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Welcome to part 1 of  LCP’s new-style 
25th annual report into FTSE 100 
companies’ pension disclosures.

It is 25 years since LCP started 
publishing our analysis of FTSE 
100 pension disclosures. Much 
has changed since then. In 1993, 
virtually all FTSE 100 companies 
offered final salary pensions  
to their new hires; now not  
a single one does. 

For some companies the  
financial position of the  
pension scheme vitally affects  
the health of the company. 

Our report explores these issues  
in two parts:

Spring: A concise analysis of the key 
facts and figures revealed by FTSE 
100 companies reporting in 2017, to 
help anyone involved in preparing or 
reading accounts to understand and 
benchmark their schemes.

Autumn: Helping you prepare for the 
December 2018 year-end. This will 
explain the key issues and give you 
time to adapt ahead of the year-end.

Phil Cuddeford  
Head of Corporate 
Consulting

For the first time in years, FTSE 100 pension 
schemes have an accounting surplus.  That’s good 
news, but funding deficits remain and company 
directors are under ever-increasing pressure to 
pay more contributions.  They need to balance this 
demand against the risk of adverse consequences on 
distributable reserves, credit ratings or regulatory 
capital in light of the accounting surplus.

https://www.lcp.uk.com/pensions-benefits/publications/accounting-for-pensions-2018-part-2-autumn-report/
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Estimated IAS19 position for UK schemes of FTSE 100 companies

Executive Summary

First year-end the FTSE 100 is in “surplus” since 2007
FTSE 100 companies reported an overall pensions surplus at the end of 2017. This is a rarity;  
on the odd occasions there has been a combined surplus in the last fifteen years, market 
conditions have quickly wiped it out. It remains to be seen if the current surplus is here to stay.

We estimate the overall funding level of the FTSE 100 increased from 95% 
to 101% over 2017 – turning a £31bn deficit into a £4bn surplus.

The three key reasons for this improvement are:

• Companies contributed £13bn, more than double the cost of the extra benefits members  
earned in the year.

• Many schemes saw strong investment growth over the year. 

• Companies updated life expectancy and inflation assumptions and adopted new methods to set 
discount rates to largely negate worsening financial conditions.

We estimate the surplus figure has improved further to over £20bn at the end of April 2018.
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Companies paid over six  
times more in dividends  
than contributions
The recent collapses of BHS and Carillion 
have increased the focus on whether 
companies are paying a fair share into  
their pension schemes compared to 
shareholder dividends. 

There is a wide range of practice, 
with some paying high contributions 
compared to dividends.

There appears to be no link between 
profitability and contributions - some very 
profitable companies are paying little in 
contributions. Given recent statements 
from The Pensions Regulator and the 
Government’s DB white paper, we look 
forward to seeing if this changes over the 
next few years. For example, will more 
profitable companies “mend the pensions 
roof while the sun’s shining”?

See page 14

£80bn
In dividends

£13bn
Paid into Pension 
Schemes

Life expectancy trends reflected 
quickly
The latest published life expectancy 
tables show people not living as long as 
previously assumed. That’s good news for 
companies sponsoring pension schemes  
as pensions are not expected to be paid  
for as long.

Most companies have been quick to 
bring this ‘good news’ into their pension 
disclosures. This is a change in practice.

See page 10

Big shocks in store from IAS19 
changes - be prepared
IAS19 changed in February this year, making 
“special events” like benefit changes and liability 
management much more likely to cause a P&L 
surprise.

Possible changes to IFRIC14 rules could 
force companies to show agreed deficit 
contributions on their balance sheets. We 
estimate this could worsen FTSE 100 balance 
sheets by around £50bn, with several 
individual companies being hit to the tune  
of more than £1bn.

See pages 21 and 22

Over 2017, FTSE 
100 companies paid 
around £80bn in 
dividends, which is 
six times the £13bn 
paid to their UK 
pension schemes.

Appetite for pension risk 
continues to reduce
In 2017, companies continued to take action 
to manage their pension risk, with closures 
to future accrual, liability management 
exercises, insurance transactions and 
investment de-risking. 

The proportion of assets invested in 
equities is now under 25%, compared  
to over 60% fifteen years ago.

over 60%
2003 2018

under 25%

Equity asset allocation

See page 19

A step-change in discount rate 
approaches
We show clear evidence that companies  
are increasingly using more sophisticated 
ways to set the most important assumption, 
the discount rate.

Over the last two years, we estimate 
companies have used this to improve 
balance sheets by around £15bn.

See page 8

LCP Accounting for Pensions - Spring 2018 update



6 LCP Accounting for Pensions - Spring 2018 update

Section 1:  
IAS 19 assumptions 
benchmarking - market 
practice is changing
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Section 1: IAS 19 assumptions benchmarking  
- market practice is changing

The choice of accounting assumptions 
has major real-world consequences 
for some companies. Credit ratings, 
the ability to raise capital or pay 
dividends, the level of KPIs and (in the 
financial sector) regulatory capital can 
all be affected. 

The chart below highlights the 
range of different values FTSE 100 
companies placed on £1 pa of pension 
at 31 December 2017.

The range is big. If all companies 
moved to the lower end of this 
scale, the total IAS19 surplus could 
increase from £4bn to over £75bn, 
representing an improvement in 
funding level of around 10%.

This range only captures the three  
most important assumptions:

• Discount rate
• Inflation
• Life expectancy 

Given other assumptions also influence 
the results, in reality the possible range 
of liability values is even wider. For 
example, Next disclosed that they 
had made a change to an obscure 
assumption – “inflation volatility”.  
That was enough to more than double 
their surplus.

Companies need to understand where 
they wish to place themselves in this 
range given their constraints, and 
what they can do to appropriately 
meet that objective.

£4bn

£75bn

If all companies moved to 
lower end of the scale, the 
total IAS19 surplus could 
increase from

to around

£20

£25

£30

£35

£40

£45

£50

FTSE 100 company

Based on £1 pa pension payable from age 65 with 

inflation increases for an employee currently aged 45.

Value placed on £1 of pension to a man aged 45 by different FTSE 100 companies

40% difference

Wide range in IAS19 assumptions
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The chart below shows the vast 
majority of FTSE 100s reporting at 31 
December 2017 used a discount rate 
in the range of 2.4% to 2.6%.

In previous years, discount rates 
have hovered around a “traditional 
audit benchmark” shown by the solid 
line. At the end of 2017, companies 
have been using more sophisticated 
approaches to set this assumption 
– which we estimate has improved 
FTSE 100 balance sheets by around 
£15bn. 

Discount rates are set by reference 
to the yield of “high quality” 
(generally AA-rated) corporate bonds 
corresponding to the timing of future 
projected pension payments.

2.2%

2.4%

2.6%

2.8%

10 15 20 25
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Duration

Traditional audit benchmark

FTSE 100 Company

IAS 19 assumptions benchmarking - market practice is changing  
continued

Discount rates at 31 December 2017 above traditional audit benchmarks

It is important for companies to understand these dynamics 
and explain them to relevant stakeholders, to avoid surprises 
and inappropriate judgements being made.

Discount rates

Whilst that sounds prescriptive, it does provide 
some flexibility. Companies have been using 
this to explore:

• Data: which data provider to use for the 
universe of bonds.

• Single or multiple agency: how many 
rating agencies need to classify a bond as 
“AA” for it to be included in the data used.

• Exclusions: whether to exclude university 
and other “non-company” bonds.

• Extrapolation: what to assume beyond 
25-30 years, the point at which bond 
data runs out, despite the fact that 
pension payments continue for much 
longer.

Given all the moving parts described above, 
it’s no wonder that predictions based on 
movements in simple bond indices can be 
wide of the mark.
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RPI Inflation
The charts below show long-term 
inflation assumptions as measured 
by the Retail Prices Index (RPI) for 
companies reporting at 31 December. 
Despite an eventful year, inflation 
assumptions remained fairly stable, 
falling only slightly from an average of 
3.3% to 3.2% pa over the year.

This reflects falls in “breakeven 
inflation” – the long-term rate of 
inflation implied by market yields on 
inflation linked bonds compared to 
market yields on fixed interest bonds.

In both 2016 and 2017, most companies 
assumed future inflation will be below 
the market-implied or “breakeven” 
inflation rate by 0.2% to 0.3%. This 
assumed “inflation risk premium” is the 
difference between the RPI assumption 
and the breakeven arrow in the chart.

CPI Inflation
As no significant market in Consumer 
Prices Index (CPI) linked securities 
exists, market practice is to set an 
assumption for future CPI inflation by 
deducting a margin from the assumed 
level of RPI inflation. The chart below 
shows the range of margins for 
companies reporting in their 2016  
and 2017 year-end accounts.

Most companies have continued to 
assume CPI is 1.0% or 1.1% pa below RPI. 

There has been much talk in the 
pensions world about CPI replacing 
RPI as the index used to set pension 
increases each year. The government’s 
recent DB white paper did not include 
a statutory override to enable this. 
But to illustrate the magnitude, if it 
happened overnight, we estimate 
FTSE 100 funding levels would be 
improved by around £30bn.

IAS 19 assumptions benchmarking - market practice is changing  
continued
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75%

13%
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Life expectancy improvement tables used by companies  
at December 2017 year-end

Life expectancy

Of companies that disclosed which life 
expectancy improvement tables they 
adopted at 31 December 2017, three 
quarters used the latest “CMI 2016” 
tables, as shown by the chart opposite.

This suggests most companies are now 
updating this assumption every year 
when the new tables are published.

Annually updating for life 
expectancy improvements is 
a break from the past where 
a triennial approach was 
typically taken.

Ten years ago, life expectancy was 
increasing rapidly, increasing pension 
deficits. Now the trend has reversed,  
as shown by the chart below.

IAS 19 assumptions benchmarking - market practice is changing  
continued

Assumed life  
expectancy falling
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Life expectancy of UK men aged 65  
on the accounting date
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The charts below show:

• Life expectancy assumptions have continued the recent 
downward trend.

• There continues to be a strong link between market 
sector and the life expectancy assumptions, with health 
care and financials assuming the highest life expectancy 
and basic materials and industrials the lowest.

The continuing falls 
in life expectancy 
assumptions are good 
news for company 
balance sheets, and 
also for companies 
wanting to secure 
benefits with an 
insurer, as we have 
seen insurers reflecting 
these trends in their 
pricing.

IAS 19 assumptions benchmarking - market practice is changing  
continued
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Section 2:  
The bigger picture
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Section 2: The bigger picture

1. How significant are 
DB pensions from a 
boardroom perspective?

Introduction

We consider three key questions

IAS19 is just one measure of 
pension liabilities. An alternative, 
and much higher, measure is the 
“buy-out” cost to secure liabilities 
with an insurance company. This 
is one measure of the risk that a 
company is exposed to.

Over a third of companies have  
an estimated buy-out deficit 
above 10% of their market 
capitalisation. For these 
companies, pensions is clearly  
a boardroom issue and one for 
the viability statement and key 
risks sections of the accounts. 

The chart opposite shows the 
estimated buy-out deficit of 
the FTSE 100 companies as 
a percentage of their market 
capitalisation. 

FTSE 100 companies are still 
running significant pension risks – 
for example investing in equities 
and other growth assets.
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Clear boardroom issue

Buy-out deficit as a percentage of market capitalisation1. How significant are 
DB pensions from a 
boardroom perspective?

2. Who’s “winning” the 
battle for corporate cash: 
shareholders or pension 
schemes?

3. Are companies mending 
their pensions roof when 
the sun is shining?

We calculate that a £200bn worsening in  
buy-out deficit remains a significant possibility.

We intend to explore these questions in more detail with our summer 
2018 survey of corporate sponsors, with the results to be published 
in our autumn edition. Our initial analysis is set out below.
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In principle, the long term interests of 
both shareholders and pensioners are 
aligned, as both need the corporate to 
prosper. This question is focused on 
the use of corporate resources in the 
short term.

In 2017, dividends totalled more than 
six times the amount companies 
paid to pension schemes, compared 
to four times in 2016. Much of this 
difference is explained by the £4.2bn 
contribution paid by RBS in 2016.

The chart below shows company 
contributions paid over 2017 and 
2016 as a percentage of dividends 
distributed over those years, showing 
that the majority of companies pay 
significantly more in dividends than 
contributions.

Since BHS and Carillion failed with 
significant pension black holes, 
there has been a quantum step-up in 
scrutiny from The Pensions Regulator 
and the press. A natural question for 
CFOs is whether they need to rethink 
their cash strategy and consider 
paying more into pension schemes.

In 2017, The Pensions Regulator 
explicitly stated it will consider 
investigating where shareholder 
dividends exceed deficit contributions, 
unless the deficit is expected to be 
removed quickly and the scheme has 
a low risk investment strategy. The 
regulator’s 2018 funding statement 
has further strengthened their tone  
on this.
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The bigger picture 
continued

2. Who’s “winning” the battle for corporate cash: 
shareholders or pension schemes?

Contributions as a proportion of dividends

In 2017, 
dividends totalled 
more than six 
times the amount 
companies paid to 
pension schemes. 
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The bigger picture 
continued

We do need to be careful not to 
over-interpret such a broad metric 
as contributions versus dividends. 
The appropriate balance between 
dividends and pension contributions 
depends on a wide range of factors, 
including the size of the deficit, the 
investment strategy, and the amount 
of security provided to the scheme 
through the “covenant” of the 
sponsor plus any additional security.

The chart below looks at whether 
companies are unduly prioritising 
shareholders over pensioners.  
We compare deficit contributions  
(as a percentage of the estimated 
buy-out deficit) to dividends paid  
(as a percentage of profits). 
Companies giving shareholders 
priority will be clustered in the 
bottom right of the chart; conversely, 

the top left corresponds to those 
who are diverting more of their cash 
resources to the pension scheme than 
in shareholder dividends.

This chart is based on our very broad 
estimates of buy-out deficits, as these 
are not disclosed in annual reports.  
A small number of outliers have been 
excluded from the chart.

The chart shows a wide and diverse 
range of practice:

This chart is based on our very broad estimates of buy-out deficits, as these are not disclosed in the accounts. 

A small number of outliers have been excluded from the chart.

There is a wide 
range of practice, 
with several 
companies 
paying off a large 
proportion of their 
buy-out deficit 
and relatively low 
dividends

• Around 20 companies paid off 
more than 5% of their buy-out 
deficit in 2017, with most of these 
paying dividends of less than  
50% of profits.

• Conversely, around ten companies 
paid dividends around or more than 
their profits while plugging less 
than 10% of their buy-out deficits.

Companies paying more 
towards shareholders relative 
to their pension schemes

Companies paying more 
into their pension schemes 
relative to their shareholders
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The bigger picture 
continued

3. Are companies mending their pensions roof when the sun is shining?

Despite The Pensions Regulator’s 
guidance for companies to pay 
contributions as quickly as is 
“reasonably affordable”, traditional 
thinking has often been that strong 
companies can pay deficits off over 
longer periods – resulting in lower 
contributions each year.

The fall of BHS and Carillion, as well 
as The Pensions Regulator’s 2017 and 
2018 funding statements, and the 
government’s March 2018 DB white 
paper, are all challenging this mindset. 
After all, Carillion’s covenant had been 
classified as “tending to strong” not that 
long ago. Does this mean we are moving 
to a new paradigm of “mend your 
pensions roof while the sun’s shining”?

It’s early days, but the chart below 
provides an initial line in the sand. It 
explores whether companies making high 

profits (compared to buy-out deficit) 
are paying high deficit contributions 
(compared to buy-out deficit).

A small number of outliers have been 
excluded from this chart. 

The chart highlights that currently  
there is no evidence that contributions 
(as a percentage of buy-out deficit) 
increase with “affordability” (measured 
here as profits by a percentage of  
buy-out deficit).

• Deficit contributions were only 
enough to fill 3% of the overall  
buy-out deficit.

• Several companies with large 
profits paid little or no pension 
contributions.

Profitable companies 
putting relatively little into 
their pension scheme

No evidence (yet) 
that companies 
are “mending 
their pensions 
roof while the 
sun’s shining”

Unprofitable companies putting  
a lot into their pension scheme



17LCP Accounting for Pensions - Spring 2018 update

Section 3:  
What are 
companies doing?
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Fewer than half of FTSE 100 
companies provide any form of 
ongoing defined benefit accrual  
to any of their UK employees.

Where companies have chosen not to 
close their pension schemes entirely 
to future accrual, some have made 
changes to limit future accrual. For 
example, Imperial Brands introduced  
a salary cap on benefits.

25 years ago virtually all FTSE 100 
companies offered traditional final 

salary pensions to their new hires;  
now not a single one does. However, 
there are currently three FTSE 100 
companies who offer a form of 
defined benefits as standard to new 
recruits: Croda, Johnson Matthey  
and Morrisons.

During their 2017 accounting year,  
ITV, GKN, Marks & Spencer and 
Reckitt Benckiser closed to accrual, 
and International Airlines Group 
announced that one of their schemes 
would close to accrual during 2018.

Section 3: What are companies doing?

Companies taking action to manage liabilities and risks

38

44

18

No defined benefit (DB) scheme 
or non-UK DB scheme only

UK DB scheme closed to accrual

UK DB scheme open to accrual

Current pension provision by FTSE 100

Fewer than half of FTSE 
100 companies provide 
any form of ongoing 
defined benefit accrual 
to any of their UK 
employees.
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De-risking of investments has 
continued apace, with the proportion 
of assets invested in equities falling 
by 4% in 2017, continuing the trend in 
recent years shown in the chart below.

As well as stopping or reducing the 
build-up of further defined benefit 
pensions, FTSE 100 companies have 
continued to look at other ways of 
reducing the risks associated with 
promises that have already built up.

• Old Mutual, 3i, Pearson and 
Ferguson carried out buy-in 
transactions to insure pension risk 
with insurance companies.

• AstraZeneca completed a pension 
increase exchange (“PIE”) exercise, 
under which pension scheme 
members could opt to change the 
pension increases received. They 

also introduced a letter of credit 
to give additional security to the 
pension scheme.

• SSE disclosed that they agreed 
a rule amendment with the 
trustees. This removed a previous 
“IFRIC14” issue that had prevented 
the company from being able 
to recognise a current or future 
projected surplus as a balance sheet 
asset. This improved the balance 
sheet by £263m.

Barclays have assumed that over  
40% of the remaining obligations  
for deferred members are expected  
to transfer out over the next four 
years. This is on the back of more  
than £4bn having been paid out  
to such members during 2017.  
This new assumption increased the 
IAS19 liability by around £600m.

What are companies doing? 
continued
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Section 4:  
Balance sheets and P&L 
threatened by accounting 
standard changes
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In February 2018, changes to the 
pensions accounting standard IAS19 
were published, coming into force for 
2019 accounts. These will require a 
more complex and less transparent 
approach to the calculation of the 
pension cost after a “special event” 
such as a benefit change, redundancy 
exercise, or buy-out of liabilities. 

Specifically, where one of these events 
has occurred, triggering a past service 
cost or settlement, the pension cost 
from that point in the year onwards 
will be calculated using the actuarial 
assumptions and asset values at the 
time of the event. This is sometimes 

known as the “stop and restart” 
approach, and is a change from 
current practice where assumptions 
at the start of the financial year are 
generally used.

Guidance on materiality with these 
new rules could be the key challenge. 
Going forwards, even a very small 
change to the pension scheme – such 
as a minor adjustment to pension 
increases or an enhancement to a 
single member – could have a large 
and unpredictable knock-on impact 
on the P&L. Companies will need to 
carefully consider these new rules to 
avoid surprises in 2019 and beyond.

Section 4: Balance sheets and P&L threatened  
by accounting standard changes

P&L surprises: a new IAS19 rule will 
complicate budgeting from 2019

Minor adjustments to the pension scheme 
could have a large and unpredictable 
knock-on impact on the P&L.
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Balance sheets and P&L threatened by accounting standard changes 
continued

IFRIC14 can threaten companies with 
huge increases to their balance sheet 
liabilities. Where an IFRIC14 restriction 
applies, instead of disclosing the 
accounting deficit, the company’s 
liability instead broadly reflects the 
funding deficit – which can be much, 
much larger.

Unfortunately, IFRIC14 depends on 
technicalities. Minor differences in a 
pension scheme’s rules can lead to 
different treatment. At some point in 
2018 we may receive new draft rules 
that are more “principles-based”: there 
is a good chance that this could mean 
IFRIC14 becomes a real issue for the 
majority, rather than the minority, of 
corporate DB pension sponsors.

If a revised IFRIC14 meant that all 
FTSE 100 companies were caught 
by it (this appears to be a possibility 
at this stage) then we very broadly 
estimate that the IAS19 balance sheet 
position of the FTSE 100 as a whole 
could worsen by around £50bn, with 
several individual companies being hit 
to the tune of more than £1bn.

For some companies this could 
materially affect their distributable 
reserves, regulatory capital and  
credit rating.

This in turn could further complicate 
the challenge of agreeing deficit 
contributions with trustees (since the 
result of a valuation might then have 
an immediate and large effect on the 
corporate balance sheet).

Corporate balance sheets:  
big shocks on the horizon

Could become a real issue 
for the majority, rather 
than the minority.

Changes to IFRIC14 accounting rules  
could worsen balance sheets by £50bn. 
Companies need to prepare for this over  
the coming months.
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