Defined Benefit (DB) pension schemes are provided by employers for
their employees. The pension that the scheme member is eventually
paid depends upon the length of time that they have been a
member of the scheme and the level of their final salary. Because of
this, DB schemes are also referred to as ‘final salary’ schemes.

The pension that a member is eventually entitled to is calculated as
follows:
No. of years in the scheme

Annual pension payment = X (Final salary)
N

The accrual rate: The pension accrual rate varies from scheme to

scheme. In the formula above this is represented by the letter N,

which can be 60, 80 or 100. Clearly, the lower this value the better

the scheme. In a “1/60ths” scheme each full year of service in the

scheme earns the scheme member 1/60 of final salary, whereas a

"1/80ths” scheme would earn only 1/80 of this final salary.

Final salary: The definition of ‘final salary’ also varies from scheme
to scheme. Usually it is based upon the scheme member’s average
salary over their last three years of service in the scheme. It is also
usually the case that overtime and bonuses earned in this period do
not constitute part of the final salary. Such earnings are referred to
as nonpensionable earnings.

In general then, the longer an individual has been a scheme
member and the higher the ‘final salary’ the higher will be the
eventual pension. This is why this kind of scheme is referred to as a
defined benefit scheme, because the pension benefits are literally
defined by these two factors.

Scheme members can take an element of their pension entitlement
in the form of a tax-free lump sum. Prior to A-Day (6 April 2006)
this was limited to 3/80ths, or 3.75%, of the final salary for each
year of service, up to a maximum of 40 years service. So, if your
final salary was £30,000 and you had 40 years service, subject to
the scheme rules, you could take a tax-free lump sum of £30,000
x120/80 = £45,000.

However, post A-Day, DB schemes can now offer a tax-free lump
sum of up to 25% of the “notional value” of the scheme member’s
pension fund. To establish the notional value, the scheme member’s
annual pension payment is multiplied by 20. So, with an accrual rate
of 1/80, a final salary of £30,000 and 40 years service, an annual
pension of £30,000 x 40/80 = £15,000 is multiplied by 20 to give
£300,000. Subject to scheme rules, a maximum of £300,000 x
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25% = £75,000 can be paid as a tax-free lump sum. However,

for private sector DB schemes, if a scheme member chooses

to take the lump sum their pension payments will be reduced
accordingly by the scheme’s “commutation rate”. Most schemes
offer a commutation rate of between 10 and 15 to one. At 15 to
one, given the above example, our scheme member, by taking the
maximum tax-free cash lump sum, would sacrifice £1 of annual
pension income for every £15 of tax-free cash, i.e. £75,000/15

= £5,000 per annum, thus reducing their annual pension from
£15,000 to £10,000 per annum.

In addition, scheme members can enhance the benefits from their
pension scheme by making additional contributions subject to
maximum limits defined by pensions legislation.

Who pays?: In most DB schemes both the employer and the
employee contribute to the scheme with the employee often
contributing 6% of their gross pensionable salary. However, some
DB schemes can be noncontributory, in other words the employee
does not contribute to the scheme at all. Instead the employer
assumes the full burden of providing a pension for these individuals.

The decline of DB pension schemes: Until recently, DB pension
schemes were the dominant pension structure in the UK. However,
over the last few years many DB schemes have been closed to new
entrants (see Trends in pension fund management). This is
because the cost to the scheme sponsor of providing such pension
promises has risen. The estimated cost of DB pension provision

has risen largely because of the steep fall experienced by many
equity markets between 2000 and 2003, because many investment
professionals believe that the equity risk premium has fallen and also
because of increased longevity, which actuaries expect to keep rising.

These issues have all highlighted to sponsors of DB schemes that
the investment risk inherent in this form of pension provision sits
firmly with the sponsor rather than with scheme members. Hence
the recent closure to new entrants of many DB schemes.
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