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1. Main findings

1.1. Deficits are back

• Lane Clark & Peacock LLP (LCP) estimates that under the accounting standard
IAS19 the aggregate FTSE 100 UK pension deficits and surpluses stood at an
overall deficit of £41 billion as at mid-July 2008, in stark contrast to an
aggregate £12 billion surplus in July 2007.

• The aggregate position oscillated wildly throughout the year, reaching a high
point of a £19 billion surplus at the end of November 2007, before falling back
to a £41 billion deficit in mid-July 2008. Extreme volatility, therefore, is a key
issue for both the company and pension fund balance sheets.

• During 2008, the financial conditions driving surpluses and deficits have been
brutal. Over the period from 1st January 2008, we estimate that the overall
funding position of FTSE 100 companies under IAS19 has suffered from the
effects of first, equity market falls wiping off around £33 billion from scheme
assets and second, new and severe market fears over rising inflation adding
around £50 billion to scheme liabilities – a combined and unprecedented
“double whammy” of £83 billion.

• At the same time, companies have benefited from one significant consequence
of the credit crunch, namely the sharp rise in yields on corporate bonds (IAS19
requires companies to discount future pension liabilities using such yields). We
estimate that the rise in bond yields since 1st January 2008 will have reduced
IAS19 liabilities by around £40 billion – enough to offset almost half of the huge
losses arising from equity market falls and rising inflation.

• Bond yields peaked in late March, enabling companies with March reporting
dates to report smaller pension liabilities than if they had used current bond
yields. 14 of 23 companies reporting in late March disclosed surpluses,
totalling £5.9 billion. In the light of the subsequent fall in bond yields, equity
market falls and increasing fears over inflation, we estimate that those 14
companies have suffered aggregate pension losses of almost
£13 billion since March, with estimated deficits now totalling around £7 billion.

• Company contributions were again significant during the year (reported as
£13.1 billion for 2007, down slightly from last year’s record of £13.4 billion).
However, they had relatively little impact on overall deficits given the sheer
scale of movements in equity and corporate bond markets, and the impact of
inflation expectations.
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1.2 IAS19 now revealing cracks under severe pressure

• Our survey shows that, under IAS19, companies reporting at 31st March 2008
were able to choose from a far wider range of discount rates than was the
case 12 months previously. As a result the numbers reported are much less
useful in comparing one company with another.

• One proposal that could have addressed this would be for companies to
report using a risk-free rate. We discuss later the implications of such a move
and note that, as it stands, there, is no timetable for the introduction of such
a change. The International Accounting Standards Board (IASB) is not due
to consider discount rates until “Phase II” of their ongoing review of IAS19.

1.3 Modest evidence only of company action to reduce
pension risks

• Given the turbulent market conditions in recent times, one would have
expected trustees and companies to wish to take steps to reduce or mitigate
the risks associated with their pension schemes.

• There is an increasing range of options for reducing pension risks. In addition
to interest rate and inflation swap products offered by investment banks,
innovations include the use of a buy-out contract to match payments for
some or all of the membership, and longevity swaps/insurance.

• There is some evidence of action by FTSE 100 companies to address pension
risks through changes in asset allocation. At their 2007 balance sheet dates,
FTSE 100 UK pension schemes invested just over 53% of total assets in
equities, down from 59% the previous year. This is a notable reduction,
although the impact on market-related pension risks is relatively slight. We
estimate that there still remains a 1 in 10 chance that falling markets alone
could cause a loss of at least £45 billion in a 12 month period.

• Trustee control over scheme asset strategy poses challenges for companies
looking to de-risk. For example, trustees may initially prefer to adopt a
cautious approach toward new strategies, and this caution can prevent
companies benefiting from market opportunities as they arise. Effective de-
risking strategies involve early engagement between the company and trustee
board in conjunction with their advisers in order to agree a framework for
implementing change.

• Present accounting disclosure rules do not require companies to set out
details of pension risk hedging strategies, nor provide a standard for those
that choose to disclose - this is in stark contrast with the detailed disclosure
requirements when hedging other business risks. Analysts and investors are
thus unable to assess, with confidence, the potential impact of adverse
economic and market events on the company balance sheet.
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1.4. Further increases in assumed life expectancy as
companies respond to new research findings

• Following a clear leap forward in assumed life expectancy in 2006, FTSE 100
companies have adjusted their assumptions upwards again in 2007, reflecting
research findings. For a male pensioner now aged 60 in the UK, average
assumed life expectancy is now 85.5 years, up from 84.8 years in 2006, with a
wide range of assumptions, from 82 to 89 years.

• Companies are now also strengthening assumptions for the rate at which life
expectancy may continue to improve in the future. For 2007, companies
assumed that, on average, members retiring in 20 years time will live 1.6 years
longer than those retiring today, up from 1.3 years in 2006.

• Each additional year of life expectancy adds about £11 billion to aggregate
FTSE 100 UK deficits. We estimate that about £9 billion extra has been added
to deficits between 2006 and 2007, as a result of changes in assumed life
expectancy.

1.5 Buy-out market continues to innovate, as prices rise

• With keener buy-out pricing in the early part of the year, 2008 saw the first two
FTSE 100 buy-out deals, for Lonmin and Friends Provident.

• Based on our rule of thumb, it appears that, at one point during the year, three
FTSE 100 schemes could have been in a position to buy out their UK liabilities
in full, without the need for additional company funding. By mid-July, however,
deteriorating market conditions meant that none was in a position to do so.
This highlights a possible governance gap in the running of pension schemes
that, particularly with regard to investment matters, needs to be addressed as
it becomes more important for decisions to be made quickly.

• We see continuing demand for buy-out, despite the increase in costs, as
providers continue to innovate in this area. This includes the developing use of
“partial buy-outs” for pensioners as a significant staging post in a de-risking
process. In addition, buy-out providers are now showing the necessary speed
of execution to become a valuable tool in mergers and acquisitions.

• Markets appear uncertain as to how to evaluate the benefits of a buy-out. We
see no clear evidence that markets either welcome or penalise companies that
divert resources to enable either full or partial buy-outs.

Lonmin

Friends Provident



1.6 The Pensions Regulator acts, with new powers due
shortly

• The Pensions Regulator took firm action this year, in pursuit of its objective of
protecting members. The most public example was its handling of the
takeover of telent by Pension Corporation, The Regulator’s approach in that
case will have made companies and trustees even more cautious in assessing
buy-out type solutions that operate outside of a FSA regulated environment –
so-called “non-insured” buyouts.

• The Government has proposed an extension to the Regulator’s present
powers, with the stated objective of further deterring the use of certain
“business models” for non-insured buyouts. Given the apparent success of
the Regulator in the telent case, it is not obvious that the Regulator’s powers
needed strengthening in this regard.

• The proposed powers would allow the Regulator far greater latitude to act
against companies in a range of scenarios. Were the proposals to pass into
law intact, fears of Regulator action may inhibit important corporate activity.

1.7 International

• Overall, FTSE Global 100 Index companies disclosed net pension deficits of
£18 billion at their 2007 balance sheet dates, compared to £58 billion in 2006.

• As mentioned earlier, the main reason for this improvement is that corporate
bond yields have risen, as a result of the “credit crunch”, and this means that
reported liability values are lower.

• Although bond yields have continued to rise in 2008, falls in asset values over
the same period meant that, by mid-July 2008, we estimate that the FTSE
Global 100 Index companies had a net pension deficit of around £30 billion.

• We estimate that falls in equity markets to mid-July 2008 may have reduced
plan assets by £40 billion. This highlights the risk in holding equity assets to
back pension liabilities.

• This is despite the fact that during 2007, a number of companies, particularly
those in the US, reduced their allocation to equities. Nevertheless, the
companies surveyed still held 50% of their pension plan assets in equities at
their 2007 balance sheet dates.

• Based on asset allocations disclosed in 2007 accounts, we estimate that
there is still a 1 in 10 chance that falls in total asset values could lead to a loss
of more than £80 billion over the coming 12 months.

• Few companies outside the UK disclose their mortality assumptions, which makes
it impossible to tell whether all of these multinational companies are allowing for
the levels of improvements in a consistent way to those based in the UK.
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• Amongst those companies that do disclose their mortality assumptions, the
rates vary widely and it is often difficult to see the justification for such
differences.
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2. Summary of UK findings

2.1 Introduction – content overview

This report provides an insight into the disclosure of pension scheme costs in
companies’ accounts, comparing the different practices adopted by the largest UK
and international companies and highlighting the financial implications.

By analysing their pension disclosures we aim to measure the exposure that
companies have to their pension liabilities and deficits, particularly in relation to
capitalisation and liquidity, and we identify the steps that companies are taking to
address their pension issues.

FTSE 100 companies scrutinised

This year the report covers 89 of the FTSE 100 companies, analysing 2007 annual
reports based on the FTSE 100 constituents as at 31st December 2007. Eight
companies were excluded as there was no evidence of material defined benefit
pension liabilities. Three further companies were excluded as their annual reports
were not published in time for this report. A full listing and summary details of the
89 companies’ key pension disclosures are set out in appendix 1.

In the light of recent extreme conditions in corporate bond markets, we have for this
year extended our analysis to include annual reports published by 23 FTSE 100
companies before 30th June, for accounting years ending in late March 2008.

All the UK companies analysed have reported under international accounting
standards – IAS19 for pension costs – as required under EU regulations.

The information and conclusions of this report are based solely on detailed analysis
of the information that companies have disclosed in their annual report and
accounts. We do not approach companies or their advisers for additional
information or explanation.

2.2 Pension scheme deficits

Overall position highly volatile

Under IAS19, companies are required to recognise a measure of the surplus or
deficit in the pension scheme directly on the balance sheet.

In mid-July 2008, we estimate that the net deficit under IAS19 of UK pension
schemes sponsored by companies in the FTSE 100 stood at £41 billion. This has
switched from an aggregate £12 billion surplus at the same point last year.

As at mid-July, we estimate that the FTSE 100 companies had about £327 billion of
assets and £368 billion of IAS19 liabilities in their UK pension schemes.

The chart below shows how the position has developed since June 2002.
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Funding levels under IAS19 have been highly volatile, particularly since the turn
of the year. Having opened 2008 with a surplus of £10 billion, the position swung
sharply between deficit and surplus, before closing with a £41 billion deficit in
mid-July.

Our figures exclude, where possible, the overseas pension schemes sponsored
by FTSE 100 companies and any employee benefits other than pensions. The
figures do include unfunded pension promises.

The net position has been calculated as the sum of all companies’ IAS19 liabilities
less the sum of all assets, for the UK pension schemes. The assets and liabilities
have been projected forwards from the year-end balance sheet positions allowing
for the estimated impact of changes in financial markets. Like all deficits and
surpluses quoted in this report, they are prior to any adjustment for tax. The chart
above also allows for the entry and exit of companies from the FTSE 100 index.

Last year’s gains now gone

Looking back over the full year since our last report, we see a stark reversal of
earlier progress. Over the year, to July 2007, the opening deficit of £36 billion
improved to a surplus of £12 billion as equity markets performed strongly and real
gilt yields rose. This year has seen the reverse, with equity markets sliding back
to levels last seen two years ago, and real gilt yields falling even further, to their
all-time low, in the face of new inflation fears.

Estimated FRS17 / IAS19 position for UK schemes of FTSE 100 companies (£ billion)
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