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What are Defined Contribution (DC) schemes? 
They are basically pension schemes where contributions from both the individual 
member and hopefully an employer are paid into a fund which is converted into a 
pension on retirement by the purchase of a contract to provide a specified level of 
income for life on prescribed terms (commonly known as an “annuity”). 
 
How many people are in these? 
The latest information from the National Audit Office (NAO)1 reveals there to be 3.4 
million active members (approx) in work based defined contribution pension 
schemes with 5 to 8 million forecast to join defined contribution schemes between 
2012-2018 mainly as a result of the impending pensions auto-enrolment programme 
(see http://www.unison.org.uk/pensions/pages_view.asp?did=14625 for UNISON 
auto-enrolment briefing paper). 
 
The NAO report also estimated there to be £386 billion of total assets in defined 
contribution pension schemes in 2010. 
 
Many people, for example the self-employed, do not have access to a work based 
pension scheme and contribute to an individual defined contribution scheme such as 
a stakeholder pension or a personal pension.  6.4 million people are estimated to be 
in such schemes with no employer contribution2. 
 
In contrast to the growth in defined contribution pension provision, the proportion of 
employees with defined benefit occupational pensions continues to fall. In 2011, 30 
per cent of employees had this type of pension, compared with 46 per cent in 19973. 
 
It’s now very apparent with the onset of auto-enrolment that defined contribution 
pension schemes will be the main form of pension provision for many people – 
particularly in the private sector. 
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At a glance main risks with such schemes……. 

 
• There’s investment risk in that funds can go up and down depending on 

investment performance 
 
• Annuity rates vary in line with mortality assumptions and interest rates and 

have generally been falling for the last 15 years and it’s difficult to see this 
trend reversing. Indeed the likelihood is that annuity rates will only get worse 

 
• Contributions are generally significantly lower than those to defined benefit 

schemes 
 

• A variety of charges usually apply and are taken from the fund reducing its 
value. An annual management charge is the most common form but there can 
be a range of charges applied 

 
• Individuals often have to select a fund to invest their contributions in, 

sometimes from a vast array, and often have no idea what fund to select 
 

• Most providers stipulate a minimum fund value for purchasing a pension 
meaning that in some cases individuals will be “stuck” as they don’t have big 
enough fund values for annuity providers to quote a pension 

 
• Members will often be responsible for selecting their own annuity come 

retirement and may not know which provider offers the best rates or what type 
of annuity to get (for example, will they need spouses cover, will they need it 
to increase in value each year – the danger being that the more “add ons” the 
greater the initial cost) 

 

 
 



 
 
 
Why do defined contribution schemes generally provider inferior pension 
benefits to defined benefit schemes? 
 
First of all we need to stress here that this is not always the case as there are a 
number of examples of good quality defined contribution schemes – predominately 
those that have at least the NAPF Pensions Quality Mark Plus, see 
http://www.pensionqualitymark.org.uk/faqs.php. 
 
However in the vast majority of cases typical defined benefit pension schemes 
provide significantly higher pensions than on retirement that defined contribution 
schemes – namely for the following reasons: 
 
 
Reason 1 – Contributions tend to be much lower in defined contribution 
schemes 
 
Evidence – The average member contribution to a defined contribution scheme is 
typically 2.7% of salary with the average employer contribution being 6.2% making 

FACT – You need to contribute 10 times more to a defined 
contribution scheme to match the typical benefits provided by a 
defined benefit scheme! 

Evidence 

A 35 year old joining a defined contribution pension fund today could have 
to contribute more than ten times the annual contributions of his colleague 
in a defined benefit pension scheme to build an equivalent pension at 
retirement, according to figures published by Pension Corporation in April 
2012. 

This would equate to a contribution each year of 55% of gross salary for 
the defined contribution member (which in 2011 would have amounted to a 
contribution of £14,000 for someone on average earnings, compared to the 
average 5.1% annual contribution rate saved by the defined benefit 
pension fund member). 

In practice, at current average contribution rates of 8.9% in total, the 
defined contribution scheme member might end up with a total pension pot 
of just 2.7 times earnings after 30 years – approximately £70,000 for 
someone retiring in 2011 on national average earnings. This would buy an 
annual pension of just 8% of final pay at March 2012 rates or £2,100 per 
annum for someone on national average earnings in 2011. The average 
pension pot used to buy an annuity in 2010 was actually only £25,874. 

 

 

 

 



an average total 8.9%.4 This compares to an average private sector defined benefit 
scheme member contribution of 5.1%, employer contribution of 15.8% and overall 
20.9%! 
 
 
Reason 2 – Poor investment returns where risk is all on the individual member 
 
Evidence – In a defined benefit scheme the employer bears most of the investment 
risk. In contrast the member bears all of this risk in a defined contribution scheme 
and is unlikely to be an “investment expert” and hence will probably not appreciate 
this risk fully or feel qualified enough to make investment decisions. 
 
To emphasise the extent of this potential investment risk to members 
Pricewaterhouse Coopers estimated in October 2011 that owing to turbulent stock 
markets and low interest rates that a third had been wiped off the value of private 
pension pots over a three year period. Now imagine if you were just about to retire 
during this period!   
 
 
Reason 3 – The rates at which funds are converted into long-term pensions are 
unattractive and have been falling for the last 15 years 
 
Evidence – 15 years ago annuity rates were approximately double what they are 
today. Annuity rates of around 15% were relatively commonplace whereas today you 
would do very well to find an annuity rate of around 7%. 
 
An annuity rate of 7% means if you retired with a fund value of £100,000 you would 
receive an annual pension of £7000. 
 
 
Reason 4 – The hidden charges that can eat away at the value of your pension 
fund 
 
Evidence –Substantial hidden charges and an unwillingness from certain providers 
to disclose indirect costs associated with defined contribution pension funds were 
some of the key findings published in LCP’s first DC Fees Survey 5. 
 
Around 30% of DC investment providers were unwilling to provide details of the 
potentially substantial indirect costs associated with their funds.  When these indirect 
costs were included the total costs could be as much as 50% higher than the 
headline direct annual management charge. 
 
Research from “Which?” in October 2011 showed that if a member invested £10,000 
over 25 years with a 5% per year investment return, you’d end up with £33,860 if no 
charges applied. If you were to apply a 1.65% total charge however you would end 
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up with just £22,790. So a seemingly minor looking charge reduces the fund by 
about a third - £11,070 in this example!   
 
 
Those most at danger…….. 
 
New entrants to the workforce and young workers inparticular are likely to find that 
defined contribution pension schemes will be the only schemes available to them 
and hence it’s imperative they understand how such schemes work. 
 
Courtesy of auto-enrolment many workers who have opted-out of their employer’s 
pension scheme or simply decided not to join need to be aware that they could be 
enrolled into such schemes. Lower earners could find that they are simply not paying 
enough into a pension scheme to make it a worthwhile proposition. 
 
 
Increased reliance on the State to provide 
 
Clearly there will be a greater reliance on the State to provide financial assistance to 
those with inadequate pension provision and hence a significant reason why the 
Government should be encouraging good quality pension provision so as to help 
save long-term costs. 
 
It should also perhaps be noted that the Organisation for Economic Co-operation 
and Development (OECD) relatively recently claimed the UK to be bottom of its 
league table with regard to state pension provision so state reliance is hardly likely to 
be financially appealing to the majority. 
 
Clearly if we accept the route of continuing expanding DC provision we are accepting 
a significant deterioration in the state of individuals future prosperity and hence why 
it’s vital that we continue to campaign against the inadequacies of such provision. 
 
The Government’s apparent view is that if it introduces a universal flat rate state 
pension (of around £140 a week in today’s terms) this should provide a sufficient 
bottom line provision to work from.  This is despite the fact that the Official Poverty 
Level in the UK is in excess of £170 a week. 
 
 
Is any level of DC contribution sufficient to provide broadly equivalent benefits 
to a DB scheme? 
 
We have taken independent actuarial advice on this and the advice we have 
received is as follows: 
 
To see the extent of this the table below shows estimates of the total contribution levels 
which would need to be paid (by the employee and employer combined) for each year of 
service (as % of salary) to target typical final salary benefits in a defined contribution scheme. 
The table shows total level contribution rates for employees between the ages of 25 and 55 
on entry with benefits of 1/60th accrual over their working lifetimes and retiring at age 65.  
 



 
Starting Age  Defined Contribution  

(% of Salary) 
25 20.6 
30 22.7 
35 24.9 
40 27.2 
45 29.7 
50 32.3 
55 35.0 

 
Table 1: Contributions required each year from Starting Age to target a 1/60th 

pension 
 
 
 
What should UNISON and UNISON members do? 
 

• Raise awareness of the issues with your colleagues and activists with a view 
to looking to encourage your employer to offer a pension scheme that at least 
satisfies the NAPF’s Pensions Quality Mark – see 
http://www.pensionqualitymark.org.uk/faqs.php 

 
• Contact your local politicians and candidates to state clearly that DC pension 

provision, unless significantly improved, is unlikely to provide retirees with 
sufficient income in retirement and to ask them what they and their parties are 
doing to improve UK pension provision  

 
• Counter misinformation against good quality DB provision wherever you hear 

it and be vigilant for attacks on DB schemes in the media 
 

• Keep up to date with UNISON’s pensions campaigning work by checking the 
Pensions Unit website, see http://www.unison.org.uk/pensions/index.asp. 
 

 
 
Contacts: 
 
Alan Fox    Glyn Jenkins 
Pensions Officer   Head of Pensions 
UNISON    UNISON 
020 7121 5514   020 7121 1519  
a.fox@unison.co.uk   g.jenkins@unison.co.uk 
 
 

 


