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Introduction

Occupational pension provision
in the private sector is declining.
There were 10.1 million activel
occupational pension scheme
members in 2000, compared to
the high point of 12.2 million in
19672.  There has also been a
shift in the type of occupational
pension schemes with employ-
ers closing Defined Benefit (DB)
arrangements and replacing
them with Defined Contribution
(DC) schemes3.

Why are employers closing DB

schemes?

Four factors are increasing the

cost of occupational pension

provision:

e People are living longer, but
not retiring later.

e The long-run investment re-
turns on pension funds are
projected to fall in future.

e Pension funds are now less
tax advantaged since the
changes in Advance Corpora-
tion Tax introduced in 1997.

e The value of benefits has in-
creased as regulation has im-
posed higher minimum stan-
dards—such as statutory in-
dexation and the provision of
spouses’ pensions—which
costs more.

In addition, new accounting
standards (FRS17) have made
pension liabilities more trans-
parent in company accounts,
and so made the increasing costs
more explicit.

It is therefore not surprising if,
after starting DB schemes on the
basis of providing a reasonable
pension at reasonable cost, some
employers are now finding that
the current cost is more than
they can afford. The shift to DC
is often part of the solution, as a
way of reducing future costs, or
sharing them with employees.

How big is the shift to DC?

The full extent of this shift is dif-
ficult to measure. Up to three-
quarters of all DB schemes have
been reported as being closed to
new entrants4.

Pension Scheme Registry (PSR)
in 2002/3, 200 of them had less
than 1,000 members (including
active, deferred and pensioner
members) (Chart 1)¢. In total,
there were only 200,000 mem-
bers of all schemes recorded as
closing.

But not all scheme closures will
be recorded by the PSR —some
schemes have changed the
rules of their existing schemes
rather than closing and open-
ing a new scheme. It is not
clear how many schemes have
done this, or how big these
schemes are.
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Chart 1: DB schemes closing to new members in 2002/3
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only a small proportion of pen-
sion scheme members are af-
fected.  There are currently
more than 8 million active mem-
bers of DB schemes®, while of
the 240 closures recorded by the
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schemes, covering 45% of ac-
tive occupational pension
scheme members (4.5 million)”.
There is little sign of public ser-
vice schemes moving away
from DB .
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Even after a scheme closes, it
will take time for the number of
members in that scheme to re-
duce, and for a replacement DC
scheme to grow. Generally,
only new employees join the
new DC arrangement, while
those employees who do not
change jobs remain within the
DB scheme and are not person-
ally affected.

Is the shift from DB to DC a
problem?

In theory, DB and DC schemes
both work in the same basic
way - current earnings are in-
vested to provide a pension in-
come at a future point in time.

But whereas a DC scheme is a
collection of individual funds,
specific to each employee, a DB
scheme pools the funds into one.

The different characteristics as-
sociated with DB and DC
schemes (Table 1) mean that
they are likely to suit different
types of individuals.

However, the total amount con-
tributed to build up a pension in
future is probably more impor-
tant in determining how well an
individual will do in retirement
than the type of arrangement
that employers are offering.
This means that the Dbest
schemes have high, persistent
employer and employee contri-
butions.
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Contributions to DB schemes are
more volatile than contributions
to DC schemes, with many em-
ployers taking contribution holi-
days, or increasing contributions

age 35 needs to save between
15% and 20% of salary every
year until age 6510.

Perhaps more important than

Table 1: Characteristics of DB and DC schemes
Investment Longevity Employer Choice Mobility
risk risk solvency
Defined Employer Employer Employee Some Rewards
Benefit bears the risk | bears the can lose flexibility, older
of poor risk of pension but less workers and
investment increasing rights if the | than in DC | those who
performance | longevity employer stay for long
becomes periods with
insolvent® the same
employer
Defined Employee Employee Rights in More Better suited
Contribution bears the risk | bears the individual flexibility to those
of poor risk of funds are in pension | changing
investment increasing independent | age, jobs
performance | longevity of the spouse frequently
employer* provision
and
indexation
* Unless funds are heavily invested in the employer’s stock

to make up shortfalls. This makes
it difficult to identify and com-
pare long-run contribution levels.

Further, in order to keep pace
with the rising costs of pension
funding (for the reasons outlined
on page 1), contribution rates for
all pensions need to increase
from the past long-run averages.
This is irrespective of whether
they are DB or DC arrangements.
Although in recent years there
has been some increase in average
contributions, contribution levels
appear to have stalled at less than
8% of average earnings®. This is
considerably lower than guideline
levels of saving, which suggest
that someone beginning to save at
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the switch between DB and DC
schemes is the increased per-
ception that all pensions are
risky. If this prevents invest-
ment in private pension provi-
sion, many individuals could be
reliant on state pensions and
benefits when they come to re-
tire.
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