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Selected Highlights from OECD Seminar on Reforming Pension Benefit Protection Schemes 

2
nd

 July, OECD Paris 

 

Overview 

The OECD Seminar on Reforming Pension Benefit Protection Schemes was held at the OECD 

headquarters in Paris, on 2 July 2007. This was the first in a series of seminars organised by the Working 

Party on Private Pensions which will provide OECD delegates with the opportunity to discuss specific 

topics of particular relevance to pension policy with international experts in the field. The seminar on 

Pension Protection Schemes brought together the heads of most of the schemes operating in OECD 

countries for the first time, allowing them to share their experiences with each other and with 

representatives from other OECD countries interested in following a similar policy path. 

The seminar was attended by about 130 participants, including OECD delegates, representatives of 

pension research institutes and journalists.  The seminar was composed of three main sessions focusing on 

major themes relating to pension protection funds: (i) independence; (ii) premium setting; (iii) protecting 

the protectors. The Agenda of the conference and power point presentations are available on the OECD 

website. 

Opening Remarks 

Welcome and introductory remarks were provided on behalf of the OECD by Mr. André Laboul, 

Head of the OECD’s Financial Affairs Division, and Mr. Ambrogio Rinaldi, Chairman of the Working 

Party on Private Pensions. Mr. Laboul highlighted that the debate surrounding the role of pension 

protection schemes is on-going, especially within the framework of strengthening funding and investment 

regulation. One of the more important objectives is to make these schemes efficient and effective – two 

words used extensively at the OECD - yet this is particularly difficult when considering the challenges 

which these schemes have to face (moral hazard, adverse selection or systematic risk to name the main 

ones). The focus of the seminar is therefore how to deal with these challenges. But while the goal of 

protection schemes is mainly to mange the consequences of pension fund bankruptcy, efforts to prevent 

such bankruptcies and prevent underfunding should not be forgotten – including through appropriate 

regulation, which is promoted by  the OECD through the development of guidelines, such as the recently 

issued ‘Guidelines on Funding and Benefit Security’. Indeed the protection schemes themselves call for 

adequate funding and investment regulations, which reduce the risks they face and enable them to 

intervene less. Mr. Rinaldi welcomed the representatives from the pension protection schemes and offered 

to host future meetings between the group to allow for continuing on-going dialogue between the schemes, 

which represent an important element of the framework for protecting members of pension plans in their 

respective countries.  

Further opening remarks were provided by Mr. Lawrence Churchill, Chairman of the UK’s Pension 

Protection Fund, who also acted as Chairman of the seminar.  Referring to the OECD’s recent working 

paper ‘Benefit Security: Pension Fund Guarantee Schemes’, Mr. Churchill pointed out that although all the 

protection schemes represented at the seminar have a common objective – to protect benefits for scheme 

members in private pension schemes - each is the product of special local circumstances which gave rise to 

the need to establish a protection regime. He then went on to provide a series of slides comparing the 

different schemes. 
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Investments
* - UK figure for 2008/09 represents schemes already in Assessment period

COUNTRY ASSET 

ALLOCATION(%):

FIXED  /  EQUITIES

Assets 

(€)

(Date)

US 77/ 23 45bn 2006

Canada 100 / 0 203m 2005

UK 70 / 30 1.12bn

6bn

2007

2008/09*

Germany 84 / 16 963m 2005

Sweden 67 / 32 1.6bn 2005

Switzerland 65 / 35 165 2006

Preliminary Information – Average Compensation

COUNTRY No of pensions in 

payment

Annual Total 

(€)

Average per person 

(€)

US 683,000 2.7bn 3,950

UK 1,300 9m 6, 850

Germany 440,000 662m 1,500

 
Mr. Churchill outlined how the role of pension funds is increasing in all countries and the demand for 

guarantees from pension fund members, and indeed the public at large, is increasing.  Yet suppliers of 

guarantees are naturally hesitant (given increases in longevity etc.).  As pension systems increasingly move 

from public to private provisioning, a major challenge for protection schemes is to stop public guarantees 

creeping back in.  Given around 75millon individuals worldwide are covered by these protection schemes, 

their successful functioning is certainly important for the social welfare and economy of the countries in 

which they operate. 

 

Finally, Mr. Churchill pointed out three key lessons which the PPF in the UK learnt from the US scheme, 

the PBGC, and which formed the main topics covered in the seminar: 

 

 Keep a distance from politicians; 

 

 Set a levy which is based on risk; 

 

 Take steps to avoid moral hazard. 

Session 1: Independence  

USA 

The first session was moderated by Fiona Stewart of the OECD. The session was opened by Mr. Vincent 

Snowbarger, Interim Director, PBGC in the USA, speaking on the topic of ‘Political intervention – lessons 

learnt’. Mr. Snowbarger pointed out that one of the main challenges for the PBGC in the USA has been 

operating in an environment which offers numerous opportunities for political involvement (for example, 

the pensions law, ERISA, is overseen by many bodies – Department of Labor, Treasury etc.-; levies are set 

by Congress; the PBGC Director is a political appointee; other cabinet Departments become involved 

when there is a major bankruptcy in their sector – e.g. the Department of Transportation with an airline 

bankruptcy etc.). 

 

However, despite the political involvement, Mr. Snowbarger discussed how the fiscal relationship between 

the PBGC and the federal government is not clear. If forced to annuitize all of its liabilities tomorrow, the 

PBGC would be insolvent. Indeed, decades down the line the PBGC could run out of funds, but it is not 

clear who will be left to cover the ultimate liability – an issue which has also not been addressed in regards 

to the PPF in the UK. Another element of the PBGC’s structural funding challenge comes from the number 

of retirees and terminated vested participants in insured defined benefit plans now surpassing the number 

of active members. Consequently, how will plans ever make up their underfunding?  
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Mr. Snowbarger highlighted how these structural challenges partly stem from the lack of clarity over the 

PBGC’s mission – an issue which many of the other protection schemes also face. Is the PBGC an 

insurance company?  If so, it is hampered from operating on a truly commercial basis by the levy 

restrictions applied by Congress (e.g. though the flat rate premium was recently raised from $19 to $30 per 

head it would require a flat rate premium of $80-90 per head for the scheme to become commercially 

viable over the next 10 years).  Is the PBGC designed as a means of economic policy, to support certain 

industries? Is it an instrument of social policy, supporting certain workers and jobs? The question was also 

posed that, if so, why are pensions afforded a protection scheme but not health packages? 

 

The challenges of running these schemes in practice is also clear from the US experience, and, as Mr. 

Snowbarger stressed,  in all countries in which pension plans are voluntary. If the protection requirements 

are too onerous, there is a danger that employers will stop sponsoring plans altogether, leaving workers 

less well covered and less protected in retirement. The new rules in the US, passed by the Pensions 

Protection Act of 2006 (PPA), demonstrate this challenge. Though offering better protection for the PBGC, 

there are fears that they may be a catalyst for better funded schemes to freeze or to annuitize and close 

down. The new PPA charges to employers who terminate an underfunded plan in bankruptcy ($3750 per 

member) have been challenged which shows the difficultly of interacting with bankruptcy law.  

 

 

UK 

The potential interaction between protection schemes and other forms of pension regulation and 

supervision was then discussed by Mr. John Ashcroft from the Pensions Regulator in the UK and Mr. 

Andrew Young from the UK Government Actuary Department in their presentation on ‘How protection 

schemes interact with regulation and regulators’. 

 

The Pension Protection Fund (PPF) in the UK and the Pensions Regulator (TPR) were established at the 

same time and work closely together to provide protection for pension beneficiaries in the UK.  Mr. Young 

pointed out that the Pensions Regulator sees the PPF as part of a sustainable environment for DB plans, 

(not a mechanism to manage their closure), and has the welfare of the PPF as one of its own objectives. 

TPR therefore sees tackling moral hazard as a key challenge. Strong but flexible funding rules are one tool 

and the capping of PPF benefit levels also seen as fundamental (as insuring full benefis would be too 

expensive). Smoothing annual claims over time to avoid swings in levy charges was also seen as 

important. 
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Moral hazard (1)

• There is a significant moral hazard in introducing 
pension insurance

• Three types of moral hazard 

 pension scheme benefits may be manipulated before entry 
into the PPF to maximise the level of compensation 
increasing the COST of claims

 increasing NUMBER of claims by employers dumping 
scheme liabilities on the PPF

 increasing the COST of claims by employers organising their 
affairs so that the pension scheme has a reduced claim on 
the employer in the event of insolvency

 

 

TPR works closely with trustees, promoting good governance, and the funding of pension plans in the UK 

has improved. The intension is the PPF will cover volatility in funding levels rather than systemic 

underfunding.  

 

Mr. Ashcroft went on to explain that one key of the elements of TPR’s expanded powers is its ability to 

become involved in corporate transactions should these have the potential to affect a company’s pension 

fund. Via the clearance process, companies can check that the regulator will not use their powers should 

they undertake a certain transaction –with the threat of action proving an effective tool (at much lower 

costs to the regulator) as pension debt is increasingly being seen  as an important consideration in corporate 

deals. A large number of skilled people (insolvency specialists, corporate lawyers etc.) have been seconded 

to TRP to help with their increased powers and roles. 

PPF : Lessons from international experience

• A Pension Insurance fund needs as much financial freedom as 
possible.

• Flexible process for setting the levy 

• need for risk-related levy

• need ability to take a long term view

• Financial importance of a few large claims.

• Do not guarantee full scheme benefits.

• Ensure the members of pension schemes are not affected by 
delays in rescuing their scheme.

• Moral hazard must be addressed both in relation to the rules of 
the pension scheme and corporate operations.

• Operate like a pension scheme to enable annual claims to be 
smoothed over time and avoid large changes between years in 
the levies on employers.

• Strong scheme funding required to protect the Insurance 
arrangement.

 

 

The discussion at the end of the session included a return to the issue of corporate transactions and 

specifically how private equity ownership could potentially impact on pension promises made by plan 

sponsors. Mr. Ashcroft pointed out that, although there is not enough evidence to show that one type of 

corporate ownership results in greater claims to the PPF, if a private equity deal were to increase the 

leverage of a company to the extent that future pension payments became less secure, TPR would expect 

the trustees of a company to demand suitable action to protect the pension fund.   
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Session 2: Premium Setting  

Switzerland 

The second session looking at premium setting was moderated by Mr. Vital Stutz, Chairman Board of the 

LOB Guarantee Fund in Switzerland, who also provided some opening remarks on the protection scheme 

in his country. The Swiss protection scheme, the LOB, is unusual in that it provides compensation for 

schemes with an unfavourable age structure, as well as insolvency benefits (triggered by a number of 

factors including claims or loans to the employer and losses on real estate or securities investments). 

 

The LOB provides a good example of the importance of flexibility and adjusting operations to deal with 

developments over time. Mr. Stutz explained that the scheme proved over cautious in the 1980’s, with 

premiums set to high. A balance was found in the early 1990s but later in the decade expenditure rose 

beyond expectations. The scheme has changed its premium mechanism again and is now back in surplus. 

However, the Mr. Stutz claimed that the LOB still does not feel that it has satisfactorily answered the 

question of how much capital a protection scheme should hold (1 year reserves, 10 years?). 
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UK 

Mr. Partha Dasguptha, Chief Executive of the new protection fund in the UK – the PPF- then spoke on the 

subject of ‘Setting the risk-based levy’.  First, he outlined how his organisation has attempted to learn 

lessons from the longer established PBGC in the USA.  Since its foundation in 2004, it has been made 

clear that the PPF is self-financing and receives no financial guarantee from the UK government. Given the 

PPF does not have priority creditor rights and gets little back from the insolvency process (only around 6% 

of claims); the scheme has to rely on the levies it collects for its income, until such time as its assets 

become material (estimated 2010).  

 

Yet Mr. Dasgupta pointed out that there is some political involvement as the UK government places a 

ceiling on the amount of levy that can be charged, thereby balancing PPF independence with reassurances 

to industry that levy charge will not increase suddenly in future – i.e. trading efficiency and affordability. 

The PPF cannot charge above what has been deemed an ‘affordable’ level of premiums without going back 

to parliament, with the ceiling currently set at 770m GBP. Though the fundamental principle for setting the 

levy is that is must be fair, proportional and transparent, the PPF were also obliged to consider certain 

factors in setting their risk-based levy (which must make up 80% of the total charge) – i.e. the level of plan 

underfunding (measured on the secured level of PPF benefit in the insurance market) and the potential 

insolvency of the plan sponsor (the modelling of which has been outsourced). 
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In order to understand the nature of the risks it is facing and to set the levies as effectively as possible (a 

task  made even more difficult by the lack of accurate data), Mr. Dasgupta explained how the PPF uses 

stochastic modelling (LTRM- long term risk model, similar to the PIMS model of the PBGC) looking at 

what claims under different scenarios could be – a difficult task as the scheme is effectively modelling over 

a 50-60 year, multi economic cycle period (for example the credit derivatives markets look out only 15-20 

years) and dealing with skewed distributions. The PPF has found that its exposure is concentrated, with the 

top 40 pension plans making up 1/3 of the PPF’s potential liability. Given that none of these plans is in the 

high probability range, the short term exposure of the protection scheme appears limited (which is 

consistent with the PPF and international experience), but it is the potential catastrophic risk of these funds 

which drives the premium level. The UK Pensions Regulator therefore needs to focus on these top 40 plans 

to ensure they are well funded. The volatility of funding levels is also a major driver of premium levels, 

given this has swung from a 160bn GBP aggregate deficit as of January 2003 to a surplus 78bn GBP in 

May 2007. It is this inherent volatility in the system which the PPF is trying to cover. 
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PPF is exposed to extreme tail risk for a concentrated number of schemes. To cover the 99 percentile, 

funds of 4billon GBP would be required. This ‘tail risk’ again raises the philosophical questions of what 

these protection schemes are designed for - social protection, full insurance, catastrophic risk cover? How 

safe should the safety net be, and who decides, is an important question which drives the balance between 

the efficiency of these protection schemes and their affordability.  
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Germany 

Mr. Martin Hoppenrath, Chairman Board, PSVaG in Germany, then continued the session, speaking on the 

topic of ‘Premium setting under new funding arrangements’. In introducing the PSVaG, Mr. Hoppenrath 

explained that the scheme is not a government authority, but is a self-financed mutual organisation of 

employers. It is one of the older schemes, having been operating since 1974, covering pensions financed by 

book reserves, support funds (Unterstützungskasse), direct insurance with revocable rights or policy loans 

and pension fund (which pay reduced premiums) since 2002, reflecting recent changes in the German 

pension system. The PSVaG has also covered corporate pension insolvencies in Luxembourg since the 

same year. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Mr. Hoppenrath went on to highlight how the recent challenge of the PSVaG in Germany has been moving 

to a new funding system. Until 2005 the scheme operated on a PAYG basis, but with vested entitlements 

mostly coming due in the next 10-15 years, increasingly insolvencies, and changes in the German pension 

system in recent years threatening to reduce the contribution base, the decision was taken to move to a 

funded system.   

 

Mr. Hoppenrath explained how ‘old obligations’ of €2.2bn will be covered by a one-off charge, levied over 

the total premiums paid in 2005 (which were €25bn to give a rate of 0.866%). This can be paid either in 

one go (and indeed must be by firms paying only small premiums) or spread over 15 years. The PSVaG 

has so far collected payments more quickly than anticipated, with €690m of the €2.2bn charges having 

been collected, giving the PSVaG around a 30% capitalization ratio. As investment returns will be earned 

on these assets (€1bn is estimated to be accumulated in the coming years), it is expected that the future 

premiums levied will eventually be lower than under the old system. In order to prevent volatility (big 

swings in the premium rate have been experienced in the past – e.g. 0.03% 1990 vs. 0.69% 1982), the 

PSVaG will also be able to smooth premium charges (any increase in charges may be smoothed over 4 

years, provided the liquidity of the PSVaG is not impacted). As with the Swiss system, the PSVaG in 

Germany shows the importance of responding to changing circumstances. 

 

One issue raised during the discussion at the end of the session was how pension liability buyout firms 

interact with pension protection schemes. Mr. Dasgutha pointed out that if these liabilities were bought out 

by an insurance company which subsequently became insolvent compensation would be provide by 

insurance or financial institution protection arrangements (with compensation capped at around 48,000 

GBP in the UK, though not paid as an annuity). Mr. Ashcroft added that if the buyout was not by an 

insurer, TPR would encourage the trustees of the pension plan look closely and ensure that adequate 

protection were being provided. Mr. Snowbarger, however, claimed that the situation is less clear in the 

USA, with some firms offering to buyout pension liabilities claiming PBGC protection which may not 

necessarily be given (the IRS and US Treasury have requested rulings on such arrangements). 
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Session 3: Protecting the Protectors  

  

Sweden  
The final session was moderated by Mr. Ambrogio Rinaldi, and opened by Mr. Peter Lindblad, President, 

FPG, Sweden, who discussed the topic of ‘How to secure a lien on covered companies’ assets’.  Mr. 

Lindblad explained that the pension protection scheme is Sweden, the oldest in operation, has proven 

stable and worked well, having been tried and testing in both good and bad economic times, and through 

changing financial markets.  The scheme was set up at the same time as a collective agreement, with most 

of the large companies in Sweden being members as this allows them to maintain a book reserve system. 

The 1500 members are also the owners of the scheme. Membership is not compulsory by law but is 

required for tax eligibility and as part of collective agreements. 

 

Mr. Lindblad informed the audience that the most interesting characteristic of the Swedish scheme is its 

active credit assessment. Flat premium are charged (usually in the 20-40bp range), with risk assessment 

achieved via demands for capital, which the parent company is asked to provide in the form of a surety 

bond for pension liabilities. Reinsurance of the scheme comes in the form of the owners being required to 

pay an additional 2% of liabilities should guarantee fund run out of money (which was important at the 

start of operations). Should the situation of the sponsoring firm and therefore the risk to pension liabilities 

change, the protection scheme can demand more security or, ultimately, require that all liabilities are 

bought out over a 5 year period (known as the redemption procedure – which is rarely used).  

 

Claims were highest in the early 1990’s (during the Swedish financial crisis), but have since been limited 

to around 10 per year. Over 2/3 of liabilities are recovered in bankruptcy procedures (due to the collateral 

process) and annuities are bought immediately to cover the claims. Reserves are required to provide 

liquidity, as annuity payments are due immediately but it can take years for claims to be recovered through 

bankruptcy proceedings. Surpluses are transferred back to policy holders (in the form of bonuses based on 

the previous 10 years’ premiums), with the good return on assets (2/3 fixed income, 1/3 equity) in recent 

years allowing for the payment of bonuses which have been much larger than premium levels.  

 

Mr. Lindblad finished by pointing out that, though operating in a unique environment and benefiting from 

being a small country, lessons can be learnt from the Swedish experience: 

 

 The scheme was initiated and is still supported by private industry (the Board of Directors is 

elected at the AGM), is private company itself (under insurance regulation), with surplus returned 

to policy holders – thereby offering no opportunity for political interference; 

 

 The scheme operates on a fully risk adjusted basis, with the ability to react to deteriorating 

corporate positions and bad risks being forced out of the scheme; 

 

 Though this may not be advantageous for financially weak companies (which are forced to secure 

pensions via insurance), it ensures that they are not able to use the pension fund as source of cheap 

(and inefficient) capital. The clear purpose of system is not to provide soft credit to companies but 

a way for financially sound firms to create efficient pension arrangements. 
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Japan 

Finally the Japanese experience was presented by Mr. Tomomi Yano, Executive Managing Director 

Pension Fund Association of Japan, Mr. Yasuchika Asaoka, of Russell Investments Japan, and Mr. Junichi 

Sakamoto, from the Nomura Research Institute. Their presentation covered the topic of ‘Pension 

Guarantee Program - Refusing claimsô 

 

Mr. Yano opened by explaining that Japan is one of the few countries where DB pensions remain 

entrenched. Since their launch in 2001, only Y4tn in assets has been accumulated by DC pension funds, 

compared with the Y90tn which still remains with DB funds, and 40% of sponsors of DC funds also still 

offer a DB scheme. Any shift from DB to DC schemes has largely been driven by accounting standards, 

with the Pension Fund Association, which runs Japan’s protection scheme, remaining a strong defender of 

DB (due to individuals in Japan suffering at the hands of falling markets in the past, the support these plans 

can give to long-term employment, their lower operating costs etc.).  Japan’s DB environment does have 

some unique features, with the flexibility to reduce benefits (if 2/3 of members and the regulator agree) 

being an important factor in maintaining these schemes (860 pension funds of 1800 reduced benefits 

between1979 and 2005 – including 61 which also reduced pensions in payment). Given that more than ½ 

of pension plans pay out lump sums rather than annuities their exposure to longevity risk is also limited.  

 

Mr. Asaoka and Mr. Sakamoto then went on to explain how the claims are processed by Japan’s pension 

guarantee program. This program covers only around 1/3 of DB plans known as EFPs (Employee Pension 

Funds, which manage the contracted out -or substitution portion- of the public pension), covering around 5 

million members. Despite its healthy financial position and low premium rates, there is little possibility of 

the protection scheme being extended to cover other DB plans due to opposition from employers.   

 

They explained how the solid finances of the guarantee program stem from several factors. First, as 

mentioned, not all DB schemes are covered. In addition not all pension benefits are eligible. The contracted 

out portion is covered directly by the government. Additional benefits worth 30% of this contracted out 

portion are covered by the guarantee program with only 50% of any further benefits covered. A ceiling of 

Y7bn per pension fund is then applied and only benefits taken as annuities rather than lump sums qualify.  

 

In addition the benefits which qualify for coverage can be further reduced by the PBG Program 

Committee, which is made up of 2 representatives from the pension fund association and 12 from the EPFs 

themselves (as the Pension Benefit Guarantee Program was set up as a mutual aid business for EPFs). 

Claims can be accepted if the plan sponsor becomes bankrupt, but also due to the worsening financial 

situation of the sponsor or even the shrinking of the business or industry to which the sponsor belongs. 
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Once the committee has decided whether a claim is eligible, they then decide how much of the qualifying 

benefit to pay. This can be reduced if the claim is judged to be due to inappropriate conduct, such as 

negligence of fiduciary duty by board member (reduction up to 20%) or mismanagement (up to 30%.). Of 

40 claims made, 24 cases have been accepted, with qualifying benefits reduced by between 10-90%. The 

protection scheme currently has assets of Y30bn.  
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The discussion at the end of the session highlighted two interesting aspects of the Japanese scheme. First 

that the PGB program takes a proactive stance when the pension funds it covers are in financial difficulty 

as claims can be made before a firm becomes bankrupt, including when macro economic factors are 

impacting the firm’s industry sector as a whole. In addition the PGB program is truly ‘mutual’ in nature, 

with all participants, managers and beneficiaries of a pension scheme involved if a claim is made as 

benefits can be reduced if the fund is mismanaged. This mutually is also seen in the fact that members of 

the covered EPF pension funds form the majority of the PGB program’s board, deciding if claims should 

be accepted and reduced. 

 

Closing Remarks 

 

The following closing remarks, made by Mr. Churchill, summed up the main messages and lessons learnt 

from the seminar: 

 

 It is important to remember that these schemes protect voluntary pension arrangements. The 

structure of the protection schemes needs to be mindful of this, with over protection and expensive 

premiums avoided or the pension plans may be closed down altogether; 

 Avoiding moral hazard is a complex issue with efficient funding rules one key and limiting 

benefits covered also important; 

 The strength of the commitment of the pension promise made by the employer is important. If 

this covenant weakens the level of protection needs to rise accordingly; 

 The questions of how much capital a guarantee fund needs remains open; 

 Are these funds designed to provide social or catastrophic risk insurance? Is the difference 

understood and are the premiums distributed correctly  

 Funds need to adapt and respond to experience - as the experience of the Swiss and  German 

schemes show; 
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 The Swedish scheme amply demonstrates that the purpose of these schemes is not to provide a 

cheap source of capital, but a way for financially sound companies to create efficient pension 

arrangements; 

 The Japanese experience shows how sustainability requires flexibility and negotiations before 

claims reach these schemes;  

 Similarities and differences exist between all the schemes in operation, but they demonstrate that 

multiple balancing acts – between politics and economics / security and cost etc. – must be 

performed and determined by each country’s own history and context. 

 

 

 

Annex: Summary of Conclusions from the OECDôs Working Paper óBenefit Security: Pension 

Fund Guarantee Schemesô 
 

The OECD’s ‘Guidelines on funding and benefit security’ highlight the need for such protection 

schemes when pensions are funded using a book reserve system. In this case, the lack of diversification 

seems to be an overriding issue and some form of benefit guarantee system is therefore required. 

  1.3 Occupational defined benefit plans should in general be funded through the establishment of 

a pension fund or through an insurance arrangement (or a combination of these mechanisms). Additional 

protection may be provided through the granting of priority creditor rights to plan members and 

beneficiaries and through insolvency guaranty schemes that protect pension benefits in the case of 

insolvency of the plan sponsor.  

 1.4 Private unfunded plans should generally be prohibited. The establishment of an insolvency 

guaranty scheme should in general be required for occupational defined benefit plans that are financed 

through the book reserve system. 

 1.5 Insolvency guaranty schemes should rely on appropriate pricing of the insurance provided in 

order to avoid unwarranted incentives for risk-taking (moral hazard).  

 However, the recent OECD report on these protection funds concludes that for autonomous 

pension funds, the need for a pension benefit guarantee scheme is less clear cut. Their inherent difficulties 

(moral hazard, cross subsidies, systematic correlations) imply that other (less political) means for 

protecting pension benefits should be introduced first. Good funding rules can achieve almost all of what a 

guarantee scheme is striving for, are arguably easier to design and manage and, especially when combined 

with other measures, (such as asset liability matching or priority bankruptcy rights), offer a high level of 

protection. If a guarantee scheme is successfully combined with funding rules or other protection measures 

it can effectively perform its task as a ‘last resort’ benefit protection measure. 

 A further conclusion which can be drawn is that if guarantee schemes are to be introduced they 

must be carefully designed in order to avoid their inherent weaknesses. Though setting up benefit 

guarantee schemes successfully is often a challenge in practice (particularly maintaining true political 

independence), they can be run successfully - as some of the funds operating in practice show. Drawing on 

these practical experiences, both good and bad, the following principles for the successful operation of a 

pension benefit guarantee system can be identified: 

 Limited benefit coverage: in order to limit moral hazard, certain benefits should be excluded from 

coverage (including improvements granted prior to insolvency). A ceiling on benefit coverage 

also seems reasonable, to make payments more acceptable if tax payer’s money is involved and 

to keep the system affordable and progressive. 
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 Risk based pricing: the key to any insurance scheme’s success (avoiding moral hazard and 

adverse selection) is the proper risk pricing of premiums, based on the expected claim levels for 

the insured. In the case of pensions, premiums should reflect the likelihood of the plan sponsor 

becoming insolvent (could be via proxy measures such as credit rating, swap levels etc.), the 

likely size of the claim, the extent of the pension plan’s underfunding, and the risk inherent in 

any asset liability mismatch.  

 Accurate and consistent funding rules: pension benefits should as far as possible be fully funded, 

and plan sponsors should be required to act swiftly in order to limit losses. Successfully 

combining a guarantee scheme with funding rules ensures some upside limit to potential claims 

and makes the guarantee scheme affordable. In order to ensure stable funding, consistent and 

adequate financial measurement and disclosure are required.  

 Prudent asset liability management: pension funds should be encouraged to follow prudent asset 

allocation strategies, which avoid large swings in funding levels, again limiting potential claims 

and making the guarantee scheme more affordable. Likewise the guarantee fund itself, if it takes 

over the assets of insolvent pension schemes, should follow an appropriate investment strategy, 

and one which avoids correlations between its own financial position and the funding level of the 

pension funds it is insuring. In order to avoid such correlations, guarantee funds may use 

annuities to reinsure pension liabilities taken over.  

 Adequate powers and independence: a pension guarantee scheme needs to have adequate powers 

to avoid moral hazard, and prevent plan sponsors using their guarantee as a ‘put’ for their pension 

liabilities. For example, extra premiums or collateral must be requested (and paid) as a scheme 

becomes more underfunded or the risk of insolvency at the plan sponsor rises. This again requires 

transparent and timely disclosure of information by the plan sponsor.  Proper powers to claim 

assets via the bankruptcy process may also help the funding and functioning of the guarantee 

scheme. Any guarantee scheme also needs to operate without undue political influence. 

 In summary, pension benefit protection schemes should be run in a truly economically efficient 

manner, with properly market priced premiums. If this proves prohibitively expensive, the cost of 

guaranteeing pension benefits can be reduced by combining with other benefit protection measures. 

However, for the protection scheme to work effectively, subsidies should not be provided, either implicitly 

or explicitly, by governments.  


