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ILL HEALTH INSURANCE – INFORMATION FOR EMPLOYERS  
 
Background 
 
Under the LGPS Regulations members with qualifying service of a period of two years and whose 
employment is terminated by a Scheme employer on the grounds of ill-health or infirmity of 
mind or body before they reach normal pension age, is entitled to, and must take, early 
payment of a retirement pension. The level of benefits depends on the Tier determined by the 
Scheme employer:  
 
Tier  Determination  Benefits  Period  
1 The member is unlikely 

to be capable of gainful 
employment before 
their Normal Pension 
Age. 

The pension already built up on date of 
leaving 
 
No reduction for early payment 
 
The pension which would have built up 
in the main section of the LGPS from 
the leaving date to Normal Pension 
Age. 

Rest of the members 
life, plus beneficiary 
benefits  

2 The members is 
unlikely to be capable 
of gainful employment 
within three years of 
leaving, but is likely to 
be capable of gainful 
employment before 
Normal Pension Age. 

The pension already built up on date of 
leaving 
 
No reduction for early payment 
 
25% of the pension which would have 
built up in the main section of the LGPS 
from the leaving date to Normal 
Pension Age. 

Rest of the members 
life, plus beneficiary 
benefits 

3 The member is likely to 
be capable of gainful 
employment within 
three years of leaving, 
or before your Normal 
Pension Age, if this is 
earlier. 

The pension already built up on date of 
leaving 
 
No reduction for early payment 
 

Paid temporarily until 
the first of the 
following events 
happens: 
• Tier 3 pension paid 

for three years 
• Member starts 

gainful employment 
• Member becomes 

capable of gainful 
employment.1 

• Member becomes 
eligible for benefits 
under Tier 2. 

 
 

 
1 If a member reaches their Normal Pension Age while their Tier 3 pension is being paid, it will not stop. Their former employer must 
assess whether they are capable of undertaking gainful employment. After a members Tier 3 pension is stopped, it will normally 
become payable again from their Normal Pension Age.  
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Strain Costs  
 
Where a member retires with an unreduced pension before reaching their earliest retirement age 
the West Sussex Pension Fund will calculate the added cost reflecting: 
 
• Any uplift to a member’s pension (as if they retired at their normal pension age)  
• The earlier start date for the payment of benefits, and therefore the longer expected 

payment period  
• The contributions and investment income and returns missed, as funds have been applied to 

pay early benefits rather than received, retained and invested. 
 
As an example: An employee of a local school has an accident and will not work again. He’s 45 
years old, has 15 years of service in the LGPS and has a salary of £40,000. He’s entitled to an ill 
health pension (based on a tier 1) starting at £30,000 which is payable to him for the rest of his 
life. The estimated strain cost would be £600,000 
 
Approach until 31 March 2023  
 
When the actuary calculated an employer’s liabilities at the 2019 valuation, an allowance for 
each employer was made for ill-health early retirements  
 
The Administering Authority then monitored each employer’s ill-health experience on an ongoing 
basis against this allowance.  
 
If the cumulative strain cost of an employer’s ill-health retirements in any financial year 
exceeded the allowance, the employer could be charged additional contributions on the same 
basis as applied for non-ill-health cases.  
 
Some employers chose to take out ill health insurance to cover the risk of an additional 
contribution becoming payable (i.e. they would recoup any charges from their insurer). The 
Pension Fund also allowed the insurance premium to be offset against their certified contribution 
rates.  
 
As context, and excluding the largest employers in the Scheme, the average employer budget 
for the current period (2020-2023) is £16k, which is equivalent to 0.95% of the average payroll. 
Over the period, 15 ill health early retirement cases (again, excluding the largest employers) 
with an average strain cost of £90k per retirement occurred with the maximum strain cost being 
£600k for a single ill health early retirement. These figures highlight that the budget was often 
insufficient to cover the strain cost calculated and was therefore not providing adequate cover. 
 
Approach from 1 April 2023  
 
The updated Funding Strategy Statement sets out the Pension Fund’s new approach for ill health 
early retirement strain (effective from 1 April 2023), and the option for employers to take out 
insurance to protect themselves against the strain cost.  
 
Where a member retires with an unreduced pension before reaching their earliest retirement age 
the West Sussex Pension Fund will calculate and charge the employer the added cost reflecting 
the uplift to a member’s pension, the earlier payment of benefits and the contributions and 
investment returns missed. This is known as the ‘strain’.  
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The preference is that this is payable as a single lump sum by the employer rather than there 
being any budget. However, alternatives (such as payment in instalments or adjustment to 
contribution rate) will be considered based on the employer’s covenant. 
 
Employers are able to choose to take out ill health insurance to cover the risk of an additional 
contribution becoming payable for Tier 1 and Tier 2 ill health retirements of active members in 
the LGPS (i.e. they would recoup any charges from their insurer). However, no adjustment will 
be made to the employer contribution rate as a result. 
 
The premium rate for the ill health insurance is calculated at Fund level using data such as, ill-
health early retirement history, potential ill-health strain costs and the total salary roll of all the 
members of the Fund. Premiums for individual employers will be calculated by applying this rate 
to the total pensionable salary roll of the employers LGPS members. 
 


