
There has been much alarmist
speculation in the press recently about
the size of the levies that defined benefit
pension schemes will be required to pay
to the Pension Protection Fund (PPF)
from next April. The truth of the matter 
is that, whilst the potential for some
schemes would indeed appear to be
large, no one can yet be certain as to 
the exact level of payment any particular
scheme will be required to make. This
Buck Issues looks at the draft proposals
put forward by the PPF for consultation,
on which final decisions are expected to
be announced by 30 November.

Summary introduction
The initial Pension Protection Fund
(PPF) levy for the year from 1 April
2005 to 31 March 2006 (2005/6 year) 
is purely membership-based,
calculated as £15 for each active and
pensioner member and £5 for each
deferred member. In addition, there 
is an administration charge that varies
between £0.74 and £2.50 per member. 

Invoices will be sent out by the
Pensions Regulator once the scheme
returns that are being issued this
summer are returned and processed.

Legislation is such that, ultimately, 
80% of the levy raised should be on a
risk-related basis. The PPF believes it is
appropriate to move to this as soon as
possible and is proposing a transitional
basis for the year 1 April 2006 to 31
March 2007 (2006/7 year) onwards. 
It has issued a consultation document
setting out what it has in mind and is
seeking responses by 4 October 2005.
It aims to publish responses to the
consultation, together with an outline
of the final proposed levy structure 
by 30 November 2005.

In outline, its proposals for the 2006/7
year are as follows.

■ They will assess the total levy they
need to raise. 

■ 20% of this – the scheme-based
element – will then be collected by
a flat percentage charge on the PPF
liabilities of all schemes.

■ The balance of 80% – the risk-based
element – will be collected using a 

formula that depends on the
solvency of schemes in relation 
to their PPF benefits and the
perceived risk of the sponsoring
employer suffering an insolvency
event during the year.

■ To the extent that accurate solvency
figures for PPF liabilities have not
been calculated and submitted to
the PPF, assumptions will be made
from the minimum funding
requirement (MFR) data that will
have been submitted on the new
scheme returns.

■ The risk of an employer insolvency
event will be determined by an
external credit rating agency. D&B
has subsequently been appointed
by the PPF for an initial period of
two years. 

■ At this stage, it is not possible to
give an indication of the monetary
amount of levy that any individual
scheme will incur, as the PPF has
yet to assess its levy requirement
for next year. 

■ Nevertheless, all schemes will be
expected to pay something, and 
it is clear that the differential
between well-funded schemes for
very strong employers and weakly-
funded schemes for very weak
employers will be sizeable. The risk-
based levy as a percentage of a
scheme’s PPF liabilities could range
from 0.001% to 3.0% – a factor of
3,000.

The remainder of this document
provides some further detail on 
the proposals. 
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Introduction 

The PPF has developed its levy proposals based on principles 
of fairness, simplicity and proportionality. However, the initial
proposals for the 2006/7 year will inevitably be modified in the
future as more data becomes available and it is able to draw
upon past experience.

For 2006/7, its first requirements will be to:
■ assess the total levy requirement for the year. It aims to

publish this by 30 November 2005, along with the responses
to the consultation exercise and an outline of the final
proposed levy structure;

■ determine the total PPF liabilities of all schemes (either using
PPF valuation figures provided by schemes or by adjusting
MFR liability figures that will be provided on the new scheme
returns). The MFR liability figures are those disclosed at the
last actuarial valuation available at the time of completing the
return.

This base data will then be used to derive the formulae for the
two components of the levy, the scheme-based element and 
the risk-based element. 

1. The scheme-based element 

20% of the total levy will be raised from the scheme-based
element. It is proposed that this should be distributed purely 
by size of PPF liabilities, rather than involving other factors,
such as membership size.

A factor of:

will therefore be applied to each scheme’s PPF liabilities to
ascertain its scheme-based levy. 

The consultation document gives an example scheme-based
levy of £60 per £1 million of PPF liability. However, there can 
be no certainty around this figure.

2. The risk-based element 

80% of the total levy will be raised from the risk-based element.
The formula to ascertain the amount to be collected from each
scheme will take into account two key risk elements:

a) The scheme underfunding risk
This will be based on the level of scheme solvency in relation 
to PPF liabilities and will be calculated as:

subject to a minimum amount of 1% of the scheme’s PPF
liabilities.  

The minimum will apply whenever the PPF solvency level is
104% or above and has been introduced because it is felt that
all schemes may ultimately fall into the PPF, no matter how well
funded they may be at the moment. 

b) The employer insolvency risk
The PPF proposes to measure employer insolvency by
appointing an outside credit rating agency, credit scoring
institution or credit insurer – it has subsequently been
announced that D&B has secured the initial two-year contract –
and asking it to rate employers into ten bands, based on the
assumed probability of employer insolvency within one year. 

The highest risk will be capped at 15% to lessen the risk 
of the levy pushing employers who are very poorly rated 
into insolvency. The probability of insolvency for employers 
in the most highly-rated band (that is the least likelihood of
insolvency) would be 0.13%. The table below gives an indication
of what may be involved.
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The PPF levy consultation
2006/7 year – proposals in more detail

Insolvency 
risk band

Equivalent
credit rating

Assumed probabilty of
insolvency in year

1
2
3
4
5
6
7
8
9

10
Generic

aaa to a-
bbb+ to bbb-
bb+ to bb
bb-

b+

b
b-
ccc
Average

0.13%
0.60%
1.25%
1.70%
2.35%
3.40%
4.75%
6.60%
9.75%

15%
To be determined

105% of value 
of PPF liabilities less Value of assets

20% x overall levy 
requirement divided by overall PPF liabilities
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It is understood that the chosen agency would be able to rate
the vast majority of sponsoring employers. For the very small
minority of cases where such a rating could not be obtained, 
a generic band will be created once the nature of the
constituent employers has been determined. It was originally
suggested that the employers of schemes with less than 100
members might not have their insolvency risk taken into
account to avoid the imposition of undue burden on such
schemes. However, since the proposed assessment basis will
not involve individual schemes or employers in any additional
work, such an exemption is no longer considered appropriate.

The PPF is confident that a similar methodology can be
adapted to apply to charities and not-for-profit organisations
where market solutions may not apply.

Formula for the risk-based element 

In principle, the risk-based levy for each scheme would be
based on a formula of:

where the levy scaling factor is such a figure as is required 
to ensure that the aggregate risk-based levy for all schemes 
is equal to 80% of the total levy requirement for the year.

However, the PPF proposes to apply an individual risk-based
levy cap that would apply to schemes in the highest two
employer insolvency risk bands (9 and 10) and where PPF
funding levels are below 65% and 80% respectively. The
intention is that this would further minimise the risk of an
unacceptably high levy forcing an employer into insolvency. 

The table below taken from the PPF consultation document
shows the risk exposure expressed as a percentage of PPF
liability, assuming the scaling factor is 1 and no scheme is
subject to the risk-based levy cap. It is suggested that if the
scaling factor remains 1, the cap percentage would be 3%, 
and would apply to schemes falling within the red boxes 
in the top right-hand corner of the table.

There seems to be some ambiguity in the published proposals
as to how the application of this cap will impact upon the
distribution of levy payments. Nevertheless, it is clear from 
the table that the differential between well-funded schemes 
for strong employers and weakly-funded schemes for weak
employers will be sizeable. The risk-based levy as a percentage
of the schemes’ PPF liabilities could range from 0.001% to 3.0%
– a factor of 3,000. 

The PPF expects the levy structure and the measures to
determine the risk factors to become more sophisticated over
time. It will annually review each aspect of the levy structure,
consulting with all stakeholders as appropriate. In particular, 
it sees the need to introduce an asset allocation risk factor as
soon as practicable.

Risk exposure as a percentage of PPF liabilities

Source: Board of the Pension Protection Fund

Scheme 
underfunding risk x xEmployer 

insolvency risk
Levy scaling 

factor

0.057%
0.052%
0.047%
0.042%
0.036%
0.031%
0.026%
0.021%
0.016%
0.010%
0.005%
0.001%
0.001%
0.001%
0.001%

50%
55%
60%
65%
70%
75%
80%
85%
90%
95%

100%
104%
110%
115%
120%

Fu
nd

in
g

 le
ve

l

Insolvency risk band

0.264%
0.240%
0.216%
0.192%
0.168%
0.144%
0.120%
0.096%
0.072%
0.048%
0.024%
0.005%
0.005%
0.005%
0.005%

0.550%
0.500%
0.450%
0.400%
0.350%
0.300%
0.250%
0.200%
0.150%
0.100%
0.050%
0.010%
0.010%
0.010%
0.010%

0.748%
0.680%
0.612%
0.544%
0.476%
0.408%
0.340%
0.272%
0.204%
0.136%
0.068%
0.014%
0.014%
0.014%
0.014%

1.034%
0.940%
0.846%
0.752%
0.658%
0.564%
0.470%
0.376%
0.282%
0.188%
0.094%
0.019%
0.019%
0.019%
0.019%

1.496%
1.360%
1.224%
1.088%
0.952%
0.816%
0.680%
0.544%
0.408%
0.272%
0.136%
0.027%
0.027%
0.027%
0.027%

2.090%
1.900%
1.710%
1.520%
1.330%
1.140%
0.950%
0.760%
0.570%
0.380%
0.190%
0.038%
0.038%
0.038%
0.038%

2.904%
2.640%
2.376%
2.112%
1.848%
1.584%
1.320%
1.056%
0.792%
0.528%
0.264%
0.053%
0.053%
0.053%
0.053%

4.290%
3.900%
3.510%
3.120%
2.730%
2.340%
1.950%
1.560%
1.170%
0.780%
0.390%
0.078%
0.078%
0.078%
0.078%

6.600%
6.000%
5.400%
4.800%
4.200%
3.600%
3.000%
2.400%
1.800%
1.200%
0.600%
0.120%
0.120%
0.120%
0.120%

Funding
level %

1
0.13%

2
0.60%

3
1.25%

4
1.70%

5
2.35%

6
3.40%

7
4.75%

8
6.60%

9
9.75%

10
15%
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It is impossible at this stage to determine what the levy will be
for a scheme because we do not know what the levy scaling
factor will be. However, assuming it is 1, for a scheme with the
following financial status we have determined an illustrative
figure of a risk-based element: 

The risk-based levy in this example is calculated as £20 million 
x 0.408% x 1, giving a levy of £81,600. Don’t forget the scheme-
based element sits on top.

Again, as an illustration, paying £2 million into the scheme
(ensuring it is taken into account for levy purposes, and with no
change in insolvency risk) would improve the funding level to
85% and therefore would reduce the risk-based levy to £54,400
(a saving of £27,200). We cannot stress too much that these
figures are illustrative and you need to seek advice appropriate
to your scheme.

Multi-employer schemes

Schemes where more than one employer participates can be set
up on a non-sectionalised basis or be split into discreet
sections, in each of which one or more employers may
participate. 

In either type, if one employer in the scheme or in a section
becomes insolvent or ceases to participate, there may be a
requirement in the scheme rules to segregate assets and
liabilities in respect of that employer. In that case, the PPF
provisions would normally apply in relation to the employer 
as if it were a single employer scheme.

In other cases, the trustees may have the option of choosing 
to segregate and if they did so, again the PPF would be similarly
involved. If there is no option to segregate or the trustees
choose not to, the PPF would only come into play once all
participating employers had suffered an insolvency event. 

The risk to the PPF is thus heavily dependent on the nature 
of the scheme and then possibly upon the strength of all the
participating employers. In due course, it is intended that the
levy structure will take good account of individual scheme
profiles but for next year, sufficient information will not be
available.

It is therefore intended that, for the 2006/7 year, the levy will 
be based on the insolvency risk of the largest employer in the
scheme, as this is likely to be the most significant factor. For
subsequent years, the approach will be as per the table below. 

No requirement or
discretion to segregate
on insolvency

Discretion to segregate
on insolvency

Requirement to 
segregate on insolvency

Segregation provision
Scheme structure

Sectionalised Non-sectionalised
Underfunding risk Insolvency risk Underfunding risk Insolvency risk

Separate levy valuation
undertaken for each
section of the scheme

Assessment of risk of all
employers within each
section of the scheme
becoming insolvent

Average of insolvency
ratings for the whole
group within each 
section

One levy valuation
undertaken for whole
scheme

Assessment of risk of 
all employers within the
scheme becoming
insolvent

Average of insolvency
ratings for whole group

Proposed approach to multi-employer schemes

Source: Board of the Pension Protection Fund

PPF liabilities £20 million

Assets £15 million

Funding level 75%

Employer insolvency risk band 4



The proposed basis of determining both
the scheme-based and risk-based
elements of the levy will depend on the
value of PPF liabilities under a scheme.
The PPF has issued guidance prescribing
the basis (which is close to insurance
company buyout) on which PPF liabilities
are to be calculated for the purpose of
determining the levy. 

The results of a valuation on this basis
will have to be submitted to the PPF by
31 December 2005 if the results are to 
be used for determining the 2006/7 
year levy. A levy valuation can be as 
at a relevant time not earlier than 
1 November 2004, and the results must
be submitted within 12 months of the
relevant time. It is acknowledged that
the majority of schemes will not have
completed such a valuation by the end 
of this year. 

In the absence of such a valuation, the
levy for the 2006/7 year will be based 
on MFR valuation figures supplied to 
the PPF in the scheme returns being
completed during the summer of 2005.
This MFR information will be adjusted by
the PPF to allow for some key differences
between full scheme benefits and the
benefits that would be payable under the
PPF, and the different assumptions used
under the MFR basis compared to the
PPF-prescribed basis. The liability figures
will then be further adjusted to allow 
for nominal earnings increases since the
last MFR valuation, and the assets will 
be updated to take into account index
movements. The full details of how
figures will be adjusted are yet to be
decided. 

Schemes which have already completed
an MFR valuation for an effective date 
of 1 November 2004 (or later) could 
use the same base data to obtain a PPF
valuation, although it is likely that
significant additional membership data
will be required to identify the PPF
liabilities. Whether it would be in a
scheme’s interest to incur the additional
cost of an additional valuation will
depend on circumstances. If significant
additional deficit funding payments have
been made since the last valuation, for
instance, it may well be advantageous.

Under the legislation as it stands,
schemes would not have to undertake a
PPF levy valuation until as late as 5 April
2008 (with submission by 5 April 2009).
However, the PPF is proposing to
request that the latest submission date
be brought forward to 31 December
2006. In this way, from 2007/8 onwards,
the levy would be based on consistent
data across all schemes. The PPF is
encouraging schemes to undertake a
levy valuation as soon as possible. For a
great number of schemes, this means 
the additional cost of an out-of-cycle set
of calculations. Given that any PPF levy
valuation will need an audited statement
of assets, in practical terms, we believe
that any scheme with a last valuation
date between 1 July 2003 and 30 October
2004 will need an out-of-cycle set of
figures.

We show below examples of the options
that exist for a number of schemes.

Last valuation date: 6 April 2005. The
options are around the date of
submission. If the valuation is completed
and submitted before 31 December
2005, the risk-related levy for the 2006/7
year will be based upon it. If it is
submitted between 1 January 2006 and 
5 April 2006, the levy for 2006/7 will be
based on prior MFR figures. If not
submitted by 5 April 2006, an extra PPF
valuation will be required. The real issue
is whether to submit a PPF valuation
before 31 December 2005 or not.

Last valuation date: 6 April 2004. The PPF
liability cannot be calculated as at the
valuation date. The next valuation is
normally due as at 6 April 2007. An
additional PPF valuation will need to be
submitted prior to 31 December 2006.
The practical options are figures as at 
6 April 2005 or 6 April 2006. However,
submission must be within 12 months of
the valuation date (shortened to under
nine months if 6 April 2006 is used). 

Last valuation date: 6 April 2003. The next
valuation is due at 6 April 2006. PPF
figures can be calculated at this date and
must be submitted before 31 December
2006. 

You should discuss the alternatives for
your own scheme with your Scheme
Actuary. 
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Assessment of PPF liabilities and solvency
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