
will enable stronger support of the scheme in future, and 
over what period the benefits of these plans will materialise.

There are also some schemes sponsored by employers that 
are significantly stressed. In these circumstances, calls on the 
employer may tip them into administration.

Under current laws, employers that enter administration 
have their pension scheme fall into the PPF, which is funded 
by a levy on schemes. If the sponsoring employer remains 
solvent, but it and the scheme are still stressed, the scheme 
is left to limp along until either scheme, or employer does, 
eventually, collapse.

From a DB scheme perspective, the binary nature of 
regulation means that the scheme has only two outcomes. 
It is either:

• supported by a solvent employer and funded to provide 
full benefits; or

• supported by an insolvent employer and transferred to 
the PPF, with members receiving 90 per cent of a capped 
amount (if below pensionable age) or 100 per cent (if 
above pensionable age) of their benefits.

This approach unnecessarily narrows the options available 
to schemes, their members and their sponsors, many of 
which could provide better long-term outcomes than the 
status quo. It also arguably prejudices the interests of the 
PPF and levy payers.

Even when all the right checks and balances are in place, 
systemic issues with DB pensions can still cause problems 
for such schemes and their sponsors. The DB Taskforce has 
identified some areas where policy makers should focus, 
such as:

• the current system is too fragmented;

• rules governing scheme resolution are inflexible;

• the current approach to benefit design and benefit change 
is too rigid; and

• the approach to DB scheme risk bearing is inadequate. 
Work should be undertaken to develop better measures 
of benefit risk.

In its next phase of work, the DB Taskforce will explore 
these themes with a view to suggesting policy reforms 
to help ensure the sustainability of DB schemes. These 
recommendations and policy solutions will be included in 
the final report, which will be published in March 2017.
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