
CDC PENSION SCHEMES
A BRAVE NEW WORLD?

Sarah Swift, Michael Jones, Freya Stuart, Micah Smith and Daniella Farsiani of 
Eversheds Sutherland look at the opportunities and challenges posed by the 
proposed new regime for the establishment, authorisation and operation of 
collective defined contribution pension schemes.

An entirely new type of occupational pension 
scheme for the UK, known as collective 
defined contribution (CDC) schemes, should 
be available to employers from 2022 under 
recently enacted pensions legislation. These 
new trust-based schemes are intended to 
provide a third way between traditional 
defined benefit (DB) schemes, where the 
costs are volatile and can be prohibitively 
expensive for employers, and individual 
defined contribution (DC) schemes, in which 
the member, rather than the employer, bears 
the investment and longevity risks.  

Instead, CDC schemes provide for fixed 
employer contributions into a pension 
scheme, the assets of which are invested 
on a collective basis to provide members 
with a pension, rather than a savings pot, 
at retirement. If the funding position of the 

scheme falls, this will result in an adjustment 
to the level of pension rather than a demand 
for extra funding from the employer. 

This article looks at how CDC schemes might 
work in practice, including the anticipated 
process for employers wanting to set up 
a CDC scheme, the key requirements for 
authorisation, issues for employers and 
members to consider, and what the future 
might hold. 

NEW FRAMEWORK

For several years, various industry bodies have 
been working with the government to try to 
put together a framework for CDC schemes. 
“Defined ambition” pension schemes were 
one of the first suggestions for a new third 
way between DB and DC schemes, and were 

even legislated for, although that legislation 
was never enacted (see box “Current pension 
scheme options”). More recently, support and 
interest has grown in CDC schemes, a form 
of which has operated in the Netherlands for 
many years. The government issued its first 
consultation on a CDC framework in 2018 
(www.practicallaw.com/w-020-1631). Royal 
Mail and the Communication Workers Union 
are expected to be the first to set up a CDC 
scheme, potentially in 2022, and they have 
been keen drivers of this legislative move. 

The legal framework for CDC schemes has 
been provided for in the Pension Schemes Act 
2021 (2021 Act), which received Royal Assent 
on 11 February 2021 (see News brief “Pension 
Schemes Act 2021: sweeping changes”, 
www.practicallaw.com/w-029-7715). The 
government also published the draft 
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Occupational Pension Schemes (Collective 
Money Purchase Schemes) Regulations 2021 
(the draft regulations) for consultation on 19 
July 2021 (the consultation) (www.gov.uk/
government/consultations/the-occupational-
pension-schemes-collective-money-purchase-
schemes-regulations-2021). Further materials 
will be published in due course, including 
a new code of practice from the Pensions 
Regulator (the Regulator), which has a 
significant role to play in the establishment, 
authorisation and continued monitoring of 
CDC schemes. 

The government has said that although, 
at first, only single or connected employer 
groups will be permitted to establish a CDC 
scheme, once it has seen how the Royal 
Mail scheme and any others have worked 
in practice, it intends to quickly widen 
the framework to enable non-associated 
employers and master trusts to establish 
CDC schemes or sections. While the 2021 Act 
permits the establishment of CDC schemes 
and CDC sections of a scheme, for ease of 
reference, this article refers to scheme, rather 
than section, throughout. 

KEY FEATURES

CDC schemes are designed to maximise 
investment returns on a collective basis 
and provide members with a pension in 
retirement, but one that can fluctuate 
each year as it is linked to the amount 
of assets available in the scheme. From 
an employer perspective, there is a real 
attraction in removing the cost volatility 
that is present in DB schemes and, from a 
member perspective, CDC schemes should 
result in a greater benefit than individual 
DC schemes. However, as always, the devil 
will be in the detail. 

Similarity to DC schemes
CDC schemes are trust-based, occupational 
pension schemes (or sections of a scheme) 
that are set up in a way so that they fall within 
the DC scheme framework. This means that 
they are, in many ways, more similar to DC 
schemes than DB schemes, although they 
do have some DB-type features. This is why 
they are called collective DC schemes and is 
an important point to remember in relation 
to member communications.

Collective investments
With CDC schemes, employer and employee 
contributions are pooled and invested with 
a view to delivering an aspired retirement 

income to each member. The member has a 
proportionate share of the collective scheme 
assets, rather than an individual share as 
provided by individual DC schemes. However, 
members can still transfer out of the CDC 
scheme if they would prefer to buy their own 
annuity or draw down on an individual pot. 
Where investments are pooled, this should 
provide better returns overall as synergies, 
economies of scale, shared mortality risk 
and higher risk-return strategies can be put 
into practice. 

No guaranteed benefit
A fundamental aspect of CDC schemes is that, 
in contrast to DB schemes, the benefit that is 
provided from the scheme to the member is 
whatever can be provided from the assets in 
the scheme, and these benefits may fluctuate. 
CDC schemes offer an expected, rather than 
guaranteed, target benefit.  This means that 
there is no additional funding requirement 
on the employer to provide a specified level 
of benefit if there is a funding shortfall and, 
therefore, no risk of an employer debt under 
section 75 of the Pensions Act 1995. 

As a result, depending on how the scheme’s 
investments perform and its costs change, 
a CDC scheme can change the retirement 

income it provides. This would generally be 
done by varying the extent of the pension 
increases that would ordinarily be made each 
year to keep up with inflation, although in 
some circumstances the base rate level of 
benefits might need adjusting downwards. 
Equally, in some years the expected benefit 
can increase in light of the scheme’s 
investment performance.

Legal framework
The legal framework for CDC schemes is 
extensive. It includes numerous requirements, 
which apply to:

• The establishment of a new CDC 
scheme, which needs prior authorisation 
from the Regulator before accepting 
contributions.

• The ongoing running of a CDC scheme, 
including the control mechanisms, 
ongoing Regulator involvement, and 
when and how CDC schemes may need 
to close or wind up.

• What the scheme rules of a CDC scheme 
need to say about the benefits provided 
and when and how they might be 
adjusted.

Current pension scheme options

Currently, employers have two broad choices for the kind of pension scheme that they 
can offer to employees. 

An employer can choose a defined benefit (DB) scheme where, as the name implies, 
members get a defined income in retirement. However, the costs for the employer 
are uncertain and, with people living longer, the cost of providing pensions for life 
has increased. Employers operating DB schemes are also at the mercy of lower 
than expected investment returns but are locked in to funding their schemes until 
all members have been paid their benefits in full or have chosen to buy out their 
scheme with an insurance company. The risk sits squarely with the employer and its 
associated group or, in an insolvency scenario, with the Pension Protection Fund and, 
to some extent, with members. For these reasons, over the last ten years or so, many 
DB schemes have closed to future accrual, and employers and trustees are looking 
at the end game of a full risk transfer to an insurer.

The alternative type of pension arrangement, and one that is often offered to employees 
whose DB scheme has closed to future accrual, is an occupational defined contribution 
(DC) scheme. As the name implies, contributions are paid into the scheme and those 
contributions, together with investment returns less charges, comprise members’ 
individual pots or accounts which, at the point of taking their benefit, are used to 
buy an annuity, draw down as pension or take as cash. The risk in terms of output 
lies squarely with the members, who have no certainty as to the retirement income 
they might get. With a DC scheme, the employee carries the risk around investment 
returns, inflation, longevity and also has to make financial decisions over how to 
manage their pension pot when they retire. 
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Setting up a CDC scheme is not easy and it will 
take time and money. A lot of work will need 
to be undertaken ahead of time to ensure that 
the proposed scheme and its related parties, 
such as the trustees, sponsor and actuary, are 
compliant with the legal requirements that 
are necessary to receive authorisation from 
the Regulator. The authorisation framework 
is intended to protect members from being 
enrolled in poorly designed or run schemes. 
Many, but not all, of the authorisation 
requirements will be familiar from the DC 
master trust regime although, at the initial 
stage, CDC schemes will be available only to 
connected employers (regulation 3, the draft 
regulations). It is also important to remember 
that, while there are synergies with DC master 
trust authorisation, this is an entirely new 
regime for CDC schemes. 

The trustees of a CDC scheme must apply 
to the Regulator for authorisation before 
operating a CDC scheme (regulations 6 - 16, 
the draft regulations). “Operating” includes 
accepting money from a member or employer 
in respect of contributions, fees, charges or 
anything else but excludes the costs of setting 
up, or obtaining authorisation for, the scheme. 

In the authors’ experience of DC master trust 
authorisation, employers should factor at 
least six to nine months into their project 
planning for the authorisation process. This 
includes the statutory six-month period by 
which the Regulator must approve or reject 
an authorisation application and also three 
months for actioning any regulatory requests 
and responding to specific questions. The 
Regulator controls the process and must be 
satisfied that the scheme meets all of the 
authorisation criteria.  

The authorisation process set out in the draft 
regulations has significant similarities to the 
authorisation process for DC master trusts. 
While further detail of the authorisation and 
supervision process will be included in a code 
of practice, which will be consulted on in due 
course, the Regulator is likely to follow its 
established process for DC master trusts in 
relation to fit and proper persons, systems 
and processes, member communications and 
ensuring an adequate continuity strategy.  

Schemes must pay an authorisation fee 
of between £50,000 and £120,000. The 
exact amount will depend on the nature 
of the application, including whether the 

application is for a single section or multiple 
section CDC scheme. This is higher than the 
application fee for DC master trusts to reflect 
the additional complexity of CDC schemes 
and the Regulator’s expectation that it 
will need to seek significant actuarial and 
investment specialist input.

A CDC scheme must meet six authorisation 
criteria:

• The fit and proper persons requirement.

• The scheme design requirement.

• The financial sustainability requirement.

• The communication requirement.

• The systems and processes requirement.

• The continuity strategy requirement.

Fit and proper persons
The Regulator must be satisfied that all of the 
persons involved in running the scheme are 

fit and proper (section 11, 2021 Act; regulation 
8, the draft regulations). This includes the 
trustees, the founder, and persons with 
power to appoint or remove a trustee and 
vary the provisions of the scheme. Before CDC 
schemes are made available to unconnected 
employers on a commercial basis, the founder 
will be the sponsoring employer. In most 
cases, the employer will also have power to 
appoint or remove a trustee and power to 
amend the trust deed and rules. 

To assess whether the employer is fit and 
proper, it is likely that only those individuals 
who are responsible for making decisions 
in relation to the scheme will need to 
be assessed. The fit and proper persons 
requirement directly mirrors the requirement 
for DC master trusts and looks at an 
individual’s conduct, financial soundness and 
competence, including relevant expertise 
and experience.

The threshold for conduct and financial 
soundness is fairly straightforward. The 
Regulator will take into account matters 

Pensions Regulator powers 

The Pensions Regulator (the Regulator) will be given certain powers to intervene in 
collective defined contribution (CDC) schemes, for example:

• Trustees will be required to report to the Regulator if they make an adjustment to 
benefits that is not made in accordance with the most recent actuarial valuation 
or the scheme rules and must explain why they have done this. 

• Where the Regulator has concerns that the trustees of a CDC scheme have failed 
without good reason to comply with their requirements to obtain an actuarial 
valuation or make decisions on benefits adjustments in line with the scheme 
rules, the Regulator has the power to direct the trustees to obtain a valuation or 
take such other steps as it considers appropriate. 

• The Regulator will also have the power to issue risk notices where it has a concern 
in relation to a CDC scheme or considers that a CDC scheme will, or is likely to, 
breach its authorisation criteria if an issue is not resolved. The risk notice will 
require the trustees of the scheme to submit a resolution plan that sets out 
proposals for resolving the issue. 

• The Regulator will have a range of other enforcement and information-gathering 
powers including, where necessary, the power to withdraw authorisation for a 
scheme to operate as a CDC scheme. 

Overall, the involvement and control of the Regulator in the set-up, continued 
operation and overall monitoring of CDC schemes is significant. In many ways, it will 
be more akin to a regulatory body, such as the Financial Conduct Authority, than the 
Regulator to which those working with occupational defined benefit and employer-
run defined contribution schemes are accustomed. The Regulator’s approach is likely 
to be informed by its previous interaction with defined contribution master trusts. 
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such as bankruptcy, disqualification of 
directors, unspent criminal convictions 
and contravening the rules of a regulatory 
authority. However, it will be interesting to 
see how the Regulator determines trustees’ 
individual and collective competence, given 
that CDC schemes are a new benefit design. 
During DC master trust authorisation, the 
Regulator focuses on trustees’ experience of 
DC schemes, which has led to master trusts 
appointing trustees with a track record of DC 
appointments. It is likely that the Regulator 
will look primarily for collective experience 
across a range of DB and DC schemes, 
including specific actuarial and investment 
experience, given the importance of the 
viability report and certificate in becoming 
authorised.  

Sound design
The design of a CDC scheme must be sound 
(section 12, 2021 Act; regulations 9 - 11, the draft 
regulations). The scheme’s viability report and 
viability certificate are the key documents 
underpinning the Regulator’s assessment. 
The trustees are responsible for preparing the 
viability report although, in practice, trustees 
will need support from the actuary to produce 
the report. The viability report explains:

• The design of the scheme.

• The trustees’ reasons for considering the 
design of the scheme to be sound. 

• How the scheme qualifies as a CDC 
scheme.

• The methodology for the calculation and 
valuation of benefits. 

To accompany the viability report, the scheme 
actuary must prepare a document informing 
the trustees’ decision of the scheme’s design, 
including an explanation of the assumptions 
considered by the trustees, why they are 
justified, any testing or modelling considered 
by the trustees, and referencing provisions 
in the scheme rules setting out how to 
determine the rate or amount of benefits. 

The scheme actuary must produce a viability 
certificate for authorisation and then continue 
to do so on an annual basis. To produce the 
initial viability certificate, the scheme actuary 
must consider a series of gateway tests. The 
Regulator expects a CDC scheme to include a 
level of inflation proofing as part of its design. 
Firstly, the actuary must assess whether the 
expected increase in benefits over a ten-

year period reflects the projected increase 
in the consumer prices index. Secondly, the 
actuary will need to carry out a value-for-
money test on whether the value of benefits 
provided to members over a ten-year 
period is at least equal to the contributions 
paid to the scheme by or in respect of the 
member. Broadly speaking, these two tests 
are designed to assess the impact of cross-
subsidisation between members and mitigate 
intergenerational unfairness.

As part of ongoing supervision and 
assessment, the actuary must confirm on 
an annual basis that the assumptions and 
modelling continue to reflect the ongoing 
financial position of the scheme through 
two live running tests. The scheme must 
pass these tests to meet the threshold for 
continuing to accept further contributions 
and new members. The scheme actuary will 
need to carry out an annual value-for-money 
test and then consider the risk of excessive 
cross-subsidy by ensuring that the average 
value of benefits accrued over the last five 
years is not less than half, or more than twice, 
the rate of contributions paid to the scheme. 

The live running tests are a significant new 
feature in relation to the ongoing viability 
of the CDC scheme. It is likely that the rules 
of CDC schemes would need to include 
provisions around the live running tests, 
with parameters for when the scheme may 
need to close if younger members do not 
receive value for money compared to older 
members. 

Financial sustainability
A CDC scheme must be financially sustainable 
(section 14, 2021 Act; regulation 12, the draft 
regulations). The financial sustainability 
requirement has two limbs, which are directly 
borrowed from the DC master trust regime. 
The Regulator must be satisfied that the 
scheme has sufficient financial resources 
to meet: 

• The costs of setting up and running the 
scheme, known as running costs.

• If there is a triggering event, the costs of 
complying with triggering event duties 
and the costs of continuing to run the 
scheme for a period of up to two years, 
known as financial reserves. 

To evidence the running costs, CDC schemes 
will need to provide estimated costs of setting 
up and running the scheme, sources of 

income, the trustees’ strategy for meeting 
any shortfall between the scheme’s income 
and running costs, and any measures to 
address variations in actual costs and 
income being different from the estimates 
provided. It is likely that the sponsoring 
employer or employers for each section will 
fund the running costs of the CDC scheme 
and trustees will need to provide details 
to the Regulator of how the employer will 
meet these costs. Employers will also need to 
provide information on their financial position 
to show their ability to pay these costs.

DC master trusts are required to produce and 
maintain a costs, assets and liquidity plan 
(CALP), which sets out how the costs of the 
scheme are offset by its income, including 
details of expected cash flows into the 
scheme, funding arrangements, and the value 
and liquidity of assets, including haircuts to 
calculate the current value of assets. The 
forthcoming code of practice is likely to set out 
a requirement for CDC schemes to produce 
a CALP, as the draft regulations include the 
foundations for this. 

One of the major aspects of DC master trust 
authorisation and ongoing supervision is the 
requirement to hold separately identifiable 
and, in many cases, ring-fenced, financial 
reserves to meet the costs of a triggering 
event. DC master trust trustees must 
have first call on, and unfettered access 
to, these financial reserves, which has led 
many master trusts to hold liquid assets 
in a charged account for the benefit of the 
trustees. 

The draft regulations mirror this requirement. 
Trustees must show the amount and class 
of assets held by, or that will be available 
to, trustees to meet the costs of a triggering 
event, whether through insurance, security, 
loans or other funding commitments, and 
trustees must have first call on these assets. 

Therefore, a key point for employers of CDC 
schemes will be how to structure financial 
reserves to give their trustees unrestricted 
access to funds, while at the same time 
ensuring flexibility to use the funds for other 
business interests in the interim. Although 
many employers would prefer some form of 
contingent guarantee or insurance instead of 
funds locked in a charged account, they would 
need to show the Regulator that there is no 
risk of funds being made unavailable if there 
is a triggering event, such as the employer’s 
insolvency. 
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CDC schemes must have adequate systems 
and processes for communicating with 
members (section 15, 2021 Act; regulation 13, 
the draft regulations). The scheme’s IT systems 
must have the necessary capacity and 
capability to deliver scheme communications, 
including record keeping, quality assurance 
and protection against viruses and other 
threats. The scheme must have sufficient 
HR personnel to deliver communications and 
gather and evaluate member feedback. 

Systems and processes
The systems and processes used in running 
a CDC scheme must be sufficient to ensure 
that the scheme is run effectively (section 16, 
2021 Act; regulation 14, the draft regulations). 
The systems and processes requirements are 
again similar to DC master trust authorisation 
in that they are split into:

• The functionality and maintenance of IT 
systems used in scheme administration 
and governance.

• The systems, processes and controls 
used in scheme administration.

• The governance and processes needed 
to ensure the sufficient oversight of 
scheme activities. 

As CDC scheme-specific items, there 
must also be systems and processes to 
support the annual valuation and benefit 
adjustment processes, and specific 
processes for maintaining member records 
in decumulation.

From the authors’ experience of DC master 
trust authorisation, the Regulator is likely 
to require trustees to submit a systems and 
processes questionnaire that looks at each 
system, process or governance function and 
requires trustees to confirm that it exists, 
how it works, and how it is reviewed and 
monitored to ensure that it is effective over 
time. This is a significant evidence-gathering 
exercise that requires trustees to evaluate, 
challenge and evidence every aspect of the 
scheme’s governance and administration 
functions. 

Continuity strategy
The trustees of a CDC scheme must prepare 
a document addressing how the interests 
of scheme members will be protected if a 
triggering event occurs, known as a continuity 
strategy (section 17, 2021 Act; regulations 15 – 

16, the draft regulations). The Regulator must 
be satisfied that the continuity strategy is 
adequate in order to authorise the scheme. 
The continuity strategy is a wide-ranging 
document, which provides the framework 
for identifying key actions, decisions and 
owners of actions required to deal with a 
triggering event, and sets out how the costs 
of continuing to operate the scheme and 
resolving the event will be met. 

Triggering events are events that pose a risk 
to the future of the scheme and interests of 
members. They include:

• The Regulator deciding to withdraw 
the scheme’s authorisation (triggering 
events 1 and 2).

• The Regulator deciding to refuse 
authorisation (triggering event 3).

CDC schemes in the Netherlands 

While new to the UK, collective defined contribution (CDC) pension schemes are 
already up and running elsewhere in the world, for example, in Canada, Denmark 
and, most notably, in the Netherlands. The vast majority of Dutch pension members 
are building up benefits in open defined benefit (DB) pension plans, with only a small 
number in individual defined contribution (DC) pension plans. This is different to the 
UK, where open DB plans are dwindling and most active members are in DC schemes. 

The government looked to the Netherlands, where CDC schemes have been in place 
for some time, when thinking about how CDC schemes might work in the UK. Dutch 
CDC schemes work in a broadly similar way to UK CDC schemes; that is, employer 
contributions are generally fixed, there is a target pension and it is possible to reduce 
a member’s benefits, although this rarely happens in practice. However, one key 
difference to UK CDC schemes is that Dutch CDC schemes are, legally speaking, seen 
as DB rather than DC schemes.

Dutch market trends 
Over the past ten years, almost all Dutch company pension funds, as opposed to industry-
wide pension funds, have switched from a traditional DB scheme to a CDC scheme. For 
accounting purposes, CDC schemes do not have to be declared on an employer’s balance 
sheet as an accounting liability. This fact, together with more certainty for the employer 
around its contributions, has driven a significant move to CDC in the Netherlands. There 
are also more changes coming down the track in the Netherlands, with proposals to revise 
the pensions system generally, including prohibiting open DB plans. If this happens, 
CDC and DC schemes look set to dominate the Dutch pensions system.

Member communications are key
The Dutch pension landscape is different to the UK. Coming from a starting position 
of most members having DB benefits, there is a perception that CDC schemes may 
deliver the same promised pension as DB schemes. This means that the clarity of 
member communications is key.

Dutch pension funds are legally responsible for properly communicating with their 
members about the benefits in the scheme. While there do not seem to have been any 
court cases as yet, some members have complained that their CDC benefits have reduced. 
In some cases, where member communications have been poor and the pension fund 
has not clearly explained the risks to members, top-ups to benefits have been needed.  

In the UK, the government recognises the crucial role that member communications 
will play in making CDC schemes a success. It is perhaps helpful that, compared to 
the Netherlands where there are still very few DC schemes, in the UK there is generally 
a broader understanding of what being in a DC scheme means for members, that is, 
there is no guaranteed level of benefits on retirement. This should mean, at least in 
theory, that UK members are less likely to misunderstand CDC schemes, provided 
that communications make it clear that CDC scheme benefits will be of a DC, rather 
than DB, nature. 
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• The employer suffering an insolvency 
event (triggering event 4).

• The employer becoming unlikely to 
continue as a going concern (triggering 
event 5).

• A person deciding that the scheme 
should be wound up (triggering event 5).

• A person deciding that the scheme 
should be closed to new contributions or 
members, or both (triggering event 6).

• An event occurring within the scheme 
rules that requires the scheme to close 
to new contributions or members, or 
both (triggering event 7). 

If a triggering event occurs, the trustees 
must pursue a continuity option, depending 
on the severity of the triggering event, and 
submit an implementation strategy to the 
Regulator for approval, which sets out how 
they will protect members’ interests in light 
of the triggering event (sections 31-39 2021 
Act; regulations 25 – 31, the draft regulations). 
For triggering events 1 to 3, the trustees must 
pursue continuity option 1, which involves 
quantifying the scheme’s liabilities to each 
beneficiary, transferring their accrued rights 
to an alternative arrangement and winding 
up the scheme. 

Alternatively, for triggering events 4 to 7, the 
trustees can decide to resolve the triggering 
event under continuity option 2 or convert 
the CDC scheme to a closed scheme under 
continuity option 3 if there is power to close 
the scheme under the scheme rules.  

SUPERVISORY REGIME

Once authorised, CDC schemes will be 
subject to the Regulator’s supervisory 
regime, which requires them to meet the 
authorisation criteria on an ongoing basis 
(see box “Pensions Regulator powers”). In 
addition to reporting under the triggering 
events regime, CDC schemes will need to 
report significant events to the Regulator 
(section 28, 2021 Act; regulation 23, 
the draft regulations). These are events 
that potentially affect the ability of the 
authorised CDC scheme to continue to meet 
the authorisation criteria. However, in the 
authors’ experience of DC master trusts, the 
parameters for significant events can often 
cover relatively minor events that do not 
affect the day-to-day running of the trust. 

For example, some events are clearly 
material, such as the scheme being unable 
to meet its running costs, a failure to 
obtain a viability certificate or a proposal 
to provide qualifying benefits under a new 
section. However, some of the significant 
events could be relatively immaterial, such 
as a significant change to the scheme’s 
investment strategy or a proposal to make 
a significant change to the systems and 
processes used in running the scheme. 
Given the Regulator’s level of subjectivity 
in the supervisory regime, trustees will 
need to maintain ongoing dialogue and 
collaboration with the Regulator to gauge 
the parameters of significant events.  

Trustees also need to submit a supervisory 
return annually. This informs the Regulator’s 
ongoing risk assessment of the scheme 
against the authorisation criteria. 

BENEFIT STRUCTURE

As can be seen from the authorisation criteria, 
there is a great deal of prescription around the 
form and substance of a CDC scheme at the 
outset and on a continuing basis. There are also 
requirements as to the way in which the ongoing 
assets and the target benefits are valued and 
adjusted. The draft regulations require the 
scheme actuary to carry out an annual actuarial 
valuation in relation to both valuing the assets 
and considering adjustments to the benefits 
(regulation 19, the draft regulations). 

A CDC scheme provides a qualifying benefit; 
that is, a benefit that is provided out of the 
available assets of the scheme and under the 
scheme rules, the rate or amount of which is 
subject to periodic adjustments designed to 
achieve a balance between the value of the 
available assets and the required amount. 

Royal Mail sets the precedent 

Royal Mail is set to open the first occupational collective defined contribution (CDC) 
scheme in the UK if its consultation with employees gives the plan the green light. 
Royal Mail, together with the Communication Workers Union (CWU), has been working 
closely with the Department for Work and Pensions and the industry over the last 
few years to help establish the framework to support a CDC scheme. The House of 
Commons Work and Pensions Committee report from July 2018 even congratulated 
Royal Mail and the CWU on their “ground-breaking agreement to pursue the creation 
of a CDC scheme. As well as being a model of constructive industrial relations, it opens 
the door for CDC to move from abstract idea to practical reality” (https://publications.
parliament.uk/pa/cm201719/cmselect/cmworpen/580/580.pdf).

In September 2021, Royal Mail and the CWU started a formal consultation with their 
workforce and members about the proposed new CDC pension provision and have 
given some broad details about the proposed benefit structure (www.myroyalmail.
com/collective-plan).  

In summary, the Royal Mail scheme would consist of two sections. One would provide 
CDC benefits in the form of an income for life and the other would provide a guaranteed 
cash lump sum. Members would pay in 6% of pensionable pay and Royal Mail would 
pay 13.6%. The normal retirement age would be 67. The aim would be for the scheme 
to give members an annual income equal to 1/80ths of their pensionable pay in each 
year. That income would be subject to increases and reductions in line with the overall 
plan’s performance but the aim would be for it to keep up with inflation in the long term. 

In line with the CDC legislative framework, the Royal Mail consultation communications 
make clear that the CDC scheme will not build up a pot of pension savings but will 
build up an income for life and a cash sum. It also makes clear that although the cash 
sum is, in part, guaranteed by Royal Mail (as a minimum amount is guaranteed, but 
with increases on top being linked to plan performance), the income is not guaranteed 
and if the CDC section does not have enough money to pay the incomes built up then 
everyone’s income is reduced. 

The Royal Mail consultation closes on 21 November 2021 after which a formal decision 
will be taken on whether, and in what form, a CDC scheme is to be created. 
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EThe available assets are those that arise 

from payments into the scheme made by 
or in respect of the members and those 
that are available subject to deductions for 
administrative charges. The draft regulations 
stipulate that the assets to be taken into 
account are those attributed to the scheme 
in the relevant accounts excluding any 
employer-related investments.  

The required amount is the amount expected 
to be required, applying appropriate actuarial 
assumptions, for the purpose of providing 
benefits to members collectively.

The scheme must have rules about how the 
rate or amount of benefits is to be determined 
and trustees must obtain advice from the 
scheme actuary before making a decision 
as to the methods and assumptions used 
in doing so. 

The draft regulations give more detail on 
this. In determining the required amount, 
the scheme rules must provide that: 

• The trustees apply the methods set out 
in the scheme rules.

• The mortality tables used and the 
demographic assumptions made, having 
regard to the main characteristics of the 
members as a group, are based on a 
central estimate basis.

• The discount rate and the inflation 
assumptions are based on a central 
estimate basis (regulation 17, the draft 
regulations) (regulation 17).

Adjusting benefits
The scheme rules must also contain terms 
relating to the adjustment of the rate or 
amount of benefits provided (regulation 17(4)). 
The trustees must apply the method in the 
scheme rules, any adjustment must be based 
on the most recent actuarial valuation, and 
any adjustment must be applied to all of the 
members of the scheme without variation. 
Where an increase is to be made to the rate 
or amount of benefits, the trustees must 
first determine the costs of funding that 
increase each year for the remaining lives of 
the members and survivors, and whether the 
available assets of the scheme are sufficient 
to fund that increase.   

The draft regulations also provide for trustees 
to apply a multi-annual reduction to the rate 
or amount of benefits, which effectively allows 

a reduction to be spread over a three-year 
period (regulation 17(7)). 

The rationale behind some of these 
requirements is that the government wants to 
ensure that benefits are adjusted every year in 
order to balance the value of the assets held 
and the projected cost of benefits. It is also 
important that all members are subject to the 
same adjustments because the government 
wants to avoid bias in favour of any group 
or cohort of members. A theme that runs 
through the consultation is seeking to avoid 
intergenerational unfairness. The multi-
annual reduction is included to address the 
risk of pensioner members suddenly facing a 
drop in their pensions and any adjustments 
would be made on a smoothed basis over a 
total of three years. 

Interestingly, there is no stipulation as to 
much of the precise benefit structure; for 
example, there is no requirement as to the 
particular accrual rate to be used, which is 
left to the schemes to determine based on 
actuarial input and within the set parameters 
of balancing assets versus cost. Employers 
may be watching how Royal Mail tackle this 
and it could presumably provide a precedent 
structure to emulate (see box “Royal Mail sets 
the precedent”).

ISSUES FOR EMPLOYERS

There are a number of significant points 
that employers will need to consider when 
deciding whether setting up a CDC scheme 
will provide better retirement outcomes 
for their workforce. Employers will need to 
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balance these considerations using a cost-
benefit analysis.

Costs
A significant upfront investment will be 
needed before a CDC scheme can be set up. 
As well as the authorisation fee, the employer 
will obviously need to take advice on the 
advantages, disadvantages and practical 
implications of the scheme, and receive input 
from actuarial advisers on benefit design and 
from legal advisers on compliance. A great 
deal of initial thinking will need to go into 
this, which will take up management time. 
The employer will need to decide whether it 
will be worth it in the long term, for example 
whether it has enough scale to produce the 
desired efficiencies. CDC schemes are likely to 
be considered only by the largest employers 
or at least those with over several thousand 
employees. 

Another issue is whether the proposal to 
set an annual charge cap of 0.75% for CDC 
schemes being used for auto-enrolment will 
hamper the ability of schemes to invest in 
sophisticated, longer-term assets such as 
illiquid assets or productive finance. While 
the charge cap for CDC schemes will differ 
to the charge cap for individual DC schemes 
by applying at scheme rather than member 
level, several obstacles to investment in 
private markets will still remain, such as the 
requirement to include performance fees, 
which will be a factor in assessing feasibility 
for the employer.

Rationale and cost certainty
Employers should establish the reason 
why they want to establish a CDC scheme; 
for example, as a first step away from a DB 
scheme before setting up a DC scheme, or in 
order to offer something that is perceived as 
better than an individual DC scheme. Although 
the legal risk of needing to find extra funds to 
provide guaranteed benefits is absent, there is 
a potential reputational risk for an employer 
if things go wrong. The employer must put in 
place security to satisfy the Regulator about 
the running costs and levels of financial 
reserves, and there is the added consideration 
of whether the employer would want to find 
extra funds to provide targeted benefits from 
a moral or public relations perspective. 

Communication
Communication is critical. Pensions are 
a complex subject even for pensions 
professionals and it will be essential to make 
sure that members understand what a CDC 
scheme means for them and that it is not a 
guaranteed benefit. Lessons can be learned 
from the Netherlands where employers 
have found, to their cost, that badly worded 
communications have compelled some of 
them to provide top-up benefits to members 
in CDC schemes (see box “CDC schemes in the 
Netherlands”).

Uncertainty
Employers will need to consider the 
uncertainty of this brave new world of CDC 
schemes. For example, if a large number 

of members choose to transfer out to a DC 
scheme and take all of their benefits as cash 
this could have a negative effect on the 
feasibility of the CDC scheme. Alternatively, 
if the intergenerational unfairness controls do 
not work, there is a possibility of the younger, 
newer members losing out. There is also scope 
for an employer or trustee to inadvertently 
breach the onerous compliance burden, 
resulting in regulatory intervention and 
professional or reputational embarrassment. 

THE FUTURE 

The draft regulations are due to come 
into force by 2022. Royal Mail, following 
its consultation, is likely to be the first to 
establish a CDC scheme in the UK and go 
through the authorisation process with the 
Regulator. Employers and others can watch 
and learn from its experience.

The government has said that it intends to 
expand CDC schemes to non-associated 
employers and commercial master trusts, 
which may perhaps be the most likely 
candidates to operate CDC schemes given 
their scale, particularly in decumulation. 
This is a fascinating move for the pension 
industry and practitioners will be watching 
with interest.

Sarah Swift and Michael Jones are partners, 
Freya Stuart is a principal associate, and 
Micah Smith and Daniella Farsiani are 
associates, at Eversheds Sutherland.

ASK: WHAT ARE OUR SUBSCRIBERS 
ASKING US?
Practical Law publishes questions from subscribers, together with our editors’ replies. You can browse the queries at Ask or filter search 
results to show published questions and answers by selecting “Ask” as the Resource Type in the search filters. Subscribers can comment on 
any answer we have published, so you can add your insights to any discussion.

uk.practicallaw.thomsonreuters.com/Browse/Home/Resources/Ask

© 2021 Thomson Reuters (Professional) UK Limited. This article first appeared in the November 2021 issue of PLC Magazine




