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DWP publishes new research reports on hybrid pension schemes 

 
A new set of reports is published today by the Department for Work and 
Pensions. They present findings from three independent studies commissioned 
by the Department into hybrid, or risk sharing, pension scheme designs. 
 
The main objective of the research was to increase knowledge of risk sharing 
and hybrid pension plans compared to traditional final salary defined benefit 
(DB) and pure defined contribution (DC) plans; and to promote discussion and 
better understanding of pension scheme design within Government and the 
wider pensions world.  
 
The main features of the reports are as follows: 

 
Risk Sharing and Hybrid Pension Plans • 
This summary document provides an overview of each of the three 
independent research pieces (described below). Collectively, this research 
assesses; the practical experience, growth prospects and sustainability of 
various hybrid scheme designs; the potential pension outcomes for 
individuals and how they compare across different schemes and individuals’ 
working and salary histories; and the overall desirability of hybrid schemes 
(or optimal risk sharing arrangement) within the context of workplace 
pension provision. 
 

• Hybrid Pension Plans: UK and International Experience 
This research was undertaken by Kevin Wesbroom and Tim Reay of Hewitt 
Bacon & Woodrow. With reference to experiences in the UK, US and 
selected countries of Continental Europe, their report assesses the driving 
factors in the changing landscape of employer pension provision, and the 
potential for future growth in the UK of hybrid/risk sharing pension schemes. 
It details the key features of the various scheme designs, the overall pension 
context (including the cultural, regulatory and tax environment) within which 
they operate, and draws out implications and potential responses from key 
stakeholders 

 
• Comparing Pension Outcomes from Hybrid Schemes 

This research was undertaken by Dr Deborah R Cooper of Mercer Human 
Resource Consulting, with the aim of comparing objectively the expected 
level and variability of an individual’s pension income across various scheme 
types (under the assumption of equal cost, in terms of contributions). The 
research explores how individuals with different characteristics (low and high 
earners, those with a full working life and those with career breaks or 
periods of part-time work etc) fare under each type of scheme. The author 



has applied her expertise to simplify highly complex issues and provide clear 
comparisons between different types of pension schemes. 

 
• The Optimal Allocation of Pension Risks in Employment Contracts 

This research was undertaken by Dr David McCarthy of Tanaka Business 
School/Imperial College London, an academic with specialist pensions and 
finance knowledge. This research provides a powerful means of assessing 
and comparing the most important features of pension schemes. It attempts 
to identify an ‘optimal’ scheme design, or risk sharing arrangement, and 
adds insight as to how we ought to think about occupational pension 
provision within a wider context. 

 



 
Key findings from the research 
 
Risk Sharing and Hybrid Pension Plans: UK and International Experience 
by Kevin Wesbroom and Tim Reay 
 
• The report describes how various pension schemes affect the distribution of 

risks between individuals and firms. Different hybrid designs allow different 
risks to be shared by various amounts. Cash balance style schemes protect 
the individual from some pre-retirement investment risks, but individuals 
take on all risks around annuitising. Schemes with a DB and a DC benefit 
scale allow a degree of all risks to be shared between employer and 
employee. 

 
• The preferred scheme from an employee’s perspective will depend on their 

work history and characteristics, but they may be attracted to schemes with 
lower risk and schemes with a visible account balance rather than pension 
accrual. Employers will value discretion within some designs, such as cash 
balance style schemes. 

 
• The report sees the main drivers of the growth of hybrid schemes in the UK 

as the rising costs of DB provision and the fact that DC schemes do not 
meet the business needs of some firms.  The problems that some firms 
encounter with DC schemes include low take up and saving rates among 
employees and lack of control over the timing of retirement. 

 
• A big barrier to development of hybrid schemes among small and medium 

sized firms is the lack of insurance companies willing to provide these 
schemes. 

 
• The report investigates hybrid scheme development in 5 countries. It finds 

that in most cases hybrid schemes are the result of local legislation, for 
example specifying a minimum rate of return. The US and the UK have the 
most developed hybrid scheme provision. In the US hybrid schemes are 
mainly cash balance in design. The drivers for the development of these 
schemes from the 1980s seem mainly to have been the increased 
appreciation of capital account style schemes by employees and the high 
rates of stock market returns to 2000, making the schemes cheaper for 
employers to run. 

 
Comparing Pension Outcomes from Hybrid Schemes 
by Dr Deborah R Cooper 
 
The results depend partly on the types of scheme design chosen, but in general 
schemes that achieve higher average ratios of pension to pay also have the 
highest variation of outcome: 
 
• DC schemes have the highest variation of outcome and highest average 

pension levels. 
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Cash balance schemes with guaranteed, as well as with discretionary, 
returns both achieve relatively high pension levels – with less variation in 
replacement rates than DC schemes. 
Final salary and career average schemes target a pension as a proportion of 
pay without much variability. 
Nursery schemes (which provide DC benefits up to a certain age and then 
DB provision) generally achieve good outcomes, in particular for individuals 
with flat earnings profiles. 

 
Different scheme designs benefit individuals with different characteristics: 
 

DC schemes with a flat contribution rate can be more advantageous for 
people who join at a younger age than those who join at an older age. 
People who join final salary DB schemes at an older age can get more 
advantage than younger entrants who leave and only have short service.  
Late joiners achieve highest replacement rates from the career average 
scheme. 

 
 
The Optimal Allocation of Pension Risks in Employment Contracts 
by Dr David McCarthy 
 
The design of a pension scheme can reduce the effective cost of compensating 
a worker because individuals and firms have different preferences towards risk. 
If a pension scheme design protects an individual against risks they are already 
exposed to, it will be valued more highly than one which exposes them to new 
risks. If an individual chooses to be paid more in pensions and less in cash, 
then this is cheaper for the employer due to the tax preference pension 
contributions receive. 

 
Broad results of the analysis are as follows: 
 

• Career average DB schemes are preferred to final salary DB schemes 
in most cases, mainly because final salary schemes have additional 
salary risk. 

• Cash balance schemes are preferred to career average schemes. 
• DC schemes were (marginally) preferred to cash balance schemes. 

Providing a choice of investment strategies in DC schemes makes 
them more attractive. 

• Overall, the pension scheme with the lowest cost of compensation 
(most optimal) was found to be the DC scheme. 

 
The results presented in the report depend on the worker and firm preferences 
assumed, which may be incomplete. Also the analysis does not include any 
productivity effects arising from specific schemes. This could be particularly 
relevant to final salary schemes. 
 



 
Notes to Editors 
 
The four reports published today by the Department for Work and Pensions are: 
 
• Risk Sharing & Hybrid Pension Plans, Department for Work and Pensions, 

August 2005 
(this contains summaries of the next three) 
Research report: 270 

 
• Hybrid Pension Plans: UK and International Experience, Kevin Wesbroom 

& Tim Reay, of Hewitt Bacon & Woodrow, August 2005 
Research report: 271 

 
• Comparing Pension Outcomes from Hybrid Schemes, Dr Deborah R 

Cooper, of Mercer HR Consulting, August 2005 
Research report: 269 

 
• The Optimal Allocation of Pension Risks in Employment Contracts, Dr 

David McCarthy, of Tanaka Business School/Imperial College London, 
August 2005 
Research report: 272 

 
 
All four reports are available on the DWP website and hard copies can be 
obtained from Paul Noakes, 4th Floor, The Adelphi, 1-11 John Adam Street, 
London WC2N 6HT. E-mail: Paul.Noakes@dwp.gsi.gov.uk 
 
DWP Press office 020 7238 0751 
Out of hours  07659 108883 
Public enquiries 020 7712 2171 
Website  http://www.dwp.gov.uk/asd/asd5/rrs2005.asp 
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