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Here we go with the pension transfer status quo!

Published: 23.01.07

After two years of consultation on the issue of how defined benefit pension schemes should
calculate transfer values, on 18 January 2007 the Department for Work and Pensions (DWP)
announced its proposals, on which legislation is expected to be introduced with effect from
April 2008.

What does this mean for pension scheme members?

This announcement relates to members who have deferred defined pension benefits and the
way that the trustees of such schemes calculate the present day cash value of those defined
benefits.

The DWP has announced that, following two years of consultation, they intend to legislate to
continue with broadly the same rules, relating to how trustees calculate cash equivalent
transfer values for members with deferred pension benefits, as we have at present (see figure
1). Trustees will continue to have discretion, advised by the scheme actuary, as to the
assumptions that they use. The two most important assumptions are longevity (which, along
with the gilt yield, affects the capital cost of the pension) and the discount factor (which affects
the present day value of the capital cost of the pension).

If the scheme assumes low life expectancy (longevity) then the cost will be lower than one
assuming high life expectancy, resulting in a lower transfer value. Even a few years’
difference can have a massive effect, as highlighted in the difference in liabilities resulting
from the differing longevity assumptions used by BT and the Post Office pension schemes.
Interestingly, the DWP proposes to allow the scheme trustees to use different longevity
assumptions for continuing members and for transferring members.

The discount factor must broadly reflect the investment strategy adopted by the scheme
trustees, such that a scheme with, say, 70% equity type exposure will have a higher discount
rate and thus a lower transfer value than a scheme with 70% cash and fixed interest type
investments. It is therefore vital to look at the investment strategy being employed by the
scheme.

More often than not this leads to members, particularly men and those members with above
average life expectancy, being offered poor transfer values. What is in the best interests of
the scheme is not likely to be in the best interests of the deferred member who wants to
transfer his or her benefits out of the scheme.

The DWP commented that if it had introduced a prescribed set of assumptions which was
more favourable to members, this might have put an additional financial burden on many
schemes which are already under funded and increase the incidence of financial insolvency
of pension schemes. Whilst Bloomsbury accepts this rationale, we do feel that members
could have been given a better deal on transfers, which would have been fairer to both
members and schemes.
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What should members do now?

Unfortunately the decision on whether to leave defined benefits with a former employer’s
pension scheme or to transfer the cash equivalent to another scheme, whether money
purchase or defined benefit, is a complicated one. Transferring out is not necessarily more (or
less) risky than leaving benefits with the former scheme, but rather the risks are different.
Individuals should seek professional advice on the issue. The activity of advising on pension
transfers requires advisory firms to hold a special class of authorisation and professional
qualification and as such the cost of such advice will usually be at least £1,000 and in many
cases the fees will be much higher.

As a general rule of thumb benefits should be left with the old scheme if any or all of the
following factors apply:

e The deferred member has less than 15 years before benefits become available,
e The deferred pension scheme is fully funded (i.e., assets fully match liabilities),

e The member is comfortable that the sponsoring employer will continue to support the
pension scheme,

e The member does not have the risk capacity to accept exposure to the investment
strategy which would be necessary to meet or exceed the critical yield required to
replace the old pension benefits,

e The ill health or dependants’ benefits provided by the scheme are particularly
generous (and valued by the deferred member) and cannot be easily replaced cost-
effectively by other means,

e There is no transitional protection of either/both overall benefits and/or tax-free cash,
both of which might be lost if the transfer were not done as part of a bulk wind up or
buyout policy,

e The scheme has a predominantly low risk investment strategy and consequently the
trustees have used a low discount rate to calculate the present day cash equivalent
transfer value.

Remember, the decision on whether to transfer or not will depend on the individual
circumstances of the member and the scheme and a careful evaluation of the facts.

How do members work out if they are getting a good deal?

It is difficult for members to work out whether they are getting a good deal on their own. The
starting point is to obtain a transfer value quotation from the trustees of the old scheme and
then approach an adviser who offers pension transfer advice for an initial assessment.
Usually the initial assessment will cost a few hundred pounds to ascertain whether a more
detailed assessment is likely to be worthwhile.

One should, however, remember that the DWP has merely announced its conclusions
following the consultation period, and that legislation will be required. Legislation was
originally expected to be in place by April 2007, but the DWP now states that this is expected
to be in place by April 2008. Whether we get the legislation by then and exactly what will be
in the detail is anyone’s guess. Recent experience suggests that subsequent amendments to
the legislation are not inconceivable either.
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Figure 1 — how defined benefit transfer values are calculated
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Capital cost calculated
based on the longevity
assumption used by scheme
and matching gilt yield

Discount rate ¢
Rate at which
capital cost is
discounted to Future capital cost
/ calculate of providing
present day revalued pension
Cash transfer value of
offered to pension
member today transfer
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Disclaimer

This document is intended for informational purposes only and no action should be taken or
refrained from being taken as a consequence of it without consulting a suitably qualified and
regulated person. It does not constitute financial advice under the terms of the Financial
Services and Markets Act 2000. It is not an offer to sell, or a solicitation of an offer to buy, the
instruments described in this document. Past performance is not an indication of future
performance. Interested parties are advised to contact the entity with which they deal, or the
entity that provided this document to them, if they desire further information. The information
in this document has been obtained or derived from sources believed by Bloomsbury
Financial Planning (BFP) to be reliable, but BFP does not represent that this information is
accurate or complete. Any opinions or estimates contained in this document represent the
judgement of BFP at this time, and are subject to change without notice.

BLOOMSBURY and the Bloomsbury Logo . are registered trade marks used under an
exclusive sub-licence from Raymond James Investment Services Limited (RJIS). RJIS is a
member of the London Stock Exchange and is authorised and regulated by the Financial
Services Authority. Registered in England and Wales No. 3779657. Registered Office 77
Cornhill, London, EC3V 3QQ.
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