
Reading about the pension industry is not usually an uplifting experience.  But recently there has been a rare example of some good 
news.  The aggregate funding position of the 7,783 defined benefit schemes monitored by the UK’s Pension Protection Fund swung to 
a surplus of £99 billion in June 2007, compared with a deficit of £8 billion a year earlier.  These findings, the first since the PPF started 
monitoring in 2002, are reflected by reports from several other observers.

In addition the total number of schemes in the red fell from 6,002 to 4,750, with a combined deficit down from £66 billion to £30 
billion.  Interestingly the aggregate surplus of the 3,001 schemes in the black rose to £127 billion compared with just £58 billion a 
year ago.   

So does that mean we can all sit back, relax and congratulate the industry on a job well done?  The answer is that in reality, it’s never 
that simple.    

The PPF has calculated its figures using s179, which is broadly what an insurer would have to be paid to take on the payment of PPF 
levels of compensation to scheme members (namely, for members below pension age, 90 per cent of the rights they have built up, 
with a cap of £26,935 a year).  

Other accounting standards, such as IAS19 could give a slightly different picture.  IAS19 was used by Aon Consulting, for example 
to show an aggregate surplus.  In theory this should be enough to pay scheme members 100 per cent of their entitlements - but 
without a buffer to cover any increases in longevity expectations.  An insurer would typically require 130 per cent of this measure to 
take a scheme on to its books.

John Belgrove, a senior consultant at Hewitt Associates points out that many schemes have “[moved into surplus on an accounting 
measure, but that still means if the lights were turned out tomorrow there would not be enough money in the pot.  They still have 
some distance to go”.  

If asset prices reversed the favourable trend of the past 12 months, deficits could quickly increase again.  As a result, an increasing 
number of schemes are taking steps to lock in as much of the gains as they deem prudent.  John Belgrove notes that many schemes 
‘have plans in place to start to take some risk off the table at terms that are beneficial to them’.  

According to Roger Urwin at Watson Wyatt, more companies are talking about ‘progressive de-risking, moving towards an endgame 
where pension schemes can be largely sustainable without the support of the employers’ covenant’.  He sees schemes switching their 
mix of bonds and equities from 40 / 60 to nearer 80 / 20, and has also had a ‘dramatic’ number of conversations about formal LDI 
approaches.   Strategies could also include a swaps overlay to hedge inflation and interest rate risk, as well as increased use of hedge 
funds, currency and infrastructure to create silos of uncorrelated returns.

In the end the choice of an appropriate de-risking strategy should take into account a range of factors that are unique to each 
scheme, from the strength of the sponsor’s covenant to the duration of the scheme.  

The fortunate position of being in surplus throws up some new options for trustees.  If a scheme has a surplus at the IAS19 level, 
it is more affordable for a sponsor to consider going down the buy-out route, making one final payment to an insurance company 
and relieving themselves of the obligation of running a DB pension scheme.  While no large, solvent scheme has yet taken this route, 
John Belgrove believes a number are considering it – and given that the covenant provided by a fully regulated insurer should be 
extremely solid, trustees should have few issues in going down this route.  

Does pension surplus mark the end of the line?  
July 2007

It is widely accepted that we are  living longer, on average, than ever before.  This trend seems likely to continue.  Today’s pensioners are 
dependent on their monthly payments for longer than the previous generation and tomorrow’s pensioners are expected to live longer 
still.  As the Pensions Regulator has highlighted, too many sponsors of corporate pension schemes are not adequately allowing for this 
continual increase in the length of our lives.  They are not alone; even pension and annuity insurers have been urged by the FSA to be 
more cautious in their assumptions.    

Predicting how long members of a pension scheme are going to live is certainly not an exact science.  Clearly some will live longer than 
others and determining how long on average the group will live is not straightforward.  Some fluctuations between what is assumed 
and reality are entirely expected.  The problem arises when each year reality moves further and further from the assumptions which 
determine the funds required to continue to pay the pensioners.  

Most people do not subscribe to the belief of a small minority that medical science will one day make it possible for us to live for 1000 
years. However even relatively modest changes can have a significant impact with each additional year of expected life adding around 
3% to the total liabilities.  To give some indication, if a scheme has 1,000 members each requiring £30,000 a year who are currently aged 
60 and who live for only 2 years more than expectations, the future cost to the scheme will be a not inconsiderable £60million.

The gap between the carried assumptions of a pension plan and current views of life expectancy would have to be funded by the 
corporate sponsor and recognised on the sponsor’s balance sheet.   It may be surprising to some people that there is a wide variation 
in pension plan assumptions on life expectancy.  New research from KPMG’s pension team found that pension fund life expectancies 
vary by up to seven years across almost 200 companies.  Some variation in life expectancy can be explained between pension funds 
with different mixes of pensioners, however KPMG found that life expectancy varied by as much as five years for companies in the 
same sector.  Such variations in life expectancy within the same sector can be expected to narrow as trustees, auditors and advisors 
focus more on this important issue.  A five year variation in life expectancy can lead to more than a 15% difference in the carried value 
of the liability.  

Whether now is the time for a unified view on longevity is a question illuminated by the differences between pension fund and 
insurance company assumptions on life expectancy.  As recently as 2006 research by Lane Clark Peacock showed that only 2 of the 
33 UK companies disclosing detailed mortality assumptions for their pension plans were using a level of improvement equal to that 
adopted by the life insurance industry.  The FSA also has a keen interest in the life expectancy assumptions made by the insurance 
industry, and recently wrote to insurers to highlight the need for adequate improvement factors to be taken into account..

One could speculate that those companies who are not yet revealing their mortality assumptions in their financial statements are 
assuming even shorter life expectancies.   Our experience shows that one of the major reasons that insuring a pension fund costs more 
than the pension fund liabilities is that the pension fund mortality assumption is not consistent with the latest data and expectations 
on improvement. 

Over the past year pension funds have been enjoying the magical combination of rising equity markets and sterling bond yields. 
Consequently, for the first time since FRS17 was introduced in 2001, the UK’s top 200 pension schemes have recently reported an 
aggregate surplus.  Some may argue that there is therefore a safety margin against poor longevity experience, but markets can go down 
as well as up.  On a single day in February 2007, market turmoil in China led to an £11 billion increase in pension deficits, the biggest 
single-day increase in UK pension deficits. Markets are proving quite volatile in July 2007 once again!  

Moreover, if pension schemes are funded using overly optimistic assumptions, supposed surpluses could once again cause companies 
to wrongly take contribution holidays and improve benefits, only to slump in years to come.

The objective of corporate sponsors and trustees is to ensure that all the promised pensions are paid out.  Many observers believe 
outdated longevity assumptions are unlikely to survive the scrutiny of trustees, auditors, shareholders, analysts and advisors.  With 
the creation of the Pensions Regulator, the PPF, and the involvement of the FSA in this area, the industry is coming under increasing 
scrutiny.  We believe the time is right for a unified view on longevity by pension funds, insurance companies and the capital markets.  
This would lead to a more efficient system of risk transfer between all market participants.  After all, is there any valid reason why the 
life expectancy of a pensioner should be different depending on which institution owned the risk?

Time for a unified view on longevity?


