
Helping you to understand your 
pension
The purpose of this document is to explain the basic differences between 
defined benefit (DB) and defined contribution (DC) pension schemes. It is not 
designed to provide advice or guidance as to what you should do with your 
pension.

It does not discuss in-depth the potential issues facing those people with very 
complex financial planning needs, or large amounts of wealth.

Having read this document, if you are unsure what is the right next step for you, 
then you may wish to seek professional financial advice.

How does a defined benefit and defined contribution 
pension work?

Defined benefit (DB)

A DB pension scheme, sometimes 
called a ‘final salary’ pension scheme, 
is one that promises to pay out an 
income based on your salary and how 
long you’ve worked for your employer.

Defined contribution (DC)

A DC pension scheme is one where 
you and your employer pays money 
into a workplace pension scheme in 
your name.

Typical examples of DC pension 
schemes are personal pensions, 
stakeholder pensions and NEST.

The money is invested into funds 
which may be advised, selected by 
you or from a default range. The value 
of your pension pot can go up or down 
depending on how the investment 
funds perform.



What happens when I retire?

Defined benefit (DB)

The income you’ll get at retirement is 
known, and will be paid direct to you 
by the scheme.

Payments normally start between age 
60 and 65.

Some schemes allow you to retire 
earlier than this, usually with a 
reduced income being applied.

Defined contribution (DC)

In 2015 the Government put in place 
some changes to how people saving 
for retirement could take their benefits. 
This new legislation was widely 
referred to as Pension freedoms. The 
changes explained below do not apply 
to anyone whose retirement benefits 
(pension) are held in a DB pension 
scheme.

For anyone with a DC pension at 
retirement, there are now a number of 
choices available. These broadly fall 
into two categories, annuity and 
drawdown.

Buy an annuity with the fund: an 
annuity provides a guaranteed income 
for life with various options. Examples 
are: an income which is level in 
payment; an inflation protected 
income; and an income for your 
spouse or civil partner if you 
pre-decease them. 

Depending on the option you choose, 
this will influence the income you 
receive.

Fixed term annuities are also 
available.

Drawdown: this is where the fund 
remains invested (meaning it can go 
up and down in value) and an income 
drawn from it as needed. A drawdown 
fund can be used to buy an annuity in 
the future if desired.



Can I take a tax-free lump sum payment at retirement?

Could I run out of money in retirement?

Defined benefit (DB)

The calculation of what amount can 
be taken as a tax-free lump sum from 
a DB pension scheme is complex and 
the trustees will write to you to advise 
how much can be taken when you 
reach retirement.

Defined contribution (DC)

Typically up to a quarter of the fund 
built up can be taken as a tax-free 
lump sum payment at retirement.

Defined benefit (DB)

A DB pension scheme has a legal 
responsibility to pay you until your 
death, even though people are living 
longer.

It will also usually pay an income to 
your spouse or civil partner should 
you pre-decease them, as long as 
they are classed by the scheme as a 
dependent.

This means you could enjoy some 
protection from inflation of your 
income into your 100s without 
worrying whether your pension will 
run out of money.

Defined contribution (DC)

This will depend on what you do with 
the fund when you retire.

If you buy an annuity, you will not run 
out of money, although you may see 
the real spending power of your 
income fall dramatically if you do not 
choose to inflation-proof it.

Via the drawdown route, running out 
of money is a possibility, because: the 
fund remains invested (so therefore 
could go down in value); you choose 
how much income is taken each year 
and may take too much; and you may 
also live longer than expected and run 
out of money.

The tax-free cash entitlement (the amount of your pension you can withdraw without 
paying tax) is calculated very differently between DB and DC pension schemes. In both 
scenarios though, taking a tax-free lump sum will reduce the income payable.



What about inflation and cost of living increases?

Defined benefit (DB)
For most DB pension schemes, the 
income you receive will increase each 
year to provide some protection 
against inflation.

Defined contribution (DC)

This will depend on what you do with 
the fund when you retire.

Via the drawdown route, factors such 
as how much you take out, and the 
investment performance will affect the 
value of your fund and its ability to 
protect against inflation.

If you buy an annuity with an inflation 
option, you will be provided with some 
protection.

Inflation is a very real risk for anyone stopping work, because the cost of things you buy will 
increase over time, at a period in life when they do not wish to return to work. The 
Government has talked about keeping the rate of inflation low, however it must be 
appreciated that the measure of inflation is calculated using a ‘basket’ of different goods. This 
basket includes things that do not increase much in price (electronics for example) and things 
that increase faster (fuel, holidays, food).

It is widely acknowledged that most people in retirement suffer higher inflation/price rises than 
those in work, simply because of what they spend their money on.

Who takes the risk of the value of the funds and 
investments falling?

Defined benefit (DB)

There is more certainty with a DB 
pension scheme than a DC pension 
scheme as you are guaranteed an 
income for life.

In effect, the sponsoring employer 
takes responsibility for funding your 
pension.

Defined contribution (DC)

With a DC pension you take 
responsibility for where the funds are 
invested, and therefore falls or growth 
in value of your investment will be 
determined by a number of 
investment factors.



Defined benefit (DB)

For DB pension schemes, the value 
for LTA purposes is calculated by 
multiplying the guaranteed income by 
20 and adding any tax-free lump sum 
on top of this.

Defined contribution (DC)

For DC pension schemes, the value 
for LTA purposes is the amount of any 
fund crystallised (meaning benefits 
are taken from it) and if in drawdown 
again at age 75.

What are the tax implications?
There is a known limit to the amount of pension savings you can build up without 
being taxed. This is known as the Lifetime Allowance (LTA) and is £1.055 million for 
2019/2020.

If you have previously protected your LTA, this figure may be higher. Any potential LTA 
tax is calculated when you take benefits, reach age 75 or die.

What happens if I die before I retire?

Defined benefit (DB)
If you have a spouse, civil partner, or 
children in education, most DB 
pension schemes will provide them 
with an income when you die, as long 
as they meet the scheme’s definition 
of a dependent. This is usually 
between a half and two-thirds of your 
pension.

This income will be taxed at the 
receiver’s marginal rate.

Defined contribution (DC)

As introduced by the pension freedom 
rules, if you die as a member of a DC 
pension scheme, your fund can be 
used to pay a lump sum, annuity or 
drawdown income to any family 
member or other nominated person. 
And if you die before age 75, they can 
also inherit all of your remaining 
pension fund without having to pay 
any tax.

After age 75 tax is payable.



What happens if my employer goes out of business?

Defined benefit (DB)

The only way to move a DB pension is 
to take a Cash Equivalent Transfer 
Value (CETV) and move this to a DC 
pension.

It is not possible to reverse this move, 
or move a DC pension scheme into a 
DB Pension scheme. So, once the 
move has happened the guaranteed 
income at retirement is lost forever.

Once you’ve been paid income from 
the DB pension scheme it can no 
longer be exchanged for a CETV or 
moved to a DC pension scheme. 

Some DB pension schemes do not 
offer a CETV. These are mainly 
‘unfunded’ public-sector pension 
schemes (including the NHS, teacher, 
military and civil service pension 
schemes).

If your employer goes out of 
business, a new employer may take 
on the liability of the scheme, or the 
scheme may be sufficiently funded to 
pay the pension. In the majority of 
cases, the Pension Protection Fund 
will step in and guarantee to provide 
some (but not all) of the pension built 
up.

Anyone who has a DB benefits with a 
CETV value of over £30,000 must, by 
law, get regulated financial advice 
before they can transfer their DB 
pension to a DC pension scheme.

Defined contribution (DC)

It is possible to move one DC 
pension to another, although 
penalities and set up costs may apply.
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And finally...

This is an information document only. If you believe its content may affect your 
financial planning, please consider contacting a financial adviser.

Past performance is no guarantee of future returns and the value of 
investments and the income they produce can fall as well as rise. You may not get 
back your original investment and you may lose all your investment.

Accessing pension benefits early may impact on levels of retirement income and 
your entitlement to certain means tested benefits.

Accessing pension benefits is not suitable for everyone.

The Financial Conduct Authority does not regulate estate planning.
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