
With now over half of the country’s final salary pension
schemes closed to either new entrants or future accruals,
it is a reality that far fewer employees are now covered by
occupational pensions than a decade age and millions
fewer than in the 1960s.  Many others have been offered a
move away from a final salary based scheme, moving to a
defined contribution scheme where their pension will be
dependent on the ‘going’ annuity return that can be
obtained when their ‘pot’ is converted to a pension on
retirement.  

This issue of Placard seeks to find whether there is a ‘third
way’ somewhere between, what some would argue is, the
high cost extreme of a traditional final salary pension
scheme and, as often portrayed, the low cost defined
contribution plan.  The articles from ACA members, Colin
Singer and Mark Sullivan point to the variety of pension
options that could be considered and the opportunities
these offer (as well as the problems that may need to be
overcome).

Before looking at the issues, it is useful to consider a few
of the preliminary  findings of the ACA’s 2002 Pension
Trends Survey published in the run up to the Green Paper.   

A few key findings were as follows:

• 42 per cent of employers say they are trying to
reduce spending on pensions and 51 per cent are
looking to reduce forward pension liabilities.

• Employer contributions into final salary schemes
have increased by 14 per cent in the last year.

• Contributions into occupational money purchase
schemes generally are not increasing to offset the
effect of deteriorating investment returns.

• Employer and employee contributions into final
salary schemes average 17.6 per cent and are twice
the average level of contributions paid into money
purchase arrangements.

Commenting on the survey results, ACA Chairman Gordon
Pollock said: 

“The survey results point to a ‘widening gap’ between
those employees fortunate enough to be offered
occupational arrangements and the increasing number
that are not, coupled with a growing gap in contributions to
fund pensions between those in final salary schemes and
those in money purchase schemes”.  

Pensions will disappoint members

The report notes that given the much lower investment
returns being achieved, together with the improvements in
mortality, it is worrying – in terms of pension benefits
emerging – that contributions into the range of money
purchase arrangements generally are not rising to reflect
these changed circumstances. The emerging pensions
offered by money purchase arrangements at the average
levels of contributions reported in the survey (between 8 to
9 per cent of earnings) are likely to disappoint members (see
comparative levels of employer and employer/employee
contributions into different types of scheme, over page).
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With an unprecedented number of organisations – private and public –
reviewing their pension arrangements, ‘Placard’ poses the question
whether haste is making waste? 

Is there a ‘third way’ for pensions?
With around one-third of the country’s occupational pension arrangements currently ‘under review’, there could
not be a better time to pause. If your organisation is considering a ‘sea change’, now is the time to reflect on
whether the pension changes that may be being considered are right for you. Are they an understandable
reaction to a sudden fall in fund value or alarm over future liabilities that your business has hitherto lived with for
many years? Do the changes meet the longer-term need to recruit and retain ‘the best of the best’ in a competitive
labour market? Is the package going to deliver the level of pension you would want to be seen to offer long
serving retiring staff? Could the changes open up the potential for litigation in the future? 

Continued on page 2
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ACA PENSIONS STRATEGY
The ACA welcomed the proposals announced on 17 December to reduce the number of pension tax regimes
from eight to one. The Green Paper Simplicity, security and choice contains some useful initiatives, but held
back from making the radical reforms needed to bolster and encourage occupational provision.

Ahead of the Green Paper, the ACA published a Pensions Strategy paper, calling on the government to take urgent
action to support occupational provision.  Its key recommendations are:

• A single flat-rate State pension, with a link to earnings paid for by….

• … an increase in the State pension age and greater flexibility over retirement age.

• Abolition of contracting-out (unless genuine incentives are offered).

• Improved tax or financial incentives to encourage employers to sponsor occupational schemes.

• Support for defined benefit pension arrangements as defined contribution schemes are often inappropriate,
particularly for the lower paid and those who do not have the financial sophistication to assess and manage the
significant risks inherent in such schemes.  

• Early action to reduce the inequity of treatment between pensioners and other scheme members on winding-up.

Copies of the preliminary 2002 ACA Pension Trends Survey report and the ACA Pensions Strategy paper are
available at www.aca.org.uk

Average employer contributions into
Last year Current year Long-term expected

Final salary schemes 11.5% 13.1% 15.1%

Occupational money purchase 5.1% 5.2% 5.4%

Group personal pensions 5.6% 5.6% 6.2%

Stakeholders (where contrib.) 5.0% 5.2% 5.5%

Stakeholders (across all schemes) 1.6% 1.6% 1.7%

Average combined employer and employee 
contributions into Last year Current year Long-term expected 

Final salary schemes 15.8% 17.6% 19.6%

Occupational money purchase 8.5% 8.7% 8.9%

Group personal pensions 9.2% 9.4% 10.0%

Stakeholders (where employer con) 8.3% 8.7% 9.0%

(Source: ACA Pension Trends Survey 2002)

The survey found close to one-third of employers (31 per
cent) who have changed their overall pension package are
concerned that employees will come back to the company

in years to come to say that they did not appreciate the
impact of the changes made, possibly seeking financial
redress.
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The strategic preference to Defined Contribution (DC)
for retirement savings, either in the form of new plans
or switches from previous Defined Benefit (DB) plans,
would seem to have taken all countries by storm. The
discussions around DC and the associated pros and
cons relative to cost and ultimate level of benefit
provision are well known. What is less well
appreciated is that Supplementary benefit provision in
much of Europe (e.g. France, Italy, Spain, Portugal) and
many other countries in Asia and South America is far
less commonplace and that where benefits are
provided these are often paid out as a lump sum (as in
Belgium and the USA) rather than pension. 

The chart below shows the relative pension equivalent as
a percentage of final gross salary for national average
earnings in each country.

Income Replacement Ratio (gross to gross)

(Source: Mercer Human Resource Consulting)

This chart indicates the relative importance of
supplementary benefit cost control in different countries.

So what about "compromise solutions" i.e. defined benefit
plans but not related to final salary?

Career-Average

Take, for example, career-average revalued earnings'
plans. The concept is of course widely used in social

security systems. But the evidence, in terms of
occupational plans, is that apart from in a few countries
e.g. Netherlands (especially among industry-wide funds),
in Switzerland (at least until the mandatory minimum BVG
requirements were rolled out), the USA and Canada they
are hardly used elsewhere.

Some years ago, the Dutch government was very keen to
try to encourage employers and unions to consider a
change from the, more predominant, final or final average
DB basis to career-average. The government believed that
the levels of benefits under Dutch plans were too high! This
is a very pertinent issue for the government when one
remembers that the Netherlands has some 95% of its
labour force in occupational plans and where the tax
regime is still one of the most generous example of EET1.

In any case, if the driver for considering alternatives to final
salary is cost saving, then the concept of career-average in
isolation would not necessarily produce the desired results,
either in the short or longer term. The reason is that crucial
to career average plans design is the degree of revaluation
or indexation included. If that is generous enough there is
probably no significant savings to be had. 

Nevertheless if past service benefits are only indexed in line
with prices or a weighted-index of prices and earnings, then
savings could be expected. The downside is that the savings
result at the expense of those with higher than inflation salary
growth eg. the high-fliers you are trying to retain!

What is of interest is the possibility of using these plans in
the UK for the basis of contracting out.

Modified Final Salary definitions

Other ways of achieving savings include modifying various
aspects of a final salary plan.

A few years ago changes to the regulation of the mandatory
occupation plan in Finland were announced so that the
pensions would, after a transition period of 8 years, be
calculated on the average of the final ten years service
rather than the two years that applied till then. Revaluation
of earnings in other than the last two years applied on an
index made up of 50% of the Consumer Prices Index and
50% of the National Average Earnings Index.

Alternatives to Final Salary
Schemes around the World
by Mark Sullivan
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This is the sort of practical cost saving measure adopted in
defined benefit plans where a decision had been taken, for
whatever reason, that a switch to defined contributions
was not practical or desirable. Incidentally, the changes in
Finland were accompanied by a tightening up of the
conditions for early retirement - a trend which was
confirmed further in amendments agreed in 2001, and
which according to a number of commentators is likely to
provide more cost savings than the change in the final
salary definition.

Mixed (hybrid) systems

Other examples of the "compromise" solution could take
the form of essentially DC plans with an element of
underlying DB guarantee.

Since 1947, in France, the mandatory supplementary
systems have been organised on this principle. 

Fixed contributions are used to secure pension points that are
converted into pension using a prescribed formula. Actual
pension payable depends on the shape of salary progression
during an individual's career. An average employee after a full
career could expect a pension (including social security) of
around 68% of final pay for a clerical/blue collar worker and
35% of pay for a highly paid manager.

Cash Balance Plans

Another example of a mixed type of plan is the cash
balance plan in the US. After the inflationary years of the
1970s and early 1980s, final salary schemes became
increasingly less popular. The accounting requirements
contributed to the trend towards abandoning final
salary plans. Most companies opted for a direct switch to
defined contribution, but a number of them did adopt cash
balance plans. A cash balance plan is considered a defined
benefit plan because the employer takes on the investment
risk. 

A cash balance plan works like a notional DC plan. The
employer invests the contributions to the plan on behalf of
employees and allocates returns to the employee’s
individual account. Investment returns typically credited to
the individual account is equivalent to the long-term
variable interest rate. A lump sum is payable at
retirement. Employees can choose whether they would
like to purchase an annuity on the open market with this
cash.

Some companies have historically offset the cost of
administration of the plan by declaring lower interest
allocations compared to earnings actually received. This
with profits type of arrangement, as UK policyholders will
be aware, is not however a one way street and in today’s
market is likely to be far less attractive.

However, in some countries, such as Germany, the closest
you can get to a DC plan is a cash balance arrangement as
the employer is required to provide a capital guarantee!

Summary

The labour regulations in many countries mean that it is
more difficult to change benefit provision for existing staff,
compared to the UK, and moves from Final Pay
arrangements to Defined Contribution will require
employee approval (possibly through the Works Council or
Union representatives). These are notoriously difficult to
negotiate leading to separate legacy arrangements and
new hire plans.

Therefore the evidence (from countries outside the UK) is
that when cost pressures are the drivers for change, it is
more likely that companies will opt to move from DB to DC
in one whole swoop, rather than take interim measures.
Although for legislative reasons it may not be possible to
adopt a pure DC approach.

As with all plan design there is no such thing as one size
fits all - but on the other hand there is also no need for
countries to reinvent the wheel!

Different pension approaches from country to country

No uniform solution



The average non-executive director, and probably
many Chief Executives, probably equate "Defined
Benefit" with Final Salary and the essential choice
faced by the Board as one between DB (ie Final Salary)
and Defined Contribution (DC).

The reality of the choices faced by Boards is much more
complex, and fascinating, than this polarised, and somewhat
uninformed, debate. Indeed, that icon of the shareholder
value culture –the USA - generally embraces more complex
risk-sharing approaches to pensions provision than seems
increasingly the case in the UK. Typically, for example,
around 80% of the top companies in the USA still provide
open Defined Benefit arrangements – either traditional
Defined Benefit, ie Final Salary, or some form of averaging of
salary such as cash balance arrangements. On top of this
they typically bolt on a matched AVC Scheme which they call
a Section 401K arrangement.

The critical difference between the USA and the UK is that
they have never confused their pensions provision with that
of the State and have not had contracting-out. As a
consequence, companies have chosen to provide relatively
low levels of benefit through their Defined Benefit
Schemes. Typically, the overall cost of a USA Plan (which,
normally, is wholly met by the company) would be around
one-third of the level of the total joint contribution to an
average Final Salary Scheme in the UK. 

Dangers in short-term approach

What worries many consultants and actuaries is that
companies will tend to take decisions on relatively short-
term considerations and it will take many years for the
consequences of these decisions to work through the
system and be seen for what they are. Pensions are the
ultimate in long-term planning. For example, it took over
10 years before some of the mistakes made in the late
1980s were realised, including personal pensions
misselling and the removal of the option for the company
to compel its employees to join the Scheme. How long will
it be this time?

Perhaps the real issue is the degree of risk that companies
now consider they are underwriting, on behalf of their
shareholders, for providing pensions for their employees.

They are worried that the costs associated with Final
Salary Schemes will escalate out of control (perhaps due to
reducing rates of return, increased longevity etc) and that
these costs will increasingly be assessed by short-term
market related approaches for reporting in their accounts.

There are clearly a number of companies in mature
industries that have major historic pensions problems.
Many of these are caused by industrial and technological
change where the workforce has reduced dramatically over
the last 10-20 years, possibly by natural wastage or by
sales of businesses. The net effect of either of these types
of decline in the workforce, where there has been a pension
scheme in existence for many years, is that the balance
between those who have left (either pensioners or deferred
pensioners) and those who remain is totally distorted. At the
same time, successive governments have placed
increasing burdens on employers for guaranteeing benefits.
The overall result, for some companies, is that their future
earnings stream could be materially affected by their
pensions obligations and how these are accounted for.

However, the average position is not quite so gloomy.
Typically, companies in the FTSE 100 are disclosing a
pension cost as a proportion of profit before taxation in the
region of 5%. So, whilst some companies clearly have
historic issues, it is a moot point whether future pensions
provision should be totally risk averse to the company as a
consequence of worrying about shareholder risk.

No ‘risk free’ approach to providing pensions

It is important to remember that there is no risk-free way
of providing pensions. If the company moves to DC then the
risks are simply transferred to the employee. It is perhaps
debatable whether this is the most efficient approach. A
group of people, under the umbrella of a corporate entity,
may be better able to take at least some of these risks (due
to the advantages of pooling) than are individual members.
Further, a company that makes very significant cuts in
pensions provision for its workforce may be storing
problems for future managements. In particular, employees
may not be able to afford to retire when they cease to be
productive and the company will have the difficult choice of
parting with them knowing that this is their position or
supplementing their pension. Such an approach, which
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Companies need happy
employees as well as happy
shareholders
By Colin Singer



harks back to the days before funded occupational
schemes, does not spread the cost of pension provision. It
is also open to abuse in that employers may distinguish
between different employees at retirement. 

A company needs both capital and labour for a successful
business. Shareholders are the provider of capital, and
their considerations need to be taken into account.
However, a loyal, happy and secure workforce is
increasingly seen as critical to business success.

Whilst it would be difficult to argue that entitlement to a
high quality defined benefit scheme will guarantee such a
workforce, it is increasingly obvious that the removal of
such pension provision is a major concern to the unions,
the media and employees generally. 

There are many ways of sharing the risks of pension
provision between companies and their employees, instead
of either the company underwriting all of the risk (through
a balance of cost Final Salary Scheme) or transferring all of
that risk to the members (to a DC Scheme with annuity
purchase at retirement). 

Some of the approaches which companies may wish to
consider carefully include:

• Designing a defined benefit scheme based on a more
risk-averse investment strategy.

• Providing lower overall benefits through a defined benefit
scheme (for greater security) and top-up DC
arrangements – such as in the USA model. 

• Using average salary schemes such as "career average"
or "cash balance" arrangements. Typically, these would
base benefits on earnings over the whole of the
employee's career revalued in an agreed manner (eg in
line with price inflation), rather than those years just
before retirement. Career average would target a
pension; cash balance a lump sum.

• Contracting in to State pensions which reduces the funds
accumulated in trust at the risk of the company.

Pensions have never been this exciting before! But it would
be a great shame if this generation became so obsessed
with its own material wealth, codified by the mantra of
maximising shareholder value, to the detriment of the longer
term future security and prosperity of the next generation
which is, after all, our children and their children.

The Global Investment Performance Standards (GIPS),
formally launched in January 2000, has made possible the
standardisation of investment performance presentation
data for equities and bonds around the world. The UK has
played an active role in the development process and, in
November 2001, introduced the UK Country Version of
GIPS known as the UK Investment Performance Standard
(UKIPS) (available in pdf format at www.napf.co.uk under
resources, policy papers, UKIPC).

The Standard offers investors added confidence by
providing an objective global standard defining how asset
managers’ fund performance is calculated, published and
verified. To quote Paul Myners “This Standard is simple
and unambiguous. The data it produces will provide
invaluable insights, necessary to ensure that trustees
make informed investment decisions”.

With such a far reaching and comprehensive Standard, it
has inevitably taken some time for asset managers to put
appropriate systems in place and to allocate the necessary
resources to this end. However, indications are that many
more UK asset managing firms will become compliant in
2003. The global picture is also increasingly bright. It is
expected that, by the end of next year, some 25 countries
(including all the major markets in Europe, North America
and the Far East) will have introduced GIPS or a local
version of the Standard.

Looking ahead, the next two years will see a significant
increase in activity aimed at introducing a single global
standard from early 2005. This is called ‘Gold GIPS’. At the
same time, work is in hand to extend the reach of the
Standard to other asset classes including property, private
equity and derivatives. In addition, a proposal to adopt
advertising guidelines is currently out for consultation (see
www.aimr.org/standards/pps/gips). Within the UK,
attention has turned towards promoting awareness by
investors and their advisers of UKIPS and its benefits. To
this end, a short ‘Factsheet’ has been produced and is
enclosed with this edition of Placard.

David Gould
National Association of Pension Funds

Why GIPS matters?
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