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Figure 1

Government’s role in financing pensions

Social security benefits

Financing arrangement

Pay-as-you-go arrangement

Example of pension
schemes within the
public sector boundary!

State pension

Example of support for
private sector

Unfunded pension schemes
(see Part Two)

Funded pension schemes
(see Part Three)

Notes

Pay-as-you-go arrangement
whereby pension contributions
from current workforce pay

pensions of those in retirement

Assets held and used to make
pension payments

1 Includes public corporations such as the BBC.
2 The Transport for London pension fund is a private sector pension arrangement in relation to which the government does not have

a contractual obligation.

Source: National Audit Office analysis

Civil service
Teachers
NHS

Armed forces
Police

Fire

Local Government Pension
Scheme (LGPS)

BBC

Transport for London?
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New Fair Deal guidance
provides access for public
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transferred to private sector
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Figure 16
The historic choice of financing a pension arrangement is influencing
how the arrangement is being reformed

Reform Unfunded schemes Funded schemes
such as civil service

Increased member Required to increase Government expects employee contributions

contributions employee contributions on schemes covered by the Public Service
by an average of Pension Act to be increased as part of wider
3.2 percentage reforms to be implemented by Apri 20181
points of pay

Benefit reforms Treasury controlled Employer-led process with
process to set the Treasury agreement

benefits provided

Pension flexibiliies Ban on transfers No ban on transfers
to access pension
flexibilties

Note

1 Although the LGPS was not required to increase employee contributions, it did make other reforms such as moving
from a final salary to career average salary scheme one year earlier than the unfunded schemes.

Source: National Audit Office analysis
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Figure 20

Pension commitments, how they are financed and how they are

recorded in accounting frameworks

State pension

Public sector pensions

Commitment

No contractual
obligation to provide
future pension.
However, there is
an expectation it
will be provided

Similar to a provision,
there is a contractual
requirement to provide
this benefit

Financing
arrangement

Unfunded pay-as-
you-go arrangement

Either funded or
unfunded (see below)

Visibility in the core
National Accounts

No liability on the
balance sheet.
Expenditure is
benefit cash flow

Included in
National Accounts
supplementary table

Treatment varies
(see below)

Visibility in the Whole of
Government Accounts

No liability on the balance
sheet. Expenditure is
benefit cash flow

Liability on the balance
sheet. Expenditure is mainly
the cost of new benefits
being accrued

Unfunded public
sector pensions

As above

Unfunded pay-as-you-
go arrangement

No liability on the
balance sheet.
Expenditure is benefit
cash flow

Included in
National Accounts
supplementary table

As above

Funded public
sector pensions

As above

Funded scheme
with the aim that the
accumulated assets are
sufficient to pay benefits
when they fall due

Net liability (net of
scheme assets) on
the balance sheet.
Expenditure is cost
of new benefits
being accrued

As above; however,
the liability is net of
scheme assets

Support to private sector
pension schemes

Financial Assistance
Scheme (FAS)

Benefits payable to
certain individuals
when their private
sector employer
went insolvent

Unfunded pay-as-you-
go arrangement

No liability on the
balance sheet.
Expenditure is benefit
cash flow

Liability on the balance
sheet. Expenditure is mainly
the cost of new individuals
joining the scheme

Contingent liabilty for
further pension schemes
foining the FAS

Guarantees to private
sector pension schemes
(PPF)

Historically the process
on privatisation of a
nationalised industry
or company was for
the pension scheme
to remain with the
employer and a
guarantee over the
pension payments

in the event of
insolvency was made
by the government

Schemes are funded
(aim to set assets equal
to liabilities) by the
private sector entity

Contingent liabilities
not in accounts

Only a contingent liabilty for
BT pension scheme. Others
not included individually

Pension Protection Fund
(PPF)

Insurance-type
arrangement to
protect members of a
pension scheme if the
sponsoring employer
becomes insolvent

Funded by contributions
from pension schemes
eligible for PPF
protection (which
include some public
service schemes)

as well as fund of
schemes transferred
into the PPF, the return
on investments and
the assets recovered
from the insolvent
sponsoring employer

No government
commitment to pay

the PPF benefits if the
assets are insufficient

No liability for the
government due
1o the PPF

Access to public service
pension schemes

Private sector access
to public sector
pension schemes

Royal Mall

These are
arrangements to
allow private sector
employers to obtain
access for their staff
to public sector
pension schemes

Instead of providing
aguarantee on
privatisation instead
the government set
up an unfunded
pension scheme

Source: National Audit Office analysis

Same as relevant
unfunded or funded
public sector
pension scheme

Unfunded pay-as-you
go arrangement

No liability on the
balance sheet.
Expenditure is
benefit cash flow

Transition from
treatment as a
funded to unfunded
pension scheme

Liability and expenditure
are included in the relevant
unfunded or funded public
sector pension scheme

Treated as an unfunded
pension scheme
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Figure 15
Funded net liability in the Whole of Government Accounts

The range of funded net liability by entity

£ billion

20

-45

Source: National Audit Office analysis of Whole of Government Accounts 2014-15
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Figure 6
Breakdown of unfunded liability in the Whole of Government Accounts
by type of scheme in 2014-15

Fire 2%

Other 4%

Police 1%

NHS 33%

Armed forces 11%

Civil service 16%

Teachers 23%

Source: National Audit Office analysis of Whole of Government Accounts 2014-15
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Figure 11
Audit opinions on data quality

Scheme Emphasis of matter
statements

Civil service 2012-13, 2013-14,
201415

NHS 2005-086, 2006-07,
2007-08, 2008-09,
2009-10

Armed forces None

Note

Qualifications

2010-11, 2011-121

None

2005-06, 2006-07,
2007-08

Restatement of liability

None

None

201112

1 Although the Civil Service Accounts were qualified in 2014-15, this qualification related to a breach of the scheme's
authorised limit for net resource expenditure rather than data qualiy.

Source: National Audit Office analysis
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Figure 19

Impact of changing the discount rate on a pension liability estimate

Teachers’
Pension Scheme

Assumptions adopted

Norninal discount rate (%) 355
Inflation (%) 22
Real discount rate (%) 13
Teachers’ Pension £276bn

Scheme liability on
outiined assumptions

Greater Manchester Difference
Pension Fund
3.2 -0.35
24 +0.2
0.8 -05

Around £25bn
(9.5% of the liability)

Around £300bn

Source: National Audit Office analysis of the Teachers’ Pension Scheme (Englend and Wales) Annual Report
and Accounts 2014-15 and Greater Manchester Pension Fund Report and Accounts 2015
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Figure 14
Financial Assistance Scheme provision

Change in the Financial Assistance Scheme provision since 2005

£ billion
5.0

4.5

10 4.23)
3.86)
35
3.49)
3.0
25 .69,
2.0
1.5
1.0
0.97
0.5
o B

2005-06 2006-07 2007-08 2008-09 2009-10 2010-11 2011-12 2012-13 2013-14

Note
1 From 2010-11 there was a change in the model used to estimate the provision.

Source: National Audit Office analysis of the Department for Work & Pensions Annual Report and Accounts

2014-15
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Figure 9

Government measures to control costs in the long term

Risk to affordability
Longevity

Cost of providing pension schemes

Inflation and pension increases

Lack of central oversight

Poor governance

Source: National Audit Office analysis

Risk mitigation approach

Mechanism to adjust pension age if longevity continues to increase
and hence the retirement ages in the public sector pension schemes.
The reviews are based on the principle that people should spend a
given proportion of their ives receiving a pension and therefore will
take into account changes in life expectancy.

The cost cap mechanism is designed to prevent continual growth in
pension costs. The cap is bult into the actuarial valuation, whereby
employee contributions increase or future accrual of benefits is
reduced if certain costs increase by more than 2% of pay. The cap
mitigates against changes affecting members that would increase
costs such as increased life expectancy. But it does not apply to
changes in discount rate, infiation or economic growth that could
affect affordabilty.

The government can change the measure of inflation as defined in
the Social Security Pensions Act 1975, which impacts on pension
increases awarded.

HM Treasury has increased power to direct the methodology and
assumptions used in actuarial valuations.

Introduction of pension boards and increased oversight from the
Pensions Regulator. From April 2015, the Pensions Regulator’s role
expanded and it now regulates public service pension schemes

to improve standards of governance and administration and drive
compliance with the associated legal requirements.
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Figure 10
Pension reforms that raise cash now but build up long-term liabilities

Reform or creation  Impact on Impact on Short-term Impact on
of unfunded short-term long-term impact on WGA liability
arrangements cash flow cash flow government debt

Private sector Increase revenue  Increase benefit  Reduce Small increase in the
contractors access expenditure short term potentially
to public sector Increase revenue increasing over time
pension schemes if policy remains

Royal Mail pension  Increase revenue  Increase benefit  Reduce Increase

scheme de-funding expenditure

Source: National Audit Office analysis
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Figure 5
Office for Budget Responsibility (OBR) forecasts

Projections for expenditure on state pension and unfunded pensions
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— State pension expenditure
~ Unfunded public pension schemes
~ Unfunded public pension schemes (net of member contributions)

Source: Office for Budget Responsibilty, Fiscal Sustainabilty Report supplementary data series, June 2015
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Figure 8
Change in the unfunded pension liability

Unfunded pension liability reported in the Whole of Government Accounts between 2009-10 and 2014-15
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Source: HM Treasury, Whole of Govemment Accounts
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Figure 18
Examples of government financial support packages for funded or previously funded schemes

Scheme (employer)

Reason for support

Nature of support

Support amount

in 2014-15
Closed Environment The Closed Fund provides benefits Effectively financed as a £74.3 milion2
Agency Pension Fund for employees from predecessor pay-as-you-go arrangement
(Environment Agency) water industry bodies. There were with cash funding from the

insufficient assets allocated to meet Department for Environment

the future pension liabilties at the Food & Rural Affairs!

point of privatisation
Royal Mail Pension Royal Mail's historic pension deficit The historic pension liabilties £1,289 million

Scheme (Royal Mail

(around £10 billior) meant that the
company was technically insolvent
and so could ot be privatised

taken on by central government
in setting up the Royal Mall
Statutory Pension Scherne.
Financed as a pay-as-you

go arrangement as the assets
taken on were sold to reduce
public sector net debt

benefits paid®

Remploy Pension
Scheme (Remploy)

Remploy left government
ownership in April 2015

Additional grant-in-aid funding
provided by DWP to contribute
to the pension scheme deficit in
accordance with the agreement
made with the trustees

£33.8 million grant-in-
aid funding received for
pension contributions®

Forensic Science
Service Pension
Scheme

Notes

Due to the deficit in the scheme,
without government support to prevent
the scheme entering administration the
scheme would have entered the PPF

Pension labilties taken on
by the Home Office

1 Available at: www gov.uk/government/uploads/system/uploads/attachment_data/file/442886/LIT_10133.pdf - p. 53.

£42 million
(provision in
Home Office
2014-15 accounts)s

2 Available at: www.gov.uk/government/uploads/system/uploads/attachment_data/file/441268/50406_Closed_Fund_Annual_Report_Financial_
Statements_14-15_v11_WEB.pdf —p. 1.

3 Available at: www.gov.uk/government/uploads/syster/uploads/attachment_data/fle/446410/50660_HG_44_RMSPS_web.pdf - p. 12.
Available at: www.gov.ukigovernment/uploads/system/uploads/attachment_data/fle/446393/dpec-report-and-financial-statement-2015.pdf - p. 7.

5 Available at: www gov.uk/government/uploads/system/uploads/attachment_data/file/441282/HO-AR15_web.pdf - p. 150.

Source: National Audit Office analysis of Environment Agency Pension Fund, Glosed Pension Fund; Royal Mai Statutory Pension Scheme; Disabled People’s

Employment Corporation (GB) Limited; the Home Office; Annual Report and Accounts






OEBPS/Images/11136-001_Figure_13.png
Figure 13
Change in the funded pension liability

Funded pension liability reported in the Whole of Government Accounts between 2009-10 and 2014-15

£ billion
400

350

2009-10 2010-11 2011-12 2012-13 2013-14 201415

B Gross liabilities
W Gross assets
M Net liability

Note
1 201314 figures were restated to reflect the inclusion of Network Rail in WGA from 2014-15.

Source: National Audit Office analysis of the Whole of Government Accounts
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Figure 4
Projected dependency ratio

Dependency ratio per 1,000 people of working age

Dependency ratio
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Notes

1 Based on Office for National Statistics data for actual (to 2014) and projected (2014-based) dependency ratios.

2 The chart shows the number of people above the state pension age (SPA) per 1000 people of working age (16 to SPA).
3 Ratios between 1980 and 2014 are mid-year estimates. Ratios from 2014 onwards are from 2014 based population data.
4 The data have been adjusted to take account of changes to the SPA up to and including the Pensions Act 2014.

Source: Office for National Statistics, UK Perspectives 2016: The changing UK population, 26 May 2016
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Figure 7

Impact of reforms of different measures of savings

Change

RPI to CPI pension increases

Reform of benefit structure

Increased employee
contributions

Combined

Note

Impact on current
government debt

£6 bilion annual saving
by 2014-151

No impact

£1.8 billion annual saving
by 201415

£7.8 billion annual saving
by 2014-15

1 Taken from the Spending Review 2010.

Impact on government
debtin the long term

Reduce benefit expenditure
by 0.4% of GDP

Reduce benefit expenditure
by 0.1% of GDP

Reduce staff costs by 0.1%
of GDP

Reduce net expenditure
by 0.6% of GDP

Impact on WGA liability

£105 billion reduction recorded
in 2010-11

No impact. However, will reduce
further build-up of the liability
from 2015

No impact as no fund of assets
to offset the liabilty

£105 billion reduction
recorded in 2010-11

Source: National Audit Office analysis of the Office for Budget Responsibily, Fiscal Sustainability Report, July 2012; HM Treasury, Whole of Government
Accounts 2010-11 and 2014-15; and HM Treasury, Spending Review 2010, Cm 7942, October 2010






OEBPS/Images/11136-001_Figure_17.png
Figure 17
Sensitivity of net liability to changes in key assumptions —
Transport for London example

Factor impacting on affordability Impact on net liability for Transport for London?
Discount rate 1% per year lower Increase deficit by around 19% of the
than expected scheme liabilities
Salary growth 1% higher than expected Increase deficit by around 5% of the
scheme liabilities
individuals living five years longer Increase deficit by around 18% of the
than expected in retirement scheme liabilities
Notes

1 Available at: http:/content tf.gov.uk/annual-report-2014-16.pdf — p. 220.
2 Impact on netliability is on an accounting basis.

Source: National Audit Office analysis of Transport for London, Annual Report and Statement of Accounts 2014-15
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Figure 2
2014-15 Whole of Government Accounts expenditure and liabilities

Breakdown of liabilities (Ebn)

Trade and other
payables £172.9bn

Provisions £175.3bn

Financial liabilities
£542.5bn

Pension liabilty
£1,493.3bn

Government borrowing
and financing £1,174.5bn

Breakdown of expenditure (£bn)

Finance costs £34.2bn Provision expense £27.9bn

Depreciation and impairment £45.4bn Purchase of goods

and services £191.7bn
Grants and subsidies £57.4bn

State retirement pension £88.6bn

Other staff costs £149.5bn

Pension scheme costs £100.9bn

Other social security
benefits £129.1bn

Source: HM Treasury, Whole of Government Accounts 2014-15
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Figure 21

A range of affordability measures

Measure of
affordability

Sufficient government
revenue to pay benefits
when they fall due in
the long term

Current contributions
are sufficient

to meet current
benefit expenditure

Current contributions
are received to

meet the accrual on
additional benefits

Assets held expected
to be sufficient to
meet liability

Past contributions
are sufficient to
meet the past
accrual of benefits

Exposure limits

State pension

Office for Budget
Responsibility (OBR)
benefit projection

Government Actuary's
Department (GAD)
review of NI Fund

No mechanism
to track this

Unfunded.
No assets held

No mechanism
to track this

None.
Within government
control as can
change benefits

Source: National Audit Office analysis

Unfunded public
sector pensions

OBR benefit projection

Government accounts.

Contributions are set to
reflect staff costs rather
than benefit expenditure

Actuarial valuation
of the scheme

Unfunded.
No assets held

Actuarial valuation of
the scheme. Through
the tracking of
notional assets

No limits.
Expected liability
recorded in WGA.
Cost-cap mechanism
for schemes limits
exposure to future
build up

Funded public sector
pensions

None.
No cost if scheme is
fully funded

Scheme accounts.

As funded, assets can
be sold if contributions
are insufficient

Actuarial valuation
of the scheme

Actuarial valuation
of the scheme. Also
departmental accounts
and the Whole of
Government Accounts
(WaA)

Actuarial valuation of
the scheme. Tracking of
assets against liabilties.

No limits.
Expected net liability
recorded in WGA

Financial Assistance
Scheme (FAS)

No OBR
benefit projections

No contributions

No future accrual
of benefits

Unfunded.
Assets largely
sold for cash

Scheme assessment
on transfer into FAS.
Cost to taxpayer due
to underfunding

Legislation sets eligibility
requirements. Includes
estimates of exposure
and cost to taxpayer
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Figure 3
Pensions in 2014-15 Whole of Government Accounts

Pension liabilities as at 31 March 2015

Unfunded
Pension liabilities
Total: £1,493bn

pension schemes
£1,373bn

. Funded pension schemes £120bn

Pension expenditure in year to 31 March 2015

Funded schemes and
financing costs £12bn

State pension
£89bn

Unfunded schemes
and financing costs
£89bn

Pension expenditure
Total: £190bn

Notes

1 Expenditure on funded and unfunded pension schemes is on an accruals basis.
2 The liability for the funded pension schemes is net of assets held.

3 Liabilties do not include aliabilty for the state pension.

Source: HM Treasury, Whole of Government Accounts 2014-15.






OEBPS/Images/11136-001_Figure_12.png
Figure 12
Variation in the teachers’ pension liability in the 2014-15 accounts
using the discount rate set for each of the last five years

Real discount rate for pensions 1.3% 1.8% 2.35% 2.8% 2.9%
Year rate adopted 2014-15 201314 201213 201112 2010-11
Teachers’ Pension Scheme £276bn £249bn £221bn £197bn £192bn

2014-15 liability on revised rate

Note

1 These are approximate figures based on sensitivity analysis in the Teachers’ Pension Scheme annual report
and accounts.

1.8%

2009-10

£249bn

Source: National Audit Office analysis of Teachers’ Pension Scheme (England and Wales), Annual Report and Accounts






