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Regulatory

Competing objectives

A shift in the employer’s favour was to be expected in 

the light of the Regulator’s anticipated new statutory 

objective “to minimise any adverse impact on the 

sustainable growth of an employer”.  It was also 

signalled in the annual funding statement last April.

That said, the Regulator acknowledges it must hold the 

balance between its statutory objectives of protecting 

members’ benefits, employers’ growth prospects and 

the PPF.  Growth, it observes, improves covenant.   

The top level consultation document - the “Defined 

Benefit Regulatory Strategy” - puts the overall strategy 

unexceptionably: 

“We balance our objectives by … a strategy focused on 

protecting accrued rights to benefits through adequately 

funded, supported and well governed DB schemes… 

we believe that this is best achieved by a strong and 

ongoing employer and effective and engaged trustees 

implementing an appropriate funding plan.”

Other high level ideas are that regulation will become 

more “principle-based” and “outcome-focused” and 

less interested in process.  The emphasis will be on the 

ends of acceptable outcomes rather than the means of 

getting there.

Trustees are encouraged to recognise and work with 

a holistic view of risk composed of covenant, funding, 

investment and governance risks.  Their job, they are 

told, is not to eliminate risk but to identify it and manage 

it with appropriate mitigation. 

Targeted approach

The Regulator will prioritise schemes for intervention 

according to their overall risk profile across the same 

four areas.  

Larger schemes will be prioritised too because they 

represent the greatest risk to the Regulator’s statutory 

objectives.  It plans a lighter touch with smaller schemes, 

using guidance and education to influence the behaviour.

The Regulator begins its risk profiling by putting 

schemes into one of four categories of covenant 

strength, from strong to weak.         

It will then assess whether a particular scheme’s 

funding arrangements balance the needs of the 

members and the employer appropriately in what it 

calls a “balanced funding outcome”.  This involves 

applying a benchmark that takes account of covenant 

strength and a scheme’s funding needs to indicate 

how much risk it is running.  

Consultation on scheme funding
In brief

The Regulator’s consultation on its future approach 

to funding makes clear:

n it will be flexible and more employer friendly 

n it will be risk-based, with risk defined as a 

combination of covenant, funding, investment 

and governance. The Regulator will focus 

intervention on larger schemes (where risk to 

its objectives is concentrated) and trustees will 

be asked to assess and manage their risks

n there will be an objective benchmark (the 

“balance funding outcome”), but trustees, 

employer and Regulator will have ample 

room to reach different judgements on the 

acceptability of particular funding proposals.   



Clive Pugh, partner in our pensions team, comments:

“There is the potential that some might treat the “balanced funding 

outcome” as, in practice, a new minimum funding requirement. This 

might benefit some employers but flexibility in the system is also 

important.” 

The Regulator will take the distance a scheme is from a balanced 

funding outcome as its primary indicator of risk, but it will consider a 

range of others too.  These include investment strategy, mortality, back 

end loading, underpayment under a recovery plan, avoidance activity, 

actions that weaken covenant, risk to the PPF, reliance on investment 

outperformance, governance and specific and known risks.  

Risk bar

Having identified schemes in this way, the Regulator will normally only 

intervene in those that exceed its risk bar for intervention.  This will be 

set according to a number of factors including the size of a scheme’s 

shortfall compared to the notional balanced outcome, the size of its 

liabilities and the potential positive impact intervention could have.       

The benchmark balanced funding outcome for the different covenant 

segments and the setting of the risk bar will be reviewed regularly.  

Details will be given each year in the spring funding statement.

Code of practice

The draft code of practice is the most detailed and practical of the 

consultation documents.  

It sets out the funding principles that will apply to all DB schemes, 

though their implementation will be scheme specific: 

n trustees and employer collaborate in finding an approach that 

recognises the needs of the scheme and the employer’s plans for 

sustainable growth,

n trustees integrate the management of their covenant, investment 

and funding risks,

n trustees take funding or investment risk only where they are 

confident the employer could mitigate an adverse outcome,

n trustees take a long term view of covenant strength, and funding 

and investment targets,

n trustees act proportionately given the size, complexity and 

circumstances of their scheme,

n trustees balance their need to act in members’ interests with 

considering the employer’s position,

n trustees demonstrate good governance,

n trustees ensure the scheme receives fair treatment from the 

employer equivalent to other creditors of comparable status and

n trustees aim to have any shortfall eliminated as quickly as the 

employer can reasonably afford.      

Transition

The Regulator expects the revised code of practice will be published 

in May and in force by July.  It urges trustees and employers with 

valuation dates before then to bear in mind the messages in the draft.

The 2014 annual funding statement will set out the balanced funding 

outcome benchmarks for schemes with valuations in the year to 

September 2014.  It will also set out the risk bar to be used to select 

schemes with valuation dates in the year to September 2013 for 

investigation.  

The new approach will apply to recovery plans submitted after the 

2014 statement.

Actions

Trustees and employers need to familiarise themselves with the new ideas.  

The consultation documents are lengthy (160 pages) and to some 

extent repetitive because they explore the same ideas at increasing 

levels of detail.  The best order to tackle them is:

n consultation document: Regulating Defined Benefit Pension 

Schemes,

n draft Defined Benefit Regulatory Strategy,

n draft Defined Benefit Funding Policy and 

n draft Code of Practice 3: Funding Defined Benefits (much the 

longest document).

PPF contingent assets
The deadline is 5pm on Monday 31 March 2014.

For recertifying contingent assets to the PPF, and for certifying new ones.

For anyone involved with a contingent asset, the starting point is the 

PPF’s Guidance in relation to contingent assets 2014/2015. 

It is the trustees who certify contingent assets to the PPF.  They can do it 

themselves or ask someone else to do it for them.  One way or another, 

they need to be content they can properly assert the facts, opinions and 

promises as to the future conduct that a certificate requires. 

Due diligence needs time

If you have an existing contingent asset that you hope to keep in place, 

it is time to think about the recertification process.  The due diligence 

can require a significant amount of time. 

In some cases, the first question will be whether the asset will achieve 

a material reduction in the levy.  In the past a number of our clients 

have decided against recertifying because the saving was expected to 

be outweighed by the cost of the recertification process.

Where an asset is to be recertified, a minimum of due diligence is likely 

to be necessary in all cases to check that basic facts are unchanged 

e.g. corporate names and domiciles.  Details to do with the pension 

scheme may also need to be checked e.g. whether any new employers 

have joined it, perhaps as a result of a group reorganisation.

Guarantor strength

In the case of group company guarantees, the trustees are required 

to certify the guarantor’s financial strength.  Depending on the 

circumstances, this can require considerable work.

In the levy materials this year the PPF expresses disappointment at the 

strength of financial covenant that some trustees were willing to certify 

last time.  

We encourage trustees and others involved with contingent assets to 

allow ample lead time ahead of the deadline at the end of March. 

Power of CNs
Multiple contribution notices (CNs) issued to enforce a financial support 

direction (FSD) can, between them, demand and recover more than the 

s.75 employer debt, the court has held.

http://www.pensionprotectionfund.org.uk/DocumentLibrary/Documents/1415_contingent_asset_guidance.pdf


Few clients will ever be affected this decision.  Read on only if you are 

interested in the technical details of moral hazard (FSDs and CNs).

The case is the latest in a series trying to define the pension related 

liabilities of the many companies in the collapsed Lehman bank group.

Limited, unlimited or neither

An FSD obliges its recipients to make arrangements that give financial 

support to their group pension scheme.  If they fail to do so, the 

Regulator can issue CNs as a means of enforcing the obligation.

Under the legislation, the maximum such a CN can demand from one 

FSD recipient is the amount of the total s.75 employer debt (estimated 

if none has crystalized).  But apart from that individual limit, there is no 

express cap on the aggregate amount two or more CNs can demand. 

Decision

Asked what, if any, limit there was, the court considered the overall 

scheme of the legislation in the light of the Regulator’s statutory objectives.  

It noted a number of limiting mechanisms.  One was the option for the 

Regulator to specify whether all CN recipients are liable for the s.75 

amount between them, or whether each one is separately liable for the 

full amount.  Another limitation was the requirement that the Regulator act 

reasonably in imposing any particular liability on any particular person.

The judge concluded that the correct construction of the legislation 

was that the aggregate that could be specified in, and recovered under, 

multiple CNs in these circumstances was not limited by reference to 

the s.75 debt (though the other limiting mechanisms would operate).

The case illustrates the strong hand the moral hazard legislation gives 

the Regulator to press the claims of pension scheme trustees and the 

potential detriment to other creditors in insolvencies.  

Next moves

The six recipients of the FSD are preparing to challenge its imposition.  

In the same proceedings, the Regulator will argue that the FSD 

ought to have been issued to some three dozen additional Lehman 

companies.  There is a way to go yet.   

Double counting
The Regulator has urged trustees and employers to recognise that 

making ongoing payments under a schedule of contributions or recovery 

plan is a separate obligation from paying a s.75 employer debt. 

It is in multi-employer schemes that the question of the relationship 

between the two comes up. 

The obligations arise, the Regulator points out, under different parts of 

the legislation and have distinct purposes.  Ongoing payments reflect 

the strength of the statutory employer covenant while an employer debt 

responds to what can be a significant change in that covenant when, 

say, an employer leaves the group.

Moreover, the debt legislation offers a number of ways to reallocate and 

/ or defer the obligation, all with safeguards for members.  Offsetting 

the two categories of payment ignores these checks and balances.

Dangers

The Regulator issued its reminder after becoming aware of cases 

where a payment has been treated as satisfying both obligations.  The 

dangers of this, it points out, include: 

n avoidable and unnecessary risk to the security of members’ 

benefits,

n by not collecting amounts due to them, trustees have not carried 

out their fiduciary duties and

n PPF entry will be denied if the arrangement amounts to the 

compromise of an employer debt.

The Regulator asks trustees to take a two stage approach when an 

employer leaves a scheme.

They should assess whether the outgoing employer should pay its 

employer debt in full or whether it can properly be reallocated or 

postponed as the legislation allows.  However the debt obligation is 

handled, the trustees might then decide they need to negotiate further 

mitigation with the remaining employers.

Secondly, they should consider the net detriment to covenant for 

the future and review their investment strategy and ongoing funding 

arrangements.  There might need to be changes to the contribution 

schedule and / or recovery plan, for example.

From the trustees’ point of view, the Regulator’s approach is broadly 

attractive.  For employers, the clear separation of the two types of 

payment underlines the need to think carefully about what scheme 

funding arrangements to agree to.  

Scheme returns
In 2014 scheme returns will ask new questions.

DB schemes

Any asset-backed funding arrangement will need to be more fully 

disclosed:

n how the scheme’s stake in the arrangement was funded e.g. by 

a special contribution from the employer or from existing scheme 

assets, 

n how many years the income stream will be available and

n what net present value the asset has been given in the scheme 

accounts.

On incentive exercises:

n whether an exercise been completed or initiated in the 12 months 

to the latest scheme year end and

n what options were offered (e.g. enhanced transfers or increase 

exchanges) to how many members, and how many accepted.

Hybrid schemes

The bulk of the new questions probe hybrid schemes which, for this 

purpose, include schemes with any element of both DB and DC, even 

if the latter is confined to DC AVCs:

n what combinations of DB and DC benefits the scheme offers,

n whether there is an underpin and which category of benefit 

underpins the other,

n whether assets supporting DB and DC benefits are held in a 

common fund and 

n membership data (e.g. ages and numbers) and information on the 

value of assets and contributions relating to the different categories 

of benefit. 

The DWP’s consultation into the transitional arrangements for the new 

definition of DC benefits illustrated that there is limited reliable data on 

the structure and governance of hybrid schemes.  The Regulator is 

trying to fill the gap.



No breach of good faith
The BBC’s decision to cap increases in pensionable pay 

at 1% a year through a contractual arrangement with 

individual scheme members did not breach its implied 

duty of good faith to them, the Pensions Ombudsman 

(PO) has decided.

This is the latest development in the case in which Mr 

Bradbury, a clarinettist in a BBC orchestra, challenged 

steps the corporation took to address its deficit.  

Options 

It gave members three options for future service.  

Continued DB accrual was available but only on 

condition of accepting the cap.  With the other choices 

of switching to cash balance or DC benefits, pensionable 

pay would not be capped.

The PO accepted evidence from the BBC that its 

proposal had to be assessed against the background of 

a large deficit and the corporation’s financial position.  In 

the circumstances the PO decided the BBC’s offer was 

not irrational or perverse.  Nor was it a proposal that no 

reasonable employer could have made.    

Having reviewed case law on the duty of good faith 

(also referred to as the duty of trust and confidence) the 

PO said it was clear that “the BBC’s conduct needed 

to be of a very serious nature indeed i.e. conduct 

which objectively had “a pretty good chance” of being 

destructive of the relationship” with its employees before 

it would amount to a breach of the duty.

This language tends to underline that the threshold for 

a breach of good faith is high.  This is borne out by 

decisions in the employer’s favour in the majority of the 

few pensions cases that have gone to court on the issue.  

Mr Bradbury’s case first came to attention in 2012 when 

the High Court clarified the circumstances in which 

contractual agreements between individual members 

and their employer can alter pension benefits.  Where 

successfully achieved, such agreements have the effect of 

altering scheme benefits without involving the trustees.

Unmarried partner
A scheme rule that an unmarried partner is only entitled 

to a survivor’s pension if the member specifically 

nominated them does not infringe the partner’s human 

right to equality of treatment regardless of marital status, 

the N. Ireland Court of Appeal has held.

In addition to nomination, the N. Ireland local 

government pension scheme required unmarried 

partners to meet a number of tight criteria designed to 

rule out competing claims before they would be entitled 

to a pension.  Ms Brewster met those criteria but had 

not been nominated.  

Initially she won her case but the Court of Appeal has 

now reversed that decision and held that requiring 

nomination was a proportionate means of establishing a 

marriage-like public commitment.  

The N. Ireland local government scheme is not the only 

public sector scheme to require cohabiting partners 

to be nominated.  Some private sector schemes may 

also do so, including schemes set up to be broadly 

comparable with the public sector. 

These schemes will be content that a senior court has 

given their procedures approval in principle.   
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Legal

Auto-enrolment
The DWP has confirmed the earnings thresholds for auto-enrolment in tax year 2104/15.  

They are the figures it proposed in its December consultation paper. 

2013/14 2014/15

Earnings trigger for auto-enrolment £9,440 £10,000

Qualifying earnings: lower limit £5,668 £5,772

Qualifying earnings: upper limit £41,450 £41,865


