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Mike O’Brien Esq QC 

Minister for Pension Reform 

Caxton House 

Tothill Street 

LONDON SW1H 2NS 

 

11 March 2008 

 

 

Dear Mr O’Brien 

 

When we met at the House after the Westminster Hall debate on 26 February (following our 

meeting at Caxton House the previous day) you asked for a paper on how BrightonRock will 

help to sustain the Defined Benefit pensions sector.  

 

I am pleased to enclose this paper and also one entitled ‘BrightonRock’s policy acquisition 

and pricing’ which discusses the cherry-picking issues you raised. 

 

We would of course be delighted to amplify any of the points in a further meeting. 

 

We hope that you have a restful Easter break 

 

Kind regards 

 

 

 

 

 

Jonathan Hoffman 
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11 March 2008 

 
Stopping the Defined Benefit Rot: 

How BrightonRock will help 
 

I: The Background 

1. Defined benefit (DB) pension schemes in the UK are withering on the vine. A 
recent survey (by Buck Consultants) found that half of all employers believe 
that the cost of running a defined benefit pension scheme is now 
disproportionate to the value it provides. Only around a third of private 
sector defined benefit schemes remain open to new members (NAPF Annual 
Survey). 

 
2. Why are schemes closing? The world of DB pensions has changed beyond 

recognition over the past ten years. Ten years ago, many schemes had 
surpluses. The Myners Report (2001) included a chapter entitled “Pension 
Funds Surpluses”. Between 1995/96 and 2000/1, employers took 
contributions holidays to the extent of £2.7 billion. 

 
3. Today’s world of DB pensions is very different. Surpluses have been replaced 

by deficits, due to the combination of lengthening life expectancy and fixed 
pension ages, exacerbated by very low bond yields (compared with ten years 
ago) and inflation and a long period of falling equity prices.  

 
4. The introduction of FRS17/IAS19 was an important factor in concentrating 

the minds of company boards on the liabilities they were carrying in the 
pension scheme. It has been a major cause of their desire to remove the 
pension fund from the balance sheet. 

 
5. It seems inevitable that company boards will continue to seek ways of 

reducing or eliminating the importance of the pension fund in the balance 
sheet. Most recently, Aon estimates that the combination of new accounting 
rules and revised longevity assumptions will add an estimated £200 billion to 
pension liabilities.  These proposals add more pressure on companies to close 
the schemes or find ways to terminate their liabilities. 
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II: BrightonRock 
 
6. The great unspoken, and well-founded belief within the pensions 

policymaking community is that DB is superior to DC. BrightonRock’s 
regular survey work also indicates that over 90% of trustees would prefer – at 
similar cost – to offer DB rather than DC to their members. The collective 
nature and structure of DB schemes results in superior risk-sharing in DB 
relative to DC – the risk-sharing is among members, a form of temporal 
diversity, and also between sponsors and members. Simply put, the risk-
sharing lowers the absolute cost of providing £1 of pension benefit. In 
addition there are some observed problems with the implementation of DC: 

 
• When companies close DB schemes and replace them for new 

entrants with DC, they commonly also reduce their rates of 
contribution.  

 
• When DB schemes are replaced by DC schemes, commonly 

they are contract-based rather than trust-based. So there is 
no-one to carry out the stewardship role that the trustees of 
the DB scheme performed, and this makes any risk-sharing 
among members impossible. 

 
7. In fact the government has come close to recognising the superiority of DB, 

with phrases such as “we want to keep good schemes open.” When the current 
Minister of Work and Pensions was appointed, he voiced the hope that good 
defined benefit schemes might be kept open. Phil Wynn Owen (DG Strategy 
and Pensions, DWP) said (8 February 2008) “The government wants to 
encourage good existing provision to stay open. It wants to send a clear 
message to employers with good defined benefit schemes: ‘We want you to 
continue’”. 

 
8. BrightonRock is an insurance company that will in the event of sponsor 

default, pay pensions in full and as promised. The form of the BrightonRock 
contract has been developed to enable DB schemes, should they wish, to 
remain open to new members retaining the risk sharing (and cost) advantages 
of the traditional scheme, and avoiding the specific problems of the newer 
DC. The annual nature of the PPF levy, together with the limitation of 
payments to partial beneficiary entitlements, precludes the PPF from enabling 
these advantages. 



 

 

 
BrightonRock, 150 Minories, London EC3N 1LS, UK 

3 

 
 

III: How will BrightonRock stop DB schemes closing? 
 
(i) Cost advantages 
 
9. The CBI has surveyed companies which have modified their DB schemes (i.e., 

closed them to new members and/or to further accruals). The most 
frequently cited reason was “volatility of future cost”. Then, in order of 
frequency of citation, came “absolute level of cost”; “regulatory environment”; 
“changes in tax treatment”; “changing nature of workforce”; and finally 
“changes made by competitor”. Our own regular surveys come to the same 
conclusions. 

 
10. It should be recognised that volatility of future cost adds to absolute cost, and 

where this volatility is spurious is entirely unproductive. 
 
11. When companies cite “costs” this includes both direct financial costs and costs 

in management time. As a result of the move into deficit and the introduction 
of the scheme specific funding regime, trustees and sponsors are often locked 
in complex and time-consuming negotiations, especially at the time of a 
corporate transaction, when management time is at a premium.   

 
12. At the same time, the new scheme specific funding regime has intensified the 

potential for conflict of interest. Trustees who are employed by the sponsor 
can easily find themselves conflicted between the needs of the sponsor and the 
needs of the scheme. For example as trustees they may demand additional 
contributions and corporate funds which the company may have intended to 
spend elsewhere – e.g. on investment.  

 
13. A second route by which the new funding regime heightens the risk of conflict 

of interest concerns Finance Directors. They, in particular, possess 
confidential information which is clearly relevant to the sponsor’s ability to 
fund the scheme. As trustees, they are legally obliged to share information 
with other trustees. If they do not disclose confidential information, they risk 
a fine.  

 
14.  The increased risk of conflict of interest has led to some company boards 

discouraging F.D.s from becoming pension fund trustees. But this subtracts 
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from the body of financial expertise available to trustee boards and increases 
the burden on the remaining trustees – and the costs of pension provision. 
The separation also makes F.Ds more open to closing the scheme. 

 
15. BrightonRock will directly reduce the cost (including in management time) of 

running a DB scheme by reducing the volatility of future costs. This is 
achieved through the long-term time diversifying nature of the BrightonRock 
contract, permitted by its capitalisation, together with the inherent risk 
sharing across insured schemes afforded by the structure of the BrightonRock 
group.  BrightonRock’s premium will be a fixed percentage of liabilities. 

 
16. The PPF levy – based as it is on the deficit, a difference statistic – is inherently 

unstable and unpredictable. The risk-based element of the levy (which should 
account for 80% or more of the total, but never yet has) is determined by a 
deficit-based under-funding measure - the difference between two large 
numbers, liabilities and assets. As such, it is very volatile, varying according to 
bond yields, equity markets, inflation, longevity, employment, wages, 
demographics and accounting rules. The risk-based levy does not yet fully 
cover this volatility risk, a possible source of future levy increases. 

 
17. Over time, the PPF levy seems set to rise, continuing the trend to date. One 

indication of the extent of this potential rise is the recent rise to 140% in the 
threshold of scheme funding at which the risk-based levy ceases to be payable, 
which indicates an annual levy equivalent cost of the PPF of £2-2.5 billion or 
higher. In the debates on the cost of the levy during the passage of the 2004 
Pensions Act the annual cost was put at just £300 million. 

 
18. The BrightonRock insurance premium will usually be higher than the PPF levy 

- as should be expected for the higher benefits coverage provided. However, 
the indications are that the disparity will fall significantly over time. The long 
term, and more predictable, nature of the BrightonRock policy also facilitates 
greater control of this cost element by a sponsor. 

 
19. The equivalent form of cost control with respect to the levy is often difficult 

to distinguish from gaming of the levy rules, which can result in ambiguity and 
distrust. Value for money has become an issue. 

 
20. The BrightonRock contract will be an asset of the scheme, by contrast with 

PPF cover. The contract has been designed to utilise elements of potential 
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recoveries and structural risk sharing, so that for most schemes it will have a 
positive value at inception. Trustees and sponsors will not only receive value 
for money, they will be able to see exactly what value they have received. 

 
21. Further, the value of the BrightonRock policy in the balance sheet will be 

inverse to the economic cycle, thus having a stabilising effect on scheme and 
sponsor valuations. If deficits develop, through say adverse capital market 
movements, the policy becomes more valuable and/or if the sponsor credit 
standing worsens, the policy becomes more valuable - diminishing scheme 
risk.  

 
22. This reduction of scheme volatility will also lower absolute costs. In addition, 

it will reduce concerns arising from the effects of consolidation of the scheme 
in company accounts under both current and proposed amendments to 
accounting standards. 

 
(ii) Security for Trustees 

 
23. Trustees are responsible for ensuring that members’ pensions are paid on time 

and in full. These responsibilities are not met by the PPF regime and this leads 
to further costs and tensions. 

 
24. BrightonRock removes these tensions, offering the reassurance of 100% 

payment of entitlements, as opposed to the PPF’s partial payments. 
BrightonRock will pay pensions immediately on sponsor failure, removing 
concerns of timeliness, and ensuring that pensioners will have no cash-flow 
problems.  

 
25. With scheme-specific funding, the principal risk is that a pension scheme will 

become an ‘orphan’ – that is, that the sponsor will fail, leaving no-one to 
make good current and future funding shortfalls. This results typically in calls 
for over-funding to cover these possibilities. With BrightonRock, because 
trustees will have the security of regulated insurance, they may be (arguably, 
should be) less demanding of the sponsor to over-fund the scheme. Over-
funding is costly to the sponsor. 

 
26. This will allow capital to continue to be used within the business or 

distributed to shareholders, as well as reducing management time spent 
focused on this generally contentious issue. It will also obviate the need to 
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seek pension fund finance on the open capital market – as has been seen 
occasionally. Finance Directors will have fewer reasons for recommending 
scheme closure as a result of the lower internal competition for scarce 
external sources of financing.  

 
(iii) Advantages for Corporate Finance 

 
27. By providing security to trustees, BrightonRock can offer companies an 

important further saving in costs. Many potential mergers are foundering at 
the door of the ‘special contributions’ requested by the trustees of the pension 
fund of the target company (Sainsburys was the best known example, where 
the trustees were asking for a reported £500 million). BrightonRock will not 
be able to resile from the proposed insurance. Trustees will therefore have the 
comfort of knowing that their scheme will still be protected from sponsor 
failure under a new sponsor. The logic is for them to greatly moderate 
requests for special contributions. Trustee demands for pension contributions 
will have much less potential as a barrier for mergers which make economic 
sense. 

 
(iv) Investment diversification 

 
28. The fourth way in which BrightonRock will reduce costs to the company is 

through the increased investment diversification which it will admit. At 
present the knowledge that in the event of company failure, pensioners will 
lose out, tends to produce a myopic, ‘safety first’ philosophy of investment 
among trustees. This trend is well documented and is very costly. It is, of 
course, detrimental to both the productivity and growth of the entity and the 
economy more generally. 

 
29. In addition, currently schemes with sponsors experiencing extreme financial 

distress or whose sponsors’ covenants are weak may be tempted to ‘go for 
broke’ with highly concentrated and risky investments. The evidence for this 
behaviour is contentious, but in the presence of a partial (and subsidising) 
guarantor, such as the PPF, it should be expected. 

 
30. The BrightonRock policy will allow trustees to fully diversify the investments 

of the fund. In the longer run, this will increase returns, thus lowering 
sponsor contribution cost, while enhancing scheme security through a 
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stronger sponsor covenant. It could – perhaps should – even result in 
enhanced member benefits.  

 
(iv) Attraction to Trustees versus Bulk Annuity 

 
31. The principal currently available insurance solution for DB pension schemes is 

bulk annuitisation. But as a highly regulated insurance activity, this is very 
expensive. The risks faced by a sponsor and scheme are effectively crystallised 
as costs in this arrangement. 

 
32. With bulk annuitisation the scheme is closed and enters wind-up; the 

legislation currently requires closure and wind-up. This process destroys the 
risk sharing properties of a DB scheme and is very costly. In an annuitisation 
wind-up there is no risk sharing possible between sponsor and member, and 
no further risk-sharing among members. The insurance pricing of bulk 
annuities reflects this situation. The absence of future contributions for a 
closed scheme is also material. This is a natural smoothing mechanism 
reducing the volatility of the scheme and the associated future costs. 

 
33. By contrast, the schemes opting for the BrightonRock contract will remain 

open for as long as the trustees desire. Many of the BrightonRock schemes 
will be those for which the current levy does not fully reflect their long run 
risks to the PPF. Moreover, the annual nature of the levy makes reflection of 
these long run risks impossible to achieve. 

 
34. Only companies with very highly funded schemes or substantial excess capital 

resources can afford to undertake a bulk annuitisation. These are 
predominantly and precisely those companies from whose strength the 
credibility of the PPF is derived. Without such members the PPF would be 
unable to operate credibly its practice of subsidising the levy costs of weak 
members. In the absence of such members, the presence of an accumulated 
deficit, which currently exceeds £600 million, is a material concern which 
reduces the credibility of the PPF. Their presence will be missed in the future. 

 
35. The legislative playing field as between the bulk annuity companies and 

solutions such as BrightonRock is currently not level. Bulk annuitisation 
removes schemes from both the risk based and administrative portions of the 
PPF levy. This offers an incentive to schemes entering wind-up relative to 
schemes opting for full insurance, where exemption only from the risk based 
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levy may currently be achieved, even though wind-up constitutes a material 
risk to the long-term viability of the PPF – far more so than the insured 
variant. 

 
36. Bulk annuitisation also has drawbacks from the perspective of social welfare, 

through the liability management exercises undertaken: many are 
disadvantaged by the conversion of entitlements of less than £16,000 to cash 
(which can be enforced in wind-up). 

 
(v) Cost savings from less regulation and more planning certainty.  
 

37. BrightonRock will save costs for schemes by removing the need for special 
valuations, such as are required by S179. In the case of multi-employer 
schemes the BrightonRock policy will also remove the many detailed 
difficulties associated with sponsor withdrawal and the S75 valuation. 

 
38. For Finance Directors, the ‘rules of the game’ under the PPF regime are 

constantly changing. But BrightonRock will them confidence in their planning 
exercises because the BrightonRock premium will be a constant proportion of 
scheme liabilities. This will enable F.D.s to evaluate the optimal financing 
arrangement over time for their DB pension scheme, in the context of the 
sponsor’s overall finances. 

 
39. The F.D. will have the comfort of the knowledge that, in troubled times, he 

has a natural ally – BrightonRock - whose interests are uniquely well-aligned 
to his own. This contrasts with other creditors, whose primary motivation is 
the recovery of debt. 

 
40. Throughout the relationship with its clients, BrightonRock will consider the 

joint position of the company and the scheme. This sound risk management. 
In times of distress, modern management usually results in measures to assure 
the continuance of some or all of the enterprise and the associated 
employment. BrightonRock has retained expertise in such turnarounds and 
reorganisations. 

 
41. By contrast as a government-sponsored enterprise, the PPF is poorly 

positioned to engage fully in this commercial private sector activity. It can be 
expected to behave broadly as might a bank in these circumstances with its 
primary concern being collection of the full amount of the S75 debt. 
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IV: Summary 
 

42. This paper has identified a number of ways in which BrightonRock will save 
costs and concerns for companies with DB pension schemes and thereby help 
sustain such forms of benefit: 

 
• The form of insurance allows retention of all of the traditional 

and efficient advantages of DB structures, most notably risk 
sharing; 

• The predictability of the premium will result in greater 
stability of future costs; 

• Its contra-cyclical value as an asset will further enhance 
stability, again lowering costs; 

• Because trustees will have the security of regulated  insurance, 
they will be less demanding on the company to over-fund the 
scheme (this will also free up management time and reduce 
costs); 

• Trustee demands for pension contributions will have much 
less potential as a barrier to economically sensible mergers 
and takeovers; 

• It will facilitate better investment diversification which will, 
in the longer run, increase the scheme’s returns. This will 
reduce costs, increase member security or increase member 
benefits – or even all three; 

• As a private sector solution, BrightonRock reduces or 
eliminates many of the problems which regulation was created 
to address. It has many deregulatory advantages;  

• Its value for money will be transparent to all; 
• It will give Finance Directors greater confidence in their 

planning decisions, and in their consequences. 
  
 

43. As Frank Field said “When Labour gained power in 1997, Britain’s 
occupational pensions were the envy of the world …. Ten years on the scene 
is one of large-scale desolation”.  This new form of insurance will enable the 
UK voluntary pension industry to regain its former position as “the envy of 
the world”. And ultimately that will reduce reliance upon the State pension 
system. 


